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Background

For decades, every U.S. person with afinancial interest in, or signature or other authority over, one or
more foreign financial accounts has been required to report such accounts to the Treasury Department if
the aggregate value of such accounts exceeded $10,000 at any time during the calendar year. The report is
made on TD F 90-22.1 (Report of Foreign Bank and Financia Accounts), commonly referred to as the
“FBAR,” and must be received by Treasury on or before June 30 of the following year.*

The FBAR isnot atax return. The obligation to file an FBAR arises under Title 31, the Bank Secrecy Act
(BSA), rather than under Title 26, the Internal Revenue Code. Thus, the enforcement and information
collection procedures generally available under the Code are unavailable for enforcement of the FBAR
and for collection of the FBAR penalties.

While the Code aso requires avariety of filings with respect to certain interests in foreign entities and
other offshore relationships,® Congress felt these rules were inadequate to uncover all of the hidden for-
eign assets of U.S. taxpayers. Also, the fact that FBARs are filed with the Treasury Department, rather
than with the IRS, is a bit inconvenient for the IRS.

HIRE Act Enactment of Section 6038D

In 2010, Congress enacted the Hiring Incentives to Restore Employment (“HIRE”) Act , which added
Section 6038D to the Code. Code Sec. 6038D is effective for tax years beginning after March 18, 2010,
i.e., starting in 2011 for taxpayers whose tax year is a calendar year.

New Code Sec. 6038D greatly expands the categories of information that must be reported with respect to
offshore assets. Under this provision, any individua who, during the tax year, holds any interest in a
“specified foreign financial asset” (“SFFA”) must attach to his or her income tax return for that tax year
certain information (the “Required Information”) if the aggregate value of all such assets exceeds $50,000
or such higher threshold as Treasury may prescribe.* For this purpose, an SFFA generally includes the
following:

e Any financial account maintained by aforeign financial institution.”
e Any stock or security issued by a person other than a U.S. person.®
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e Any financid instrument or contract held for investment that has an issuer or counterparty that
is other than aU.S. person.’

e Anyinterestin aforeign entity.®
The Required Information generally includes the following:

e Inthe case of an account, the name and address of the financial institution at which an account
is maintained and the number of the account.

e Inthe case of any stock or security, the name and address of the issuer, and such information
asis necessary to identify the class or issue of which the stock or security is a part.

e Inthe case of any other instrument, contract, or interest, (i) such information asis necessary to
identify the foreign instrument, contract or interest, and (ii) the names and addresses of all is-
suers and counterparties with respect to such instrument, contract, or interest.

e The maximum value of the asset during the tax year.®

Although section 6038D is directed primarily at individuas, the statute authorizes the Treasury Depart-
ment to extend such reporting obligations to “any domestic entity which is formed or availed of for pur-
poses of holding, directly or indirectly, specified foreign financial assets, in the same manner asif such
entity were an individual .”*°

The statute also provides Treasury with abroad grant of authority to prescribe such regulations or other
guidance as may be necessary or appropriate to carry out the purposes of Code Sec. 6038D, including rules
providing appropriate exceptions from reporting in the case of (1) classes of assets, including any assets
with respect to which Code Sec. 6038D reporting would be duplicative of other required disclosures; (2)
nonresident aiens; and (3) bona fide residents of any possession of the United States.™

Treasury Regulations and Form 8938

Detailed guidance regarding the Code Sec. 6038D reporting requirement is set forth in Treasury Regula-
tions that were issued on December 19, 2011,*? and IRS Form 8938, with instructions. The Treasury
Regulations issued on December 19, 2011, include temporary regulations that are currently in effect (the
“Temporary Regulations’) and proposed regulations that, if finalized, will take effect for tax years begin-
ning after December 31, 2011 (the “Proposed Regulations’).*® The key elements of such guidance are
described below.

Limitation of Filing Obligation to Certain “ Specified Per sons’

Reporting under section 6038D is made on Form 8938, Statement of Specified Foreign Financial Assets,
but thisfiling obligation only appliesto a“specified person,” and only if the aggregate value of the
SFFAs in which such specified person has an interest exceeds a specified reporting threshold, described
below.™ A specified person is defined as either (1) a specified individual, or (2) a specified domestic en-
tity (“SDE”)."
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Specified Individual A specified individual means an individual who is any of the following:

e A U.S citizen.
e A resident alien for any portion of the tax year.
e A nonresident aien for whom an election under Code Sec. 6013(qg) or (h) isin effect.*

e A nonresident alien who is abonafide resident of Puerto Rico or a Code Sec. 931 possession,
as defined in Reg. §.931-1(c)(1)."

Specified Domestic Entity. The Temporary Regulations reserve on the definition of SDE. The Proposed
Regulations provide a definition, but only for tax years beginning after December 31, 2011. Therefore,
for tax years beginning on or before December 31, 2011, the obligation to file Form 8938 only applies to
individuals. Thisis confirmed by the instructions to Form 8938 (the “Instructions’).

Under the Proposed Regul ations, a domestic corporation, partnership or trust will be an SDE if, and only
if, it is considered to have been “formed or availed of for purposes of holding, directly or indirectly, speci-
fied foreign financial assets’ (the “formed or availed of test”).*?

Domestic cor porations and partnerships. With limited exceptions, a domestic corporation or partner-
ship will satisfy the formed or availed of test (and will thus be an SDE) if and only if:

e after applying certain “aggregation rules’ described below, such corporation or partnership has
an interest in SFFAs with an aggregate value exceeding the applicable threshold: ™

e the corporation or partnership is“closely held” by a specified individual (the“closely held
test”); and

e after applying certain aggregation rules described below, either:

= at least 50 percent of the corporation’s or partnership’s gross income for the tax year is
passive income,? or at least 50 percent of the assets held by the corporation or partnership
at any time during the tax year are assets that produce (or are held for the production of)
passive income, or

= at least 10 percent of the corporation’s or partnership’s gross income for the tax year is
passive income, or at least 10 percent of the assets held by the corporation or partnership at
any time during the tax year are assets that produce (or are held for the production of) pas-
sive income, and (ii) the corporation or partnership is“formed or availed of” with “aprin-
cipal purpose” of avoiding reporting under Code Sec. 6038D.%

In the case of adomestic corporation, the closely held test is satisfied if a specified individual owns (di-
rectly, indirectly, or through application of certain constructive ownership rules) stock possessing at |east
80 percent of the total voting power or total value of the corporation’s outstanding stock on the last day of
the corporation’ s tax year.?

In the case of adomestic partnership, the closely held test is satisfied if a specified individual owns (di-
rectly, indirectly, or through application of certain constructive ownership rules) an interest in the partner-
ship pz)sossasu ng at least 80 percent of the capital or profits interests on the last day of the partnership’s tax
year.
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The following “aggregation rules’ must be taken into account in applying the tests above. For purposes
of determining if adomestic corporation or partnership has interests in SFFAsin excess of the applicable
reporting threshold, all domestic corporations and partnerships that have any interestsin SFFAs and are
closely held by the same specified individual are treated as asingle entity. Thus, each is considered to
own the SFFAs owned by al such other related entities.®*

A somewhat different aggregation rule applies for purposes of applying the passive income and passive
asset tests described above. For such purposes, al domestic corporations and partnerships that are closely
held by the same specified individual, and that are connected through “stock or partnership interest own-
ership with acommon parent corporation or partnership,” are treated as a single entity.” Thus, each
member of the “group” is considered to own the combined assets, and to earn the combined income, of
the entire group, and various “intercompany items” are disregarded.?

The aggregation rules may best be illustrated by an example:?’

Facts: A specified individual wholly owns DC1, a domestic corporation, and also owns a 90 percent
capital interest in DP, adomestic partnership. DC1 owns 80 percent of the sole class of stock of DC2,
another domestic corporation. DC1 has no interest in any SFFAs and no interest in any entity other than
DC2. DC2 and DP own SFFAs.

Analysis. For purposes of determining whether DC2 and DP have SFFAs in excess of the applicable re-
porting threshold, they are treated as a single entity (and, thus, each is considered to have an interest in the
SFFAs owned by the other), because they are closely held by the same specified individual.*® For pur-
poses of applying the passive income and passive asset tests, DC1 and DC2 are treated as a single entity,*
because (i) they are closely held by the same specified individual, and (ii) they are connected through
DC1’ s ownership of 80 percent of stock of DC2. DPis not treated as a member of the DC1/DC2 group
for this purpose, because it is not connected to either corporation through stock or partnership interest
ownership through a common parent entity. Thus, for purposes of applying the passive income and pas-
sive asset tests to DP, itsincome and assets are measured on a standalone basis.

Notwithstanding the general rules set forth above, certain corporations and partnerships that are viewed as
unlikely to hide assets offshore are automatically exempt from SDE status. Such exempt entities include:
(1) publicly traded corporations and their affiliates, (2) regulated investment companies, and (3) real es-
tate investment trusts.*

Domestic trusts. With limited exceptions, a domestic trust will satisfy the formed or availed of test if
(and will thus be an SDE), and only if the trust:

e hasaninterest in SFFAs with an aggregate val ue exceeding the applicable threshold;* and

e has one or more specified persons as a current beneficiary.*
Notwithstanding the general rules set forth above, certain trusts that are viewed as unlikely to hide assets
offshore are automatically exempt from SDE status. Such exempt trustsinclude: (1) certain trusts with a

trustee that (i) has supervisory authority over (or fiduciary obligations with regard to) the trust’s SFFAS,
(i) timely files annual returns and information returns on behalf of the trust, and (iii) is a bank, financial
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institutions registered with the SEC, or domestic corporation that is publicly traded (or an affiliate of a
publi gsly traded corporation); and (2) grantor trusts to the extent owned by one or more specified per-
sons.

Reporting Thresholds

As indicated above, section 6038D requires reporting only if the aggregate value of all SFFAsin which a
specified person has an interest exceeds $50,000 or such higher threshold as Treasury may prescribe.®*
The Temporary Regulations (and Instructions) prescribe a higher threshold in many, but not all, instances.

General Rule. Subject to the exceptions described below, a specified person generally must file Form
8938 only if the aggregate value of the SFFAsin which such person has an interest exceeds (1) $50,000
as of the last day of the tax year, or (2) $75,000 at any time during the tax year.*> This general ruleis ap-
plicable to individuas living in the United States who are unmarried or filing separate returns, and to
SDEs for tax years beginning after December 31, 2011.

Persons Eligible for Higher Thresholds. If two specified individuals are married and file ajoint return,
then they generally must file Form 8938 (jointly) only if the aggregate value of the SFFAs in which either
spouse has an interest exceeds (1) $100,000 as of the last day of the tax year, or (2) $150,000 at any time
during the tax year.*® If at least one of them is a“qualified individual” under Code Sec. 911(d)(1), how-
ever, then they must file Form 8938 (jointly) only if the aggregate value of the SFFAsin which either
spouse has an interest exceeds (1) $400,000 as of the last day of the tax year, or (2) $600,000 at any time
during the tax year.*

If aspecified individual isaqualified individual under Code Sec. 911(d)(1), but does not file jointly with
another specified individual, he or she must file Form 8938 only if the aggregate value of the SFFAsiIn
which he or she has an interest exceeds (1) $200,000 as of the last day of the tax year, or (2) $300,000 at
any time during the tax year.®

Code Sec. 911(d)(1) definesa“qualified individual” as an individual (1) whose tax homeisin aforeign
country, and (2) who is (a) aU.S. citizen who has been abona fide resident of aforeign country or coun-
tries for an uninterrupted period that includes the entire tax year, or (b) aU.S. citizen or resident who is
present in aforeign country or countries at least 330 full days during any period of 12 consecutive months
that endsin the tax year being reported.®

Treatment of Joint I nterests. Each specified person that is ajoint owner of an SFFA generaly must in-
clude the full value of such SFFA for purposes of determining if the aggregate value of SFFAs in which
such person has an interest exceeds the applicable threshold.”® This general ruleis subject to exceptions
for SFFAsthat are jointly owned by married specified individuals.

If specified individuals are married and file ajoint return, then they include the value of their jointly
owned SFFA only once in determining whether the aggregate value of SFFAs in which either spouse
has an interest exceeds the applicable threshold.** If two specified individuals are married and file sepa-
rate returns, each takes into account only 50 percent of the value of their jointly owned SFFAs.** Nota-
bly, neither exception appliesif a specified individual is married to a person who is not a specified indi-
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vidual. Inthat event, the specified individual must take into account the full value of any SFFA that is
jointly owned with his or her spouse.

SFFAsto Which Certain Reporting Exceptions Apply. As discussed below, certain SFFAs are exempt
from reporting (or eligible for less detailed reporting) on Form 8938. In some (but not all) instances,
such SFFAs may be disregarded in determining whether a specified person has interests in SFFAs with
an aggregate value in excess of the applicable reporting threshold. See below under the caption Report-
ing Exceptions.

Manner of Filing

Any specified person that is required to file Form 8938 with respect to atax year must attach such form
to such person’s annual return for such tax year.*® If aperson is not required to file an annual return for
the year, thereis no obligation to file Form 8938 (even if the SFFAs in which such person has an interest
exceed the applicable reporting threshold).*

Definition of SFFA and Interest in SFFA

Under the guidance set forth in the Regulations (and Instructions), an SFFA generally is defined to in-
clude al of the following:

e Any financial account maintained by (i) aforeign financial institution, or (ii) afinancia insti-
tution that is organized under the laws of aU.S. possession.* An exception appliesif the ac-
count ismaintained by a“U.S. payor” as defined in Reg. §1.6049-5(¢)(5)(i), or if al of the
holdings are marked to market under the rules of Code Sec. 475(a) or an election under Code
Sec. 475(e) or (f).*® There also appears to be an exception for any interest in a social security,
social insurance, or other similar program of aforeign government.*’

e Any financial account maintained by afinancial institution that is organized under the laws of
aU.S. possession.*®

e Any of thefollowing, if held for “investment” (as defined below) and not in an account main-
tained by afinancia institution:

= Any stock or security issued by a person other than a U.S. person.*®

= Any financial instrument or contract that has an issuer or counterparty that is other than a
U.S. person.®

= Any interest in aforeign entity.*

An asset isheld for investment if it is not used in, or held for use in, atrade or business of a specified
person.® An asset is considered to be used in, or held for use in, the conduct of atrade or business (and
not held for investment) if the asset is: (1) held for the principal purpose of promoting the present con-
duct of atrade or business, (2) acquired and held in the ordinary course of the trade or business as, for
example, in the case of an account or note receivable arising from that trade or business, or (3) otherwise
held in a“direct relationship” to the trade or business.>®
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In some cases, there may be considerable uncertainty as to whether a given asset constitutes an SFFA.
For example, it is clear that real estate directly owned by a specified person is not an SFFA,> but what if
thereis acontract with aforeign person to sell (or buy) real estate that is not in any way associated with
atrade or business, e.g., avacation home? Asindicated above, an SFFA includes any “financial instru-
ment or contract” with aforeign person that is not used, or held for use, in the conduct of atrade or
business. Unless acontract to buy or sell real estateis not a“financial instrument or contract,” SFFA
status seems unavoidabl e (through perhaps unintended).

Asageneral rule, aspecified person is considered to have an interest in an SFFA if any income, gains,
losses, credits, gross proceeds, or distributions attributable to the holding or disposition of the SFFA are
or would be required to be reported, included, or otherwise reflected by such person on an annual re-
turn.> Thus for example, a specified person will have an interest in assets held through a disregarded
entity. Notwithstanding this general rule, however, a specified person generally is not considered to
have an interest in an SFFA held by a corporation, partnership, trust, or estate solely as aresult of such
person’ s status as a shareholder, partner, or beneficiary of such entity.® However, a specified person
that isthe owner or all or aportion of agrantor trust is generally considered to have an interest in any
SFFAs owned by the grantor trust or such portion thereof.>” This“attribution” rule does not apply in the
case of adomestic widely held fixed investment trust under Reg. §1.671-5, and a domestic liquidating
trust created under certain provisions of the Bankruptcy Code. Thus, a specified person owning anin-
terest in any such domestic trust should not be considered to have an interest in any of the SFFAs owned
by the trust.

Aninterest in aforeign trust or estate is not a specified foreign financial asset unless the specified per-
son knows or has reason to know of the interest, based on readily accessible information.>® For this pur-
pose, receipt of adistribution from the foreign trust or estate is deemed to constitute actual knowledge.*

Required Infor mation
The Required Information to be reported on Form 8938 includes the following:

e Inthe case of an account maintained by aforeign financial institution, the name and address of
the financial institution and the account number.

e Inthe case of any stock or security, the name and address of the issuer, and such information
that identifies the class or issue of which the stock or security is a part.

e Inthe case of afinancia instrument or contract, information that identifies the financia in-
strument or contract, including the names and addresses of al issuers and counterparties.

e Inthe case of aninterest in aforeign entity, information that identifies the interest, including
the name and address of the entity.

e The maximum value of the SFFA during the portion of the tax year in which the specified in-
dividual had an interest in such SFFA.

e Inthe case of afinancial account that is a depository or custodia account, whether the account
was opened or closed during the tax year.*
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e Thedate, if any, on which the SFFA (other than a depository or custodia account) was either
acquired or disposed of during the taxable year.

e Theamount of any income, gain, loss, deduction, or credit recognized during the tax year with
respect to the SFFA, and the schedule, form, or return filed with the IRS on which such items,
if any, were reported or included by the specified person.

e Theforeign currency exchange rate.

e For any SFFAsto which the so-called exception for duplicative reporting (described bel ow)
applies, the number of Forms 3520, 3520-A, 5471, 8621, 8865, 8891, or other applicable
forms, timely filed with respect to such SFFAs.*

Reporting Exceptions

“Exceptions’ for Duplicative Reporting. The Temporary Regulations provide that a specified person is
“not required to report a specified foreign financial asset on Form 8938” if such specified person: (1)
reports the asset on any of certain specified forms,%? and (2) reports the filing of such specified form on
Form 8938.%% Similarly, a specified person that is considered the owner of all or a portion of aforeign
grantor trust is not required to report any of the trust’s SFFAs on Form 8938 if: (1) such specified person
timely files Form 3520; (ii) the trust timely files Form 3520-A, Annual Information Return of Foreign
Trust With aU.S. Owner; and (iii) the Form 8938 filed by the specified person reports the filing of
Forms 3520 and 3520-A.%

Strangely, a prerequisite to the application of these “duplicative reporting exceptions” is that the speci-
fied person who seeks to enjoy such exception must file Form 8938. Moreover, the Temporary Regula-
tions expressly provide that al of the SFFAs to which such duplicative reporting exceptions apply are
still taken into account in determining the aggregate value of the SFFAs in which such specified indi-
vidual has an interest.®® Thus, thereis literally no scenario in which the duplicative reporting exceptions
will actually relieve a specified individual of the obligation to file Form 8938.%°

Suppose, for example, that a specified individual (who is unmarried and resides in the United States)
owns a controlled foreign corporation with a maximum value during the year of $200,000, that is prop-
erly disclosed on atimely Form 5471, and has foreign financial accounts with a maximum value during
the year of $5,000. Notwithstanding the so-called reporting exception, such specified individual must
still file Form 8938 both to disclose that he filed Form 5471, and to report financial information with
respect to the $5,000 account. This may prove a significant trap for the unwary.

In the case of adomestic entity, the analysisis significantly different. The Proposed Regulations pro-

vide that, for purposes of determining whether a domestic entity has interestsin SFFAs with an aggre-
gate value in excess of the applicable threshold, the SFFAs taken into account are “other than assets ex-
cepted from reporting as provided in §1.6038D-7T.”%" The duplicative reporting exceptions are set forth
in Proposed Reg. 81.6038/-7T(a), and thus part of Proposed Reg. 81.6038D-7T. Moreover, as indicated
above, these exceptions apply, by their terms, to any specified person. Accordingly, any SFFAsthat are
timely reported by a domestic entity on the enumerated forms set forth in the Temporary Regulations
should be disregarded in determining whether such domestic entity has interests in SFFAs that exceed
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the applicable threshold, with the result that the duplicative reporting exceptions may actually permit a
domestic entity to avoid SDE status and thereby avoid the obligation to file Form 8938.%

Exception for Owners of Certain Domestic Grantor Trusts. A specified person that is treated as the
owner of al or aportion of adomestic trust is not required to file Form 8938 to report any SFFAS
owned by thetrust, if thetrustis: (1) awidely held fixed investment trust under Reg. §81.671-5, or (2) a
liquidating trust under certain provisions of the Bankruptcy Code.”® In this case the exception seems
more meaningful to specified individuals.

First, the exception does not by its terms require a specified person to file Form 8938. Second, the
Temporary Regulations provide that the value of any SFFA in which a specified individual has an inter-
est and that is excluded from reporting under this exception “is excluded for purposes of determining the
aggregate value of specified foreign financial assets.””® Thus, a specified individual to whom this ex-
ception appliesis not required to file Form 8938 unless he or she has interests in other SFFAs that, by
themselves, have avalue in excess of the applicable threshold.

The application of the exception to domestic entities should be comparable. The SFFAs taken into ac-
count for purposes of determining if adomestic entity exceeds the applicable reporting threshold are
“other than assets excepted from reporting as provided in §1.6038D-7T,” ! and the above reporting ex-
ception for certain domestic grantor trusts is set forth in Proposed Reg. 81.6038D-7T(b), which by its
terms appliesto all specified persons. Thus, any SFFAs owned by a domestic grantor trust to which the
above reporting exception applies should be disregarded in determining whether a domestic entity that
ownsall or aportion of the trust has SFFAs in excess of the applicable threshold.”

Exception for Bona Fide Resident of a U.S. Possession. Asindicated above, aresident of aU.S. pos-
session is a specified individual who (if the applicable reporting threshold is satisfied) must file Form
8938. However, a“specified individual who is abonafide resident of aU.S. possession” is not required
to report the following SFFAS:

e A financial account maintained by afinancial institution organized under the laws of the U.S.
possession of which he or sheis abonafide resident (the “U.S. possession of residence”)

e A financial account maintained by a branch of afinancial institution not organized under the
laws of the U.S. possession of residence, if the branch is subject to the same tax and informa-
tion reporting requirements that apply to afinancia institution organized under the laws of the
such U.S. possession

e Stock or securitiesissued by an entity organized under the laws of the U.S. possession of resi-
dence

e Aninterest in an entity organized under the laws of the U.S. possession of residence

e A financia instrument or contract held for investment, provided each issuer or counterparty
that isnot aU.S. person is either an entity organized under the laws of the U.S. possession of
residence or a bonafide resident of such U.S. possession

In the case of aspecified individual, any SFFAs qualifying for such “possessions exception” are ex-
cluded for purposes of determining whether the aggregate value of SFFAs in which such specified indi-
vidual has an interest exceed the applicable reporting threshold.” Thus, a specified individua to whom
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this exception appliesis not required to file Form 8938 unless he or she has interests in other SFFAs
that, by themselves, have avalue in excess of the applicable reporting threshold.

Notably, the “possessions exception” is, by its terms, only available to a specified individual (and,
moreover, one that is abona fide resident of aU.S. possession). Thus, such exception should not be
relevant for purposes of determining whether a domestic entity has interestsin SFFAs that exceed the
applicable reporting threshold.™

Valuation Rules

Preliminarily, it should be observed that the value of an SFFA isrelevant for two separate purposes.
First, value is important for purposes of determining whether the aggregate value of SFFAsin which a
specified person has an interest during the year exceeds the applicable reporting threshold (“reporting
threshold purposes’). Second, if a specified person isrequired to file Form 8938, such form generally
must disclose the maximum value of such SFFAs during the year (*maximum value purposes’).

Value generally means “fair market value,” ™ but the applicable valuation rules will, in many cases, sim-
plify the valuation process. With limited exceptions, these rules apply for both reporting threshold pur-
poses and maximum value purposes. The applicable rules include the following:

e A “reasonable estimate’ of maximum fair market value during the tax year generally may be
used, so appraisals are not required.”

e An SFFA that is denominated in foreign currency, must first be valued in foreign currency and
then converted into U.S. Dollars, based on the exchange rate in effect on the last day of the
specified person’ s tax year (even if the SFFA was disposed of prior to such date).”’

¢ Inthecaseof afinancial account, periodic account statements may be relied upon to determine
maximum value, in the absence of actual knowledge, or reason to know based on readily ac-
cessible information (hereinafter, “actual or constructive knowledge™) that such statements do
not reflect a reasonable estimate of the maximum account value during the tax year.”

e Inthe case of SFFAsnot held in afinancia account, year-end value generally may berelied
upon to determine maximum value, in the absence of actual or constructive knowledge that
such value does not reflect a reasonable estimate of maximum value.”

e For maximum value purposes, an interest in aforeign trust has a maximum value equal to the
sum of (1) all trust distributions to the specified person during the year, and (2) the value of
any right to mandatory distributions, as determined under Code Sec. 7520.2° Thisruleaso
applies for reporting threshold purposes, unless the specified person has actual or constructive
knowledge of the fair market value of such trust interest during the tax year.®

e For maximum value purposes, the maximum value of an interest in aforeign estate, pension
plan, or deferred compensation plan is the year-end fair market value of such interest.?? In the
absence of actual or constructive knowledge, such year-end fair market value is deemed to be
the fair market value, determined as of the last day of the taxable year, of the currency or other
property distributed during the tax year to such specified person (as a beneficiary or partici-
pant).® In that event, such amount may also be relied upon for reporting threshold purposes.®*
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Coordination with FBAR Filing Requirement

Taxpayers, and their return preparers, should keep in mind that the filing of Form 8938 does not obviate
the need to file an FBAR (if otherwise required).®® Furthermore, depending upon an individual’s par-
ticular circumstances, it is possible that either form may be required, but not the other. For example, not-
withstanding that Form 8938 reaches a far broader class of financial assets than the FBAR, an individua may be
required to filean FBAR, but not Form 8938, if he or she has (1) signatory authority over (but no financial inter-
est in) aforeign financia account, or (2) afinancial interest in aforeign financial account with a maximum value
during the year that exceeds $10,000 but is not more than $50,000. And, of course, a U.S. entity may be required
to filethe FBAR but is not required to file Form 8938 for 2011.

Consequences of Noncompliance

Penalties. The penalty for failure to timely file Form 8938 is $10,000.%° If the failure continues for
more than 90 days after the day on which the IRS mails a notice of the failure to the specified person,
the penalty will be increased by $10,000 for each 30-day period (or fraction thereof) during which the
failure continues after the expiration of the 90-day period, provided that the total additional penalty can-
not exceed $50,000.%” There is areasonable cause exception,®® but the fact that a foreign jurisdiction
would impose acivil or crimina penalty on the specified individual (or any other person) for disclosing
the required information is deemed not to constitute reasonable cause.®

If the IRS determines that a specified person has an interest in one or more SFFAs and such person does
not provide sufficient information to demonstrate the aggregate value of such SFFAS, then the aggregate
value of such SFFAs s presumed to exceed the applicable reporting threshold, with the result that the
specified person is presumed to have been required to file Form 8938.%

In addition, an accuracy penalty applies to an underpayment of tax attributable to any transaction involv-
ing an undisclosed SFFA. The penalty for such failureis 40 percent of the underpayment.* Finally, a
failure to fully comply with the reporting requirements of Code Sec. 6038D and the regul ations there-
under may result in crimina penalties.

Statute of Limitation. If aspecified person failsto timely file Form 8938 (or certain other specified
forms) for atax year, the statute of limitations period with respect to such year generally will remain
open, asto all items (whether or not related to unreported SFFAS), until three years after the date on
which Form 8938 isfiled.* If the specified person can show such failure was due to reasonable cause
and not willful neglect, then such extended statute of limitations period only applies only to the items
related to such failure.”®

Furthermore, if a specified person failsto include in gross income an amount in excess of $5,000 that
relates to one or more SFFAS, the statute of limitations period for ng the tax related to such item
is extended to six years from the date of filing of such specified person’s federal income tax return.*
Notably, thisrule applies even if the specified person was not required to file Form 8938.

! Notably the “mailbox rule,” which generally deems atax filing to have been made on the date of mailing, does
not apply for FBAR purposes. As noted below, the FBAR is not atax return.
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All “Code’ references herein are to the Internal Revenue Code of 1986, as amended. All “Code Sec.” references
herein are to sections of the Code.

For example, Code Sec. 6038 requires U.S. shareholders of a controlled foreign corporation to file Form 5471.

Code Sec. 6038D(a). The Required Information, aterm that does not exist in the statute and is used herein solely
for convenience, is set forth in Code Sec. 6038D(c). If adequate information is not available, the aggregate value
of SFFAsis deemed to exceed the applicable threshold. Code Sec. 6038D(e).

Code Sec. 6038D(b)(1). Theterms “financial account” and “foreign financial institution” are defined in Code
Secs. 1471(d)(2) & 1471(d)(4), respectively.

Code Sec. 6038D(b)(2)(A).

Code Sec. 6038D(b)(2)(B).

Code Sec. 6038D(b)(2)(C). Theterm “foreign entity” is defined in Code Sec. 1473.

Code Sec. 6038D(c).

Code Sec. 6038D(f).

Code Sec. 6038D(h). With respect to the potential exception for nonresident aliens, it should be emphasized that
the general rule, set forth in Code Sec. 6038D(a), is not limited to U.S. citizens or residents.

TD 9567; REG-130302-10.

Except for the special rules pertaining to “ specified domestic entities” (described below) the Proposed Regula-
tions generally do nothing more than incorporate by reference the provisions of the Temporary Regulations.
See Temporary Reg. §1.6038D-2T(a)(1).

Temporary Reg. 81.6038D-1T(a)(1).

A nonresident alien with respect to whom either election isin effect istreated as aresident alien for certain in-
come tax purposes and thus permitted to file ajoint return with aU.S. citizen or resident spouse.

Temporary Reg. 81.6038D-1T(a)(2).

Proposed Reg. 81.6038D-6(a).

Certain SFFAS, however, are excluded purposes of this determination. See below under the caption Reporting
Exceptions.

The definition of passive incomeis set forth in Proposed Reg. §1.6038D-6(b)(2).

Proposed Reg. §1.6038D-6(b)(1). The Proposed Regulations provide, in the Treasury Department’ stypically
unhel pful manner, that for purposes of determining whether such principal purposeis present, “all facts and cir-
cumstances are taken into account.” Proposed Reg. §1.6038D-6(b)(1)(iii)(B)(2).

Proposed Reg. §1.6038D-6(b)(3)(i). For this purpose, the constructive ownership rules of Code Sec. 267(c) and
(e)(3) apply, except that Code Sec. 267(c)(4) isapplied asif the family of an individual included the spouses of
other family members. Proposed Reg. §1.6038D-6(b)(3)(iii).

Proposed Reg. §1.6038D-6(b)(3)(ii). For this purpose, the constructive ownership rules of Code Sec. 267(c) and
(e)(3) apply, except that Code Sec. 267(c)(4) isapplied asif the family of an individual included the spouses of
other family members. Proposed Reg. §1.6038D-6(b)(3)(iii).

Proposed Reg. §1.6038D-6(b)(4)(i).

Proposed Reg. §1.6038D-6(b)(4)(ii). A domestic corporation or partnership is considered to be connected
through stock or partnership interest ownership with acommon parent corporation or partnership if an 80 percent
interest in the entity (specifically, 80 percent of the voting power or value of the stock, in the case of a corpora-
tion, or 80 percent of the profits or capital interests, in the case of a partnership) is owned by the parent entity, or
other members of the “ group.”

Id.

For more detailed exampl es, see Proposed Reg. §1.6038D-6(b)(5), Examples1 & 2.

DC1 isnot considered to have any interest in the SFFAs owned by DC2 or DP, for this purpose, because DC1
does not itself own any SFFAs.

www.robertsandholland.com 12
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The application of such test is, of course, not relevant to DCL. It cannot in any event be an SDE, becauseit has
no interest in any SFFAs and thus cannot exceed the applicable reporting threshold.

See Proposed Reg. §1.6038D-6(d)(1), exempting any entity described in Code Sec. 1473(3), other than a charita-
ble remainder trust .

Certain SFFAS, however, are excluded for purposes of this determination. See below under “ Reporting Excep-
tions.”

Proposed Reg. 81.6038D-6(c). For this purpose, a current beneficiary means, with respect to any tax year, any
person who at any time during such year is entitled to, or at the discretion of any person, may receive, a distribu-
tion from the principal or income of the trust (determined without regard to any power of appointment that has
not been exercised as of the end of the taxable year).

See Proposed Reg. §81.6038D-6(d)(1) - (3).

Code Sec. 86038D(a).

Temporary Reg. 81.6038D-2T(a)(1).

Temporary Reg. 81.6038D-2T(a)(2).

Temporary Reg. 81.6038D-2T(a)(4).

Temporary Reg. 81.6038D-2T(a)(3).

The Instructions set forth the same requirements, but do not refer to Code Sec. 911(d)(1) or use the term “quali-
fied individual.”

Temporary Reg. 81.6038D-2T(c)(1)(i).

Temporary Reg. 81.6038D-2T(c)(1)(ii).

Id.

Temporary Reg. 81.6038D-2T(a)(1)-(4). Since the reporting obligation with respect to 2011 appliesonly to in-
dividuas, the only relevant annual returnsfor 2011 are Forms 1040 and 1040-NR. A specia rule appliesin the
case of an SDE that isamember of an affiliated group filing consolidated returns.

Temporary Reg. §1.6038D-2T(a)(7)(i).

Temporary Reg. §1.6038D-3T(a)(1) & (2). Any asset held in such account is not required to be separately re-
ported on Form 8938.

Temporary Reg. §1.6038D-3T(a)(3)(i) and (ii).

Both the preambl e to the Temporary Regulations and the Instructions provide for this exception, but, curioudly, it
is nowhere to be found in the Temporary Regulations themselves.

Temporary Reg. 81.6038D-3T(a)(2).

Temporary Reg. 81.6038D-3T(b)(2)(i).

Temporary Reg. 81.6038D-3T(b)(2)(ii).

Temporary Reg. 81.6038D-3T(b)(1)(iii). Theterm “foreign entity” is given the same meaning as in Code Sec.
1473(5) and the regulations thereunder. Temporary Reg. 81.6038D-1T(a)(10).

Temporary Reg. §1.6038D-3T(b)(3).

Temporary Reg. 81.6038D-3T(b)(4). For rules asto when an asset is considered to be held in adirect relation-
ship with atrade or business, see Temporary Reg. §1.6038D-3T(b)(5).

It isnot unusual for real estate to be held through aforeign entity, in which case the interest in the foreign entity
would itself typically constitute an SFFA.

Temporary Reg. §1.6038D-2T(b)(1). Thisrule applieseven if no such items are attributable to the holding or
disposition of the asset for the taxable year at issue.

Temporary Reg. 81.6038D-2T(b)(3).
Id.
Temporary Reg. 81.6038D-3T(c).
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Temporary Reg. §1.6038D-3T(c).
Query whether a principal purpose of thisinformation item isto help the IRS determine when a specified person
has failed to properly report aforeign account for the year in which it was opened.

Temporary Reg. §1.6038D-4T(a). Form 8938 does not, however, include a place to indicate the number of
Forms 8891 filed by the specified person. Apparently, Form 8938 was finalized before this oversight was de-
tected. The Instructions (which clearly were finalized at alater time) essentially provide that Forms 8891 should
be treated asif they were Forms 3520. Thus, for example, a specified individua who filed three Forms 3520 and
two Forms 8891 for 2011 must report that he or she filed five Forms 3520.

Such specified forms are: Form 3520, Annual Return To Report Transactions With Foreign Trusts and Receipt
of Certain Foreign Gifts, Form 5471, Information Return of U.S. Persons With Respect To Certain Foreign Cor-
porations, Form 8621, Information Return by a Shareholder of a Passive Foreign Investment Company or Quali-
fied Electing Fund, Form 8865, Return of U.S. Persons With Respect to Certain Foreign Partnerships, and Form
8891, U.S. Information Return for Beneficiaries of Certain Canadian Registered Retirement Plans. The IRS may
specify additional formsin the future aswell. Temporary Reg. 81.6038D-7T(a)(1)(i).

Temporary Reg. §1.6038D-7T(a)(1).

Temporary Reg. §1.6038D-7T(a)(2).

Temporary Reg. §1.6038D-1(b)(6).

Of course, the “exception” still has some utility in that detailed financial information will not need to be pro-
vided.

Proposed Reg. 81.6038D-6(b)(1)(i) & (c)(1).

The IRS could potentially take the position that the exceptions by their terms apply only if the domestic entity

actually files Form 8938 to indicate the filing of such enumerated forms, as per Temporary Reg. §1.6038D-
TT(a)(1)(ii), but this does not appear to be intended.

Temporary Reg. 81.6038D-7T(b). The Temporary Regulations confirm that any SFFAs to which this reporting
exception applies and in which a specified individua has an interest are not taken into account in determining
the aggregate value of the SFFAs in which such specified individual has an interest. Temporary Reg. §1.6038D-
1(b)(6).

Temporary Reg. 81.6038D-1(b)(6).

Proposed Reg. §1.6038D-6(b)(1)(i) & (c)(1).

Moreover, it appears that the domestic entity should not even be considered to have an interest in the trust’s
SFFAs. See Temporary Reg. §1.6038D-2T (b)(3).

Temporary Reg. 81.6038D-1(b)(6).

Some ambiguity arguably arises by reason of the fact that Proposed Reg. 81.6038D-6(b)(1)(i) refersto “assets
excepted from reporting as provided in §1.6038D-7T,” and the possessions exception is set forth in Temporary
Reg. §1.6038D-7T(c), but this does not seem to be enough to overcome the fact that such exception clearly
seems intended to apply solely to specified individuals.

Temporary Reg. 81.6038D-5T (a).
Temporary Reg. 81.6038D-5T(b).
Temporary Reg. 81.6038D-5T(c)(2) & (4).
Temporary Reg. §1.6038D-5T(d).
Temporary Reg. §1.6038D-5T(f)(1).
Temporary Reg. §81.6038D-5T(f)(2)(i).
Temporary Reg. 81.6038D-5T(f)(2)(ii).
Temporary Reg. §1.6038D-5T(f)(3)(i).

Id.

Temporary Reg. §81.6038D-5T(f)(2)(ii).
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% Aspreviously explained, the FBAR form is required under the BSA, not the Code, and thus the IRS does not
have the authority to substitute its form for the FBAR.

8 Code Sec. 6038D(d)(1); Temporary Reg. §1.6038D-8T(a). Married specified individuals are subject to penalties
asif they were asingle specified individual. Temporary Reg. 81.6038D-8T(b). They arejointly and severally
liable for such penalties.

8 Code Sec. 6038D(d)(2); Temporary Reg. §1.6038D-8T(c).

¥ These penaltieswill not be imposed with respect to any failure that is shown to be due to reasonable cause and
not due to willful neglect. Temporary Reg. 81.6038D-8T(€)(1). In order to do so, the specified individual must
“make an affirmative showing of al of the facts alleged as reasonabl e cause for the failure to disclose.” Tempo-
rary Reg. §1.6038D-8T(e)(2).

¥ Code Sec. 6038D(g); Temporary Reg. §1.6038D-8T(€)(3).

% See Code Sec. 6038D(e); Temporary Reg. §1.6038D-8T(d).

%! See Code Sec. 6662(a), (b)(7) & (j); see also Temporary Reg. §1.6038D-8T(f)(1).

%2 See Code Sec. 6501(c)(8)(A).

% See Code Sec. 6501(c)(8)(B).

% See Code Sec. 6501(e)(1)(A)(ii).
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