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IRS issues important regulations on 
reporting of foreign financial assets  

The IRS on December 14 released temporary and proposed regulations implementing 
Code section 6038D, which requires reporting of certain foreign accounts and assets 
by certain individuals and domestic entities.  Section 6038D, which was added to the 
Code by section 511 of the Hiring Incentives to Restore Employment Act, Pub. L. No. 
111-147, 124 Stat. 71, (the HIRE Act), is effective for tax years beginning after March 
18, 2010.   

To comply with section 6038D, taxpayers must file a properly completed Form 8938, 
Statement of Specified Foreign Financial Assets, with their federal income tax 
return.  The final Form 8938 and instructions were released on December 17, 2011, 
and December 19, 2011, respectively.  As described more fully below, individuals 
subject to section 6038D reporting will begin filing Form 8938 with their 2011 
federal income tax returns.  Entities will not be required to file Form 8938 until they 
file their 2012 federal income tax returns.  

Taxpayers subject to section 6038D reporting 
Section 6038D generally provides that an individual who holds interests in specified 
foreign financial assets (SFFA) with an aggregate value during the tax year exceeding 
$50,000 or a higher amount prescribed by the IRS (referred to in the regulations as a 
"specified individual") must report information about these assets by attaching  a 
statement to the individual's federal income tax return. 

In addition, under section 6038D(f) the IRS may require section 6038D reporting by 
any domestic entity that is formed or availed of for purposes of holding, directly or 
indirectly, specified foreign financial assets (referred to in the regulations as a 
"specified domestic entity") in the same manner as if the entity were an individual.   
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Reporting on Form 8938 is not required for a particular year if the specified person 
(either a specified individual or a specified domestic entity) is not required to file an 
annual federal income tax return for that year.  Special rules apply to residents of 
U.S. territories and possessions. 

Individuals 

Specified individuals subject to section 6038D reporting include U.S. citizens, 
resident aliens (including those claiming to be resident in another country under the 
terms of an income tax treaty), and certain non-resident aliens treated (or electing to 
be treated) as resident aliens who have an interest in specified foreign financial assets 
having an aggregate value meeting the following thresholds: 

File 
Form 
8938 
if… 

Individual lives in the U.S. Individual lives abroad 

Total value of 
SFFAs during tax 
year at any time 
exceeds: 

OR, total 
value of 

SFFAs on last 
day of tax 

year exceeds: 

Total value of 
SFFAs during tax 
year at any time 
exceeds: 

OR, total 
value of 

SFFAs on last 
day of tax 

year exceeds: 

Single $75,000 $50,000 $300,000 $200,000 

MFJ* $150,000 $100,000 $600,000 $400,000 

MFS* $75,000 $50,000 $300,000 $200,000 

*MFJ = Married filing a joint return, MFS = Married filing a separate return 

For purposes of these thresholds, an individual lives abroad if the individual is a 
qualified individual under section 911(d)(1).  The "living abroad" threshold for 
married individuals filing jointly applies even if both spouses are not living abroad, so 
long as one spouse is a qualified individual under section 911(d)(1).  

Observation: Compared with draft instructions released in the fall, except 
in the case of joint return filers living abroad, the temporary regulations 
and final instructions generally reduce the reporting threshold for assets 
held at any time during the tax year.   

The preamble to the regulations justifies the higher threshold for individuals living 
abroad based on the fact that "an individual residing outside the United States can 
reasonably be expected to have a greater amount of specified foreign financial assets 
for reasons unrelated to the policies underlying section 6038D." 

Observation:  This reasoning ignores the fact that resident aliens coming 
into the United States are just as likely to hold specified foreign assets for 
reasons unrelated to the policies underlying section 6038D.  For example, it 
is quite likely that a foreign individual on temporary work assignment in 
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the United States will have specified foreign financial assets in their home 
country, such as a foreign pension or deferred compensation plan 
sponsored by their current or former employer.  In these cases, it is likely 
that the Form 8938 reporting threshold would not be met but for the fact 
that the individual on temporary assignment in the United States 
participates in a foreign pension or deferred compensation plan. 

Domestic Entities 
 
An entity is a specified domestic entity, and therefore subject to section 6038D 
reporting, if: 
 

 the aggregate value of the entity's interest in specified foreign financial assets 
during the taxable year exceeds $50,000 on the last day of the tax year or 
$75,000 at any time during the tax year, and  

 the entity is a corporation, partnership, or trust that is treated as being 
formed or availed of for purposes of holding, directly or indirectly, specified 
foreign financial assets.    

 
Whether a corporation, partnership, or trust is a specified domestic entity is 
determined annually. 
 
A corporation or a partnership is domestic if it is created or organized in the United 
States or under the law of the United States or of any State.  A trust is domestic if a 
court within the United States is able to exercise primary supervision with respect to 
the administration of the trust and one or more United States person has the 
authority to control all substantial decisions of the trust.   
 
A domestic corporation or partnership will be treated as being formed or availed of 
for purposes of holding, directly or indirectly, specified foreign financial interests if 
the corporation or partnership is closely held (generally an 80-percent ownership 
interest) by a specified individual and one of the following criteria is met: 
 

 At least 50 percent of the gross income of the entity for the tax year  is 
passive or at least 50 percent of the assets produce or are held for the 
production of "passive income,"  including items such as dividends, interest, 
or rent, or 

 At least 10 percent of the gross income of the entity for the tax year is passive 
or at least 10 percent of the assets produce or are held for the production of 
"passive income," including items such as dividends, interest, or rent and the 
entity is formed or availed of with a principal purpose of avoiding reporting 
under section 6038D based on all of the facts and circumstances. 

 
For purposes of determining whether a corporation or partnership is closely held, 
certain related party rules under section 267 apply.  There are also aggregation rules 
that require certain domestic corporations and partnerships to take into account the 
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specified foreign financial assets of related domestic corporations and partnerships 
for purposes of determining whether the entity reporting threshold is satisfied and 
whether the passive income and asset thresholds are satisfied. 
  
A trust will be treated as being formed or availed of for purposes of holding, directly 
or indirectly, specified foreign financial interests if one or more specified individuals 
or specified domestic entities is a current beneficiary (i.e., the specified person is 
entitled to or may receive a distribution of principal or income from the trust). 
 

Observation: Determining the percentage of income that is passive and 
the percentage of assets that produce or are held for production of passive 
income on an annual basis will make the determination about whether an 
entity is required to file Form 8938 complicated.  The lack of guidance in the 
proposed regulations regarding when an entity will be treated by the IRS as 
"formed or availed of with a principal purpose of avoiding reporting" adds 
further uncertainty to this determination.   

 
A specified domestic entity does not include an estate, certain excepted entities under 
section 1473(3), and certain trusts when the trustee is a regulated bank or financial 
institution or a publicly traded domestic corporation.   
 

Observation:  The rules for reporting by specified domestic entities were 
issued in proposed form.  A hearing on these regulations, as well as the 
temporary regulations, likely will be scheduled for later this winter.  
Changes to the rules for specified domestic entities may occur as a result of 
public comments and testimony at the hearing.   

 
Specified foreign financial assets 

Specified foreign financial assets include accounts maintained with a foreign 
financial institution, including investment vehicles such as foreign mutual funds, 
hedge funds, and private equity funds, as well as other assets such as interests in a 
foreign entity, stocks and securities issued by non-U.S. persons, and financial 
instruments and contracts issued by a non-U.S. person or the counterparty of which 
is a non-U.S. person.   

The terms "foreign account," "financial institution," and "foreign financial 
institution," generally are defined by reference to section 1471, the definitions that 
apply to FATCA withholding under Chapter 4 of the Internal Revenue Code.  A 
foreign account generally includes any depository or custodial account maintained at 
a foreign financial institution, as well as any equity or debt instrument in a foreign 
financial institution.  For purposes of section 6038D, accounts maintained with 
financial institutions organized under the laws of a U.S. possession or territory 
generally are treated as foreign financial accounts, and therefore subject to section 
6038D reporting.   
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The term "foreign entity" for section 6038D purposes uses the definition in section 
1473(5) (also in Chapter 4) and includes non-U.S. corporations, partnerships, trusts, 
estates, pension plans, and deferred compensation arrangements. 

Exceptions from the definition of the term "specified foreign financial asset" include: 

 Accounts at financial institutions organized under the laws of a U.S. territory 
maintained by a bona fide resident of that particular U.S. territory; 

 Accounts at a U.S. branch of a foreign financial institutions;  

 Accounts maintained by a dealer or trader in securities or commodities when 
all of the assets are mark to market; 

 Assets that are subject to the mark-to-market rules for dealers or traders in 
securities or commodities; 

 Assets not held for investment and used in or held for use in the conduct of a 
trade or business of a specified person, other than stock and assets held for 
the purpose of providing for future diversification into a new trade or 
business, future plant replacement, or future business contingencies; 

 An interest in a foreign estate or foreign trust, unless the specified person 
knows or has reason to know based on readily accessible information of the 
interest or receives a distribution from the estate or trust; and 

 An interest in a social security, social insurance, or other similar program of 
a foreign government. 

Observation:  While these exceptions help to limit the number of individuals 
and entities subject to this complex reporting regime, questions remain 
regarding the scope of many of these exceptions.  For instance, taxpayers will 
be required to determine on a country-by-country basis whether a particular 
foreign government-sponsored social insurance plan meets the exception.  
Taxpayers also will be required to determine whether assets are used in or held 
for use in the conduct of a trade or business as that term is defined in the 
regulations.  These uncertainties will complicate decisions about whether Form 
8938 is required to be filed.  This may be a particular issue for individuals from 
countries where these programs provide significant benefits, such as retirement 
through quasi-government institutions. 

Information reported on Form 8938 

Form 8938 is attached to the specified person's annual return.  Reporting on Form 
8938 is required even if the specified foreign financial assets held during the tax year 
have no affect on the specified person's U.S. federal tax liability for the tax year.  For 
this purpose, an annual return includes the following forms: 

 Form 1040 

 Form 1120 
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 Form 1065 

 Form 1041 

 Form 1120-S 

 Form 1040NR  

Temp. Reg. sec. 1.6038D-4T sets forth specific information that must be reported on 
Form 8938, including information identifying the specified foreign financial asset; 
where the asset is maintained; counterparties in the case of financial instruments; the 
maximum value of the specified foreign financial asset (generally a reasonable 
estimate of the fair market value of the asset); in the case of depository or custodial 
accounts, whether the account was opened or closed during the year; the amount of 
income, gain, loss, deduction, or credit recognized with respect to the asset and the 
schedule, form, or return filed with the IRS on which those amounts were reported; 
the foreign currency exchange rate information; and identification of other applicable 
IRS forms on which excepted specified foreign financial assets are reported.   

Observation:  The temporary regulations set forth the information 
required on the form with specificity.  Such specificity in the regulations 
reduces the IRS's ability to easily modify the Form 8938 to adapt to future 
tax administration needs. 

Interest in and valuation of specified foreign 
financial assets  

Interest in a specified foreign financial asset 

Only specified foreign financial assets in which an individual or domestic entity has 
an interest are taken into account for purposes of determining whether the reporting 
threshold is satisfied.  In addition, specified persons are required to report a specified 
foreign financial asset on the Form 8938 (and generally provide the maximum value 
of that asset) only if the specified person has an interest in the asset.    

A specified person is generally considered to have an interest in a specified foreign 
financial asset if any income, gain, loss, deduction, credit, gross proceed, or 
distribution attributable to the holding or disposition of the asset is or would be 
required to be reported, included, or otherwise reflected on the specific person's 
annual return, even if not reported, included, or reflected in the year the asset is 
reported on Form 8938.   

The temporary regulations and instructions provide that specified persons have an 
interest in specified foreign financial assets in the following circumstances, so the 
specified foreign financial assets are required to be taken into account when 
determining whether the reporting threshold is satisfied, and if it is, reporting the 
maximum value of the asset on the Form 8938:  
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 A parent must take into account the value of specified foreign financial assets 
owned by a child if the child's income is reported on the return under section 
1(g)(7); 

 The owner of a disregarded entity must take into account the value of 
specified foreign financial assets owned by the disregarded entity; and 

 A grantor must take into account the value of specified foreign financial 
assets owned by a grantor trust, except in the case of certain trusts related to 
bankruptcy and  domestic widely held fixed investment trusts under Reg. sec. 
1.671-5. 

Specified foreign financial assets identified on Form 8938 as reported on another IRS 
form (e.g., Form 5471, Form 3520 etc.), but not required to be specifically reported 
on Form 8938, are taken into account for purposes of determining whether the 
reporting threshold is satisfied, but the maximum value of these assets is not 
required to be reported on Form 8938.  For this purpose, Form TD F 90-22.1, Report 
of Foreign Bank and Financial Accounts, or FBAR, is not treated as an IRS form.   
Therefore, a specified foreign financial asset may be required to be reported on both 
Form 8938 and Form TD F 90-22.1.   

Generally, joint owners of a specified foreign financial asset each include the full 
value of the jointly owned asset in determining whether the reporting threshold is 
satisfied.  In addition, each joint owner generally reports the entire value of the asset 
when reporting maximum value.  However, there are special rules for married 
individuals.  Married individuals filing a joint return take into account the value of a 
jointly owned asset only once and report the entire value of the asset as maximum 
value if the asset is reported on Form 8938.  Married individuals filing separately 
take into account only half the value of an asset jointly owned with a spouse when 
determining if the reporting threshold is satisfied, but each spouse must report the 
entire value of the asset as maximum value if the asset is reported on a spouse's Form 
8938.   

Observation:  In the case of married individuals filing separately, it is 
possible for one spouse to have a Form 8938 reporting obligation, and one 
spouse to not have a Form 8938 reporting obligation, even when some of 
the assets are jointly owned by both the husband and wife. 

In the case of foreign financial accounts, the underlying assets in the account are not 
separately valued, but rather are taken into account when determining the value of 
the foreign financial account.  In addition, the owner of the foreign entity is generally 
not required to report on Form 8938 or take into account the value of specified 
foreign financial assets owned by the entity for purposes of determining whether the 
reporting threshold is satisfied.    
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Determining value 

Generally, the value of a specified foreign financial asset is the fair market value, 
although special rules apply for valuing interests in foreign trusts, estates, pension 
funds, and deferred compensation plans when the interest owner does not know or 
have reason to know based on readily accessible information the fair market value of 
the interest.  For instance, in the case of foreign estates, pension plans, and deferred 
compensation plans, if the owner does not know or have reason to know based on 
readily accessible information the fair market value of the interest during the year, 
the owner is required to treat the value as either the fair market value of all 
distributions received as a beneficiary or participant (including cash) as of the last 
day of the year, or -- if there were no distributions during the year -- zero. 

Observation:  Although it is not precisely clear what "readily accessible 
information" means for purposes of these rules, having access to data about 
the fair market value of an asset through the internet may be treated as 
having "readily accessible information." 

For foreign financial accounts, specified persons may rely on periodic statements 
unless the person knows or has reason to know based on readily accessible 
information that the statement does not reflect a reasonable estimate of the 
maximum account value.   

Observation:  Although there is no rule for valuing foreign financial 
accounts for purposes of the reporting threshold, taxpayers should be able 
to rely on the rule for determining the maximum value of the foreign 
financial accounts. 

Assets denominated in foreign currency must be converted to U.S. dollars according 
to the instructions, generally using the U.S. Treasury Department's Financial 
Management Service foreign currency exchange rates.  Form 8938 asks for specific 
information regarding any foreign currency conversion.   

Observation:  Both section 6038D(e) and the temporary regulations 
provide that for purposes of assessing penalties, the aggregate value of 
specified foreign financial assets will be presumed to be in excess of the 
applicable reporting threshold if there is insufficient information for the IRS 
to determine the aggregate value.   This presumption is a powerful 
enforcement tool, but it is unclear at this time how it will be used by the IRS. 
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Specified foreign financial assets may be required to be 
reported on both Form 8938 and FBAR 

The temporary regulations eliminate duplicate reporting with respect to specified 
foreign financial assets reported on certain IRS forms, such as Form 3520, if the form 
is identified on Form 8938.  However, the temporary regulations specifically 
anticipate situations in which specified foreign financial assets may have to be 
reported on both Form 8938 and Form TD F 90-22.1 (FBAR).   

Observation:  The preamble to the regulations state that the different 
filing thresholds, assets reported, and information required on each form, 
as well as differing policy considerations and Congressional intent support 
potential duplicate filing in the case of Form 8938 and FBAR. 

Effective Dates 

In Notice 2011-55, the IRS stated that it would not require section 6038D reporting 
on the taxpayer's 2011 federal income tax return if the return is filed prior to release 
of Form 8938.  The notice provides that once the form is released, these taxpayers 
will be required to file the 2011 Form 8938 with the taxpayer's next filed federal tax 
return. 
 

The IRS last summer published a draft Form 8938.  Draft instructions were 
published in the fall.  For more on the draft form and instructions, see IAS Global 
Watch - Foreign asset reporting: Release of Form 8938 draft instructions. The final 
Form 8938 and instructions were released on December 17, 2011, and December 19, 
2011, respectively. 

Observation:  Now that temporary regulations have been published and 
the final Form 8938 and instructions have been released, only fiscal-year 
individual filers whose 2011 fiscal year returns were due prior to December 
19, 2011, will need to avail themselves of the suspension period provided in 
Notice 2011-55.     

The temporary regulations requiring reporting by specified individuals are effective 
for tax years ending after December 19, 2011, the date the regulations were published 
in the Federal Register.  For calendar-year individuals, this means the temporary 
regulations apply to the 2011 tax year.  However, the temporary regulations provide 
that taxpayers may elect to apply the rules in the temporary regulations to prior tax 
years.   

http://www.publications.pwc.com/DisplayFile.aspx?Attachmentid=5082&Mailinstanceid=22314
http://www.publications.pwc.com/DisplayFile.aspx?Attachmentid=5082&Mailinstanceid=22314
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Observation:  Given that the instructions to the final Form 8938 conform 
to the temporary regulations, it is unclear when a taxpayer might wish to 
make this election. 

Consistent with the draft instructions, the proposed regulations provide that entities 
will not be subject to reporting under section 6038D for tax years beginning before 
January 1, 2012, but will be subject to reporting for tax years beginning after 
December 31, 2011. 

Penalty and statute of limitation considerations 

Failure to file a Form 8938 is subject to a $10,000 penalty.  A failure to comply with 
section 6038D that lasts more than 90 days after the date of an IRS notice of such 
failure will be subject to an additional penalty not to exceed $50,000.  The penalty 
may be waived if, based on all the facts and circumstances and an affirmative 
showing of the taxpayer, the failure is due to reasonable cause and not wilful neglect.  
If an underpayment is attributable to an undisclosed specified foreign financial asset, 
the accuracy-related penalty may be increased from 20 percent to 40 percent.  In 
addition, the statute of limitations on assessment will remain open with respect to 
the entire return if there is a failure to comply with section 6038D, except that when 
the failure is due to reasonable cause and not wilful neglect, the statute of limitations 
on assessment will remain open only with respect to the item that is not properly 
reported. 

 

For more information, please do not hesitate to contact: 

Dominick Dell'Imperio (646) 471-2386 dominick.dellimperio@us.pwc.com 

Rochelle Hodes (202) 312-7859 rochelle.l.hodes@us.pwc.com  

Candace Ewell  (202) 312-7694 candace.b.ewell@us.pwc.com 

This document is for general information purposes only, and should not be used as a substitute for consultation with professional advisors. 
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