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he Foreign Account Tax Compliance Act (FATCA) was en­
acted in response to a series of U.S. tax evasion scandals that 
came to light in 2006.1 Comprising sections 1471 through 

1474 of the Internal Revenue Code/ FATCA is a withholding regime 
that closely resembles section 1441, et seq. (the chapter 3 withhold­
ing rules). At a very high level, both chapter 3 withholding rules and 
FATCA are triggered by a cross-border payment - specifically, an 
outbound payment made to a foreign payee. Before the payment is 
made, the payor is required to identify the foreign payee and under­
stand enough about the payee to determine whether and the extent 
to which withholding applies, and withhold as necessary. 

As with any new and complicated regime, FATCA has generated 
much discussion and debate, mostly among U.S. tax advisers and fi­
nancial institutions, and to a lesser extent among non-financial com­
panies. In the financial institution context, much of the debate bal­
ances theoretical approval of FATCA's anti-evasion policies with real 
apprehension about the potential cost of FATCA compliance. The 
non-financial discussion is more muted, reflecting confusion regard­
ing FATCA's application to non-financial companies. Ironically, the 
press coverage surrotmding FATCA has been so focused on issues 
facing the financial institutions that public debate may have cloud­
ed, and not clarified, the issues facing non-financial companies. 

The U.S. Treasury Department and Internal Revenue Service 
issued lengthy proposed FATCA regulations in February 2012. 
Given their complexity, it is w1likely that the debate and confu­
sion will end with the promulgation of final regulations.3 This 
article discusses several of the "myths and mysteries" that seem 
to have arisen concerning FATCA and makes suggestions for rec­
onciling the legal considerations non-financial companies face in 
the FATCA area. 

Myth No. 1: FATCA Is a Tax 
First and foremost, FATCA is not a tax. The FATCA rules are very 
similar in structure to the chapter 3 withholding rules, but FATCA 
does not focus on income, tax rates, or tax liability. At its core, FAT­
CA seeks to identify U.S. investors with foreign financial interests, 
making it easier for the IRS to audit income and assets that could 
otherwise remain hidden offshore. FATCA accomplishes this objec­
tive by compelling the aid of "withholding agents," defined under 
FATCA as any U.S. or foreign persons having control, receipt, cus­
tody, disposal, or payment of a cross-border item} Once a with­
holding agent has an obligation to make a qualifying cross-border 
payment, the agent must obtain information from the foreign pay­
ee, regarding significant financial involvement the payee has with 
U.S. taxpayers. As a general matter, the foreign payee must identify 
its substantial U.S. owners or certify that it qualifies for an excep­
tion from information reporting requirements in documentation 
provided to the withholding agent prior to payment. A payee's fail­
ure to provide valid documentation triggers a 30-percent enforce­
ment levy on the payment, which is collected and remitted to the 
IRS by the withholding agent. A withholding agent's failure to ob-
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tain valid documentation or, alternatively, to collect the 30-percent 
FATCA charge, results in secondary liability for the withholding 
agent.5 The withholding agent is also responsible for providing 
foreign payee information to the IRS regarding FATCA payments 
made and the substantial U.S. owners identified in the prior year.6 

Most importa11t, if FATCA operates as it is intended, the U.S. govern­
ment will receive i11jormation valuable for ide11lifying potential U.S. tax 
evaders, and /he 30-percent FATCA charge simply will11ol apply.; 

In contrast, the chapter 3 withholding rules implement an en­
forcement mechanism for a "real" tax. Generally, a foreign person 
earning U.S. source income that is not effectively connected with a 
U.S. trade or business is not subject to net basis federal income tax. 
The income- referred to as "fixed or determinable annual or pe­
riodical," or "FDAP"- is instead subject to a gross basis tax.8 The 
obligation to remit the tax to the IRS is not placed on the foreign 
payee, but instead on the payor of the income, i.e., the withholding 
agent.9 By statute, the tax is generally imposed at a 30-percent rate, 
but may be reduced or eliminated entirely under the auspices of 
an applicable tax treaty between the United States and the foreign 
person's residence country.10 The foreign payee must certify own­
ership of the income, foreign residence, and eligibility for treaty 
benefits on pre-payment documentation provided to the withhold­
ing agent. The withholding agent is tasked with validating any 
documentation provided, withholding and remitting the appropri­
ate amount of tax to the IRS, and filing annual information returns 
reporting the payments.11 ln the absence of valid withholding doc­
umentation (currently, the Form W-8BEN), the withholding agent 
must withhold tax at the default, 30-percent rate. The withholding 
agent is secondarily liable for any underwithheld tax.12 

At a high level, FATCA and chapter 3 withholding look very 
much alike. It is important, however, to remember how different 
they are in nature, and to understand how those differences have 
influenced the specific rules under each regime. 

First, whereas chapter 3 withholding applies to U.S. source 
FDAP "income," FATCA applies to payments viewed as posing a 
relatively high risk of U.S. tax evasion. Thus, FATCA defines "with­
holdable payments" more broadly, to include not only U.S. source 
FDAP income but also gross proceeds from the sale of U.S. interest­
and dividend-paying instruments (which, considering the seller's 
basis, is at least partially a non-income item).t3 At the same time, 
FATCA does not apply to certain non-financial payments made in 
the ordinary course of the withholding agent's business (OCB pay­
ments), which, while falling within the scope of U.S. income taxing 
jurisdiction, are viewed as posing a relatively low risk of U.S. tax 
evasion.t4 {Financial payments generally remain subject to FATCA, 
even if they are otherwise paid in the "ordinary course.") Pay­
ments on grand fathered obligations (i.e., obligations in effect as of 
January 1, 2013) are excepted from FATCA withholding, so long 
as the underlying obligations are not materially modified after the 
January 1, 2013, test date. 15 Those same" grand fathered payments" 
remain subject to information reporting16 

- a requirement that 
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only makes sense considering FATCA's underlying purpose. 
Second, although treaty benefits may reduce or eUminate entirely 

the 30-percent withholding rate for chapter 3 purposes, the FATCA 
charge is either 30 percent or zero. There are no "gradations" of FAT­
CA Uability.lf the required information has been provided, no FATCA 
charge applies; if not, the full30-percent FATCA charge is imposed. A 
non-financial payee suffering a 30-percent FATCA charge may claim 
a refund, based either on belated provision of the required FATCA 
information, or on a valid claim for treaty reUef1 7

- another provision 
that makes sense if FATCA is viewed as a penalty rather than as a true 
tax. On the other hand, a foreign payee that escapes the 30-percent 
FATCA charge may still be liable for chapter 3 withholdi11g tax. (This 
would arise, for example, in the case of a Braziliru1 payee- or a pay­
ee resident in any other non-treaty country- that made the required 
disclosures regarding its substantial U.S. ownership.) 

The punchline is this: Unlike death and taxes, FATCA is avoid­
able. Get the required information, and no one has to pay the 30-per­
cent charge. 

Myth No. 2: FATCA Does Not Apply to Non-Financial 
Companies 
Fundamentally, the FATCA rules address two tax evasion scenar­
ios. The first involves a U.S. person that has assets cached in an 
undisclosed foreign financial account (bank account, investment 
account, etc.). Section 1471 deals with this scenario by requiring 
foreign financial institutions (FFis) to track and report substantial 
U.S. accountholder information to the IRS, or suffer the 30-percent 
FATCA charge on the FFis' own cross-border payments.18 

The second scenario involves a U.S. person that has assets in­
vested in a foreign non-financial entity, the assets or income from 
which go unreported to the IRS. Section 1472 addresses this scenar­
io by requiring non-financial foreign entities (NFFEs) to disclose 
their "substantial U.S. owners" (generally, U.S. persons directly 
or indirectly owning more than a 10-percent interest in the tested 
entity). 19 Unless a payee exception applies, a non-financial foreign 
company receiving a withholdable payment must attest to this 
information under penalties of perjury, on a properly completed 
Form W-8BEN-E.20 As under the FFI rules, the 30-percent FATCA 
charge applies to any non-excepted entities fai ling to provide the 
required information. 

That is the result in respect of the foreign payee side of a pay­
ment. FATCA also has implications for non-financials that make 
FATCA-withholdable payments to foreign persons. Withholding 
agents of all kinds- U.S., foreign, taxable, tax-exempt, financial 
and non-financial - are responsible for implementing the FATCA 
rules and are secondarily liable for failures to do so. 

Thus, FATCA clearly applies to non-financial companies. Con­
gress acknowledged, however, that financial payments carry a 
much greater risk of U.S. tax evasion than non-financial payments. 
Consequently, the statute authorizes regulations relieving "low 
risk" payments from the brunt of FATCA, and provides exceptions 
for certain "low risk" non-financial payees.21 These currently in­
clude regularly publicly traded foreign corporations and their affil­
iates, certain non-financial holding companies, and intercompany 
treasury and hedging centers.22 
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Myth No. 3: The Payment Exceptions Fix Everything 
This one is really half a myth. Prop. Reg.§ 1.1473-1(a)(4) does pro­
vide an exception from the definition of "withholdable payment." 
As relevant here, the exception applies to payments made in the 
ordinary course of the withholding agent's business for nonfinan­
cial services, goods, and the use of property; also excepted is inter­
est on outstanding accounts payable arising from the acquisition of 
nonfinancial services, goods, and other tangible property.23 (Other 
financial payments, such as interest and dividends, are ineligible 
for the OCB exception.24

) In addition, the proposed regulations 
provide relief from FATCA withholding for payments arising from 
grandfathered obligations.25 

These exceptions undoubtedly eliminate withholding and in­
formation reporting responsibility on the bulk of a non-financial 
company's payments. But- and this is where the half myth arises 
-their practical value to any given withholding agent will depend 
on the type of payments the withholding agent typically makes, as 
well as on the extent to which the agent's reliance on the exceptions 
makes sense from the resource and risk mru1agement perspectives. 

Consider, first, grandfathered payments. FATCA withholding is 
not required with respect to these payments, but FATCA informa­
tion reporting is not similarly waived in these cases. Moreover, the 
withholding exception only applies so long as the underlying ob­
ligation is not "materially modified" under Treas. Reg. § 1.1001-3 
(for debt instruments) or based on all relevant facts and circum­
stances (for other obligations).26 What does this mean as a practical 
matter? Some level of monitoring is required for these payments; 
withholding agents crumot take an entirely "set and forget" ap­
proach to them, or will risk noncompliance on payments on modi­
fied obligations. The precise nature of monitoring will vary from 
withholding agent to withholding agent. Some (e.g., those making 
relatively few payments or having relatively long-term contracts 
that are rarely modified) may decide that the best approach would 
be to review every modification. Those with contracts that are of­
ten modified may establish operating parameters, under which 
modifications exceedLng specified thresholds or involving specific 
contract terms - percentage of the agreement period subject to ex­
tension or royalty rates, for example- are automatically treated 
as modifications. Still others (e.g., those making a high volume of 
chapter 3 withholdable payments) may decide that, since they will 
be collecting Forms W-8BEN-E from foreign payees in any case, the 
incremental cost of requesting FATCA information upfront is worth 
incurring to avoid the back-end risk of a compliance failure. 

Similarly, the value of the OCB exception will depend on the na­
ture of payments the withholding agent typically makes. At least one 
commentator has noted that, as currently proposed, the scope of the 
OCB exception may be unclear, particularly as the exception relates 
to proceeds from the sale of property (other than goods and U.S. 
securities).27 Further confusion may arise regarding the meaning of 
"ordinary course of business," a phrase that goes undefined by the 
proposed regulations. A detailed review of the such comments or 
possible IRS responses is beyond the scope of this article, but read­
ers should note that concerns exist and that, though very broad, the 
OCB exception does not apply to every type of cross-border pay­
ment made by a non-financial company. Regardless of how the OCB 
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exception applies to non-financial payments, for example, the excep­
tion very clearly does not apply to most financial payments. 

Non-financial withholding agents will need to evaluate the cost 
of distinguishing OCB-exceptcd pclyments from payments that re­
main subject to FATCA. The resource demands may increase with 
any additional carve-outs to the exception - particularly those 
that play a significant role in a company's business- and may in­

fluence the withholding agent's approach to the affected payments. 
The OCB exception, for example, does not by its terms apply to in­
terest on delayed rents or royalties (i.e., because the payment docs 
not constitute interest arising from accounts payable for the "acqui­
sition" of nonfinancial services, goods, or other "tangible" prop­

erty). What is the effect of the provision's limited scope on high­
tech, media, or entertainment companies (as opposed to retailers)? 
Given the relatively high volume of potential payments excluded 
from the OCB exception for a withholding agent in those latter in­
dustries- as well as the requ irement that the agent must collect 
Forms W-SBE -E in any case (for purposes of chapter 3 withhold­
ing)- it may be easier from a systems perspective to require all 
foreign payees to provide FATCA information upfront, rather than 
face the prospect of tracking down Forms W-SBE -E if and when 
excluded interest arises. 

Of course, where a withholding agent cannot obtain withholding 
documentation from a foreign payee, e.g., when the agent's most 
important vendor refuses to provide the form, the agent can use the 
OCB exception to deflect FATCA liability. Some agents, however, 
may prefer to rely on a consistent documentation process as their 
first line of defense. Thus, although the OCB exception and the 
grandfathercd payment rule are taxpayer-favorable, withholding 
agents may decide not to take full advantage of those provisions. 

Myth No. 4: All Payee Exceptions Are Equal 
This is a similar point with respect to the foreign payee side of the 
equation. The FATCA rules grant a measure of relief for non-finan­
cial foreign payees viewed as presenting a low risk of U.S. tax eva­
sion. Among other things, the proposed regulations contain payee 
exceptions for nonfinancial holding companies (the nonfinancial 
holdco exception), intercompany treasury or hedging centers (the 
treasury exception), publicly traded lfFEs (the publicly traded ex­
ception) and their affiliated subsidiaries (the public affiliate excep­
tion), and active 1 FFEs (the active i\ FFE exccption).z... 

The proposed regulations set forth a various tests and require­
ments for excepted payee status, some of which may be more diffi­
cult to navigate than others for a foreign payee (or, as the case may 
be, its group':. internal U.S. tax department). In some cases, payees 

may find more than one exception potentially available to them. 
This is \Nhcrc a little strategy goes a long way. 

Consider the example of a payment to the foreign operating sub­
sidiary of a publicly traded foreign company. In this case, the sub­
sidiary could try to qualify as an excepted payee under either the 

active FFE or the public affiliate exception. Although information 
about the parent company's share trading volume is likely to be 

readily available and easily analyzed, conclusions regarding the 
active or passive nature of the subsidiary's income and assets may 
be much more difficult to reach, particularly if there arc technical 
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issues about how the requirements apply, the subsidiary's assets or 
assets values change significantly from year to year, or the assets 
arc difficult to value. ln any of these cases, the subsidiary might 
find it much easier to assert public company status, rather than to 
assert and maintain active NFFE status, to avoid withholding. 

A change in facts may change the analysis. This time, instead 
of having a publicly traded parent, assume the foreign subsidiary 
is owned by a privately held parent, which is in tum owned by 
individual foreign shareholders. In these circumstances, the pub­
lic affiliate exception is unavailable to the subsidiary. Rather than 
wrestle \Vith the active FFE exception, the proposed regulations 
permit the subsidiary to certify that is has no substantial U.S. own­
ers. From a risk and resource management perspective, the foreign 

subsidiary may be better off "opting out" of the payee exceptions 
-and instead disclosing its U.S. owners- to avoid withholding. 

Regrettably, draft IRS Form W-88EN-E, released in May 2012, 
applies the proposed regulations in a relatively restrictive and un­
favorable manner. Part I, item 4, appears to require payees to select 
one, and only one, type of payee status, ignoring potential over­
laps. Furthermore, the payee cannot cleanly opt out of a payee ex­
ception. In order to identify its substantial U.S. owners (or to attest 
that there are none), the payee must confirm its status as a "passive 

FFE" -affirmatively classifying itself as ineligible for excepted 
FFEstatus. Draft instructions that would accompany the Form W­

SBEN-E have not yet been released, making it difficult to interpret 
the form's apparent requirements. Optimally, the IRS wi ll modify 
its approach in the final version of the Form W-SBEN-E, expected 
to be released by December 2012. In the meantime, foreign payees 
should assess their options for Form W-SBEN-E certifications, in­
cluding the option to disclose ownership information. 

Myth No. 5: My Chapter 3 Withholding Procedures 
Will Take Care of Everything 
The most dependable gauge for predicting the expense and diffi­
culty a non-financial company will have in complying with FATCA 
may be the efficacy of the company's chapter 3 withhold ing pro­
cedures. Companjes not having robust chapter 3 procedures will 
need to shore them up before relying on them to satisfy the new 
FATCA requirements. Because the procedures that would be re­
quired under the new FATCA regime so closely resemble current 
chapter 3 procedures, many companies (particularly those who re­
cently invested significant time and resources to remediating their 
chapter 3 processes) may assume that "one size fits all" when it 
comes to cross-border withholding. Even companies having solid 
chapter 3 systems, however, should consider the changes that FAT­

CA may necessitate. 
As previously discussed, chapter 3 and FATCA have different 

objectives. They touch a different range of payments and solicit 
different information from foreign payees. FATCA begins with 
chapter 3 withholdable payments (i.e., U.S. source FDAP income), 

extends to gross proceeds, and eliminates OCB payments and, for 
some purposes, grandfathered payments. As a result, withholding 

agents may need to keep track of four different types of payments: 
(i) those subject to both chapter 3 and FATCA withholding (e.g., 
U.S. source interest), (ii) payments subject only to chapter 3 with-
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holding (e.g., U.S. sou rce services fees paid in the ordinary course 
of the withholding agent's business), (iii) payments subject only 
to FATCA withholding (gross proceeds), and (iv) payments cur­
rently subject to chapter 3 withholding that may become subject 
to FATCA withholding in the future (payments on grandfathered 
obligations). That may not be possible without some modification 
of the agent's current payment and information systems. 

Furthermore, withholding agents will not be able to escape the 
additional documentation requirements for payments subject to 
FATCA. Current Forms W-8BEN may be valid and complete, but 
they provide the withholding agent only with chapter 3 withhold­
ing information; they are insufficient for satisfying the agent's FAT­
CA obligations. Even if a withholding agent took advantage of the 
transition niles, and relied on its existing cache of Forms W-8BEN29 

to support payments on "pre-existing obligations," those forms 
must be supplemented (with SIC codes, cred its reports, or other 
specified information) to demonstrate the payee's FATCA payee 
status.30 Collecting and storing various forms of supplementary in­
formation may create more hassle than having pre-existing vendors 
complete new Forms W-8BEN-E; either way, a withholding agent 
will need to satisfy both d1apter 3 and FATCA requirements. 

Finally, not only do FATCA and chapter 3 withholding apply in­
dependently of each other, FATCA goes first. Assuming that the 
withholding agent has vaUdated a payee's documentation and 
determined that no FATCA charge applies, the withholding agent 
must still determine whether and the extent to which chapter 3 
withholding tax is owed. If the withholding agent imposes the 
30-percent FATCA charge, the charge is credited against any chap­
ter 3 withholding tax that would have been owed.31 Consequently, 
the agent cannot rely on its chapter 3 withholding procedures- no 
matter hO\·V robust- to satisfy FATCA obligations. 

• • 

Non-financial companies will have to wait until the IRS issues fi-
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