


by the subcommittee’s estimations, tax
havens are currently maintaining tril -
lions of dollars in assets for foreign citi -
zens, including U.S. residents. The report
opined that nancial institutions in tax
havens facilitate tax evasion by urging U.S.
clients to open accounts abroad, assist -
ing them in structuring those accounts to
avoid disclosure to U.S. authorities, and
providing nancial services in ways that
do not alert U.S. authorities to the exis -
tence of the foreign accounts. The subcom -
mittee observed that bank secrecy serves
as a cloak, not only for client misconduct,
but also for misconduct by banks colluding
with clients to evade taxes, dodge creditors
and defy court orders.

While the events that occurred in 2008
focused primarily on financial institu -
tions in Switzerland and Liechtenstein,

the increased federal scrutiny will likely

apply to a broad range of nancial insti -

tutions, foreign and domestic. Michael
Flowers, former Counsel for the U.S.
Senate Permanent Subcommittee on
Investigations, predicts that “soon we will
see government investigations extend to
several other countries, such as Singapore
and Austria.” However, U.S.-based nan
cial institutions also are subject to the
existing statutes, and compliance by
those organizations also will be closely
monitored by federal agencies in 2009 and
beyond. Understanding U.S. tax reporting
laws and obligations and the importance
of marrying anti-money laundering (AML)
KYC procedures and U.S. tax reporting
procedures is critical when implementing
an effective compliance program or evalu
ating an existing program.
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Section 1441 regulations

Section 1441 of the U.S. Tax Code sets
forth the requirements for the withhold -
ing of taxes whenever a U.S. entity makes
certain payments to a Non-Resident Alien
(NRA). This regulation requires nancial
institutions to identify NRA clients, obtain
and validate required documents that
identify residency status and report and
withhold taxes on income paid to those
account holders. When clients provide
documentation, a financial institution
must review the forms for compliance
with requirements prescribed by the IRS.
Retaining forms without validating them
rst could cause an institution to grant
withholding relief improperly, resulting
in a tax liability as well as the liability
for payment of interest and penalties.
However, properly identifying the tax
and residency status of a client does not
end with the validation of the tax form.

If information collected through KYC
programs is inconsistent with that of the
tax documentation, the institution could
be considered to have actual knowledge
that the tax claims are invalid and, thus,
should not be honored. Financial institu -
tions can mitigate this risk by cross-refer -
encing identi cation information collected
via KYC programs to determine whether
the tax documents are consistent with the
bene cial owners of the account and their
tax obligations.

Qualifying payments made to an NRA
must be U.S. sourced Fixed, Determinable,
Annual or Periodical (FDAP) income.
Examples of FDAP payments made by a
nancial institution are interest and divi -
dend payments. An entity making such
payments is considered a withholding
agent under Section 1441 and must with -
hold and report the income and the tax.
FDAP income paid to an NRA is typically
subject to a 30 percent tax on the gross
amount paid. NRAs, however, may be
eligible for a tax reduction (15 percent in
many cases) on dividends if there is a tax
treaty between a foreign person’s country
of residence and the United States and if
the person is eligible for, and appropri-
ately claims, such relief. Additionally,
under Section 1441 regulations, the IRS
requires nancial institutions to obtain a
certi ed Taxpayer Identi cation Number
(TIN) from all U.S. taxpayers and to report
all income credited to them. |If a U.S.
person fails to provide his or her TIN, then
the income will be subject to 28 percent
backup withholding.
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Qualified intermediary program

A significant element of Section 1441 is
the Qualified Intermediary Program (QI
Program) established in 2001 to promote
the proper taxation of U.S. citizens holding
accounts in foreign financial institutions
and to ensure that only persons who are
actually eligible for tax treaty relief are
given such benefit. There are currently
more than 7,000 financial institutions that
have entered into the QI Program. A for-
eign financial institution that enters into
an agreement with the IRS to serve as a
Qualified Intermediary (QI) must agree to
comply with the applicable withholding
and reporting requirements as well as to
a testing of its compliance with the agree-
ment by external auditors. In return, a
foreign financial institution may maintain
the confidentiality of its clients’ personal
information. Also, the IRS will allow
financial institutions located only in cer-
tain countries to enter into the QI Program.
Those countries must demonstrate the
establishment of stringent know your cus-
tomer (KYC) practices and procedures for
account openings. Financial institutions
can submit a QI application only if the
country in which they are located is on the
IRS approved list.

In an effort to ensure the payment of
taxes on U.S. income in overseas accounts,
the IRS published proposed amendments
in October 2008 to the QI Program. The
new amendments are supposed to take
effect in the calendar year beginning after
December 31, 2009, and will require multi-
ple changes to financial institutions’ oper-
ations. QI's will have affirmative duties. A
QI will need to notify the IRS if it becomes
aware of internal control failures in its QI
Program, conduct a forensic investigation
to determine if U.S. persons are beneficial
owners of accounts, and use a U.S. auditor

to associate with the audit and attest to the
soundness of the QI's internal controls.
These proposals are meeting some resis-
tance in the QI community at this time,
and negotiations are under way with the
IRS to come to a solution.

Internal revenue manual

The IRS has trained several hundred
new field agents to conduct QI audits and
has published a new chapter in the Internal
Revenue Manual (IRM), which frames the
audit process. The IRM offers field agents
guidance for conducting NRA reporting
and withholding examinations. The IRM
also provides U.S. withholding agents
with an understanding of the controls the
field agents will analyze. Financial insti-
tutions can use the IRM as a roadmap to
assist with the development of preferred
practices for Section 1441 compliance and
preparation for an audit.

Voluntary compliance program

In 2004, the IRS provided withholding
agents the opportunity to participate in
a Voluntary Compliance Program (VCP).
The VCP provided organizations the abil-
ity to pay any cross-border withholding
taxes due to past noncompliance without
having to pay additional penalties. The
VCP ended in 2006, but the IRS gained
valuable insight into the types of transac-
tions that seemed to result in widespread
noncompliance with Section 1441, as well
as into the common deficiencies found
within a broad range of institutions’
internal controls. While the list of orga-
nizations participating in the program
was never published, financial institu-
tions made up a significant portion of the
participants, and their apparent compli-
ance weaknesses foreshadowed future
IRS audits.

Noncompliance exposes
organizations to significant

risks that can be potentially
crippling or lethal
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Risks

Noncompliance exposes organizations
to significant risks that can be potentially
crippling or lethal. Financial liabilities
can be severe, including the payment of
all back taxes, interest and penalties. This
financial impact could translate into mil-
lions or even billions of dollars for a finan-
cial institution. Noncompliance penalties
can include fines for filing forms with
incorrect information, failing to provide
a correct payee statement, failure to pay,
failure to deposit and institutional neg-
ligence. These fines not only may cause a
financial institution to pay out a substan-
tial amount, but employees can be held
criminally responsible for circumventing
withholding regulations. U.S. Department
of Justice officials have alleged that private
bankers at multinational institutions have
facilitated tax evasion by assisting wealthy
Americans in disguising their assets.
These bankers can face severe criminal
charges and jail time if convicted.

In addition to financial and criminal
repercussions, a financial institution can
also face reputational damage. Adverse
media and government agency reports
have recently focused on the cross-border
withholding practices of several institu-
tions and highlighted the deficiencies in
such firms’ tax compliance. This type of
harmful press, even if the institution set-
tles or is ultimately found to be compliant,
can lead to the erosion of client confidence
in an institution, negatively impacting the
bottom line and causing potentially irrepa-
rable damage.

To intend or not — is not the question

The risks of noncompliance with
Section 1441 can be severe, but many
institutions erroneously believe that non-
compliance involves only criminal intent.
A financial institution may have a serious
cross-border withholding problem without
having intentionally avoided complying
with these complex requirements. Intent is
not at issue. Financial institutions trying
to manage tax compliance, even if confi-
dent of the integrity of their relationship
managers, must develop and implement a
comprehensive tax withholding compli-
ance program to minimize their firms’
exposure to risk. Financial institutions
can conduct an enterprise-wide review of
an organization that facilitates U.S. source
payments to foreign account holders, iden-
tify existing problem areas, and remediate
the deficiencies promptly — or risk huge
liabilities for taxes, interest, and penalties.
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Collaboration

Tax compliance affects various divi-
sions within a financial institution,
including front-office business lines,
operations, information technology, tax,
legal, and even marketing. A financial
institution may first identify an existing
department or form a new group to take
ownership of this compliance function
and issue policies and procedures that can
be implemented to manage all processes.
These processes may include procedures
for account opening, obtaining and vali-
dating required tax documentation, with-
holding and reporting operations, record
collection/retention and training of rela-
tionship managers and other staff.

Several other internal departments
could also collaborate with the group
responsible for tax compliance to achieve
an effective, enterprise-wide approach.
This collaboration may include groups
privy to personal client information, such
as a division dedicated to Anti-money
laundering (AML). Mr. Flowers agrees
and states that “government agencies will
require, rather than recommend, finan-
cial institutions to utilize client informa-
tion collected by the AML department to
verify the tax status of accountholders.”
Relevant information, technology and per-
sonnel from the various departments can
be leveraged to enhance the efficiency of
all groups. For example, KYC information
maintained by an AML department or a
lending division could be used to identify
the beneficial owners of an account and
compare their residency status to that pro-
vided on tax documentation. Likewise,
risk-based AML programs can incorporate
tax compliance into their processes. A
firm may assess the risk associated with
its products, clients and geographical loca-
tions and develop a program that addresses
those inherent risks. For instance, banks
operating in tax havens may need to per-
form enhanced due diligence on clients
due to the tax/money laundering issues
associated with those regions.

Record validation and preservation

Section 1441 compliance requires
securing and maintaining proper docu-
mentation of client files to ensure that
taxes on income paid to NRAs are properly
withheld, remitted and reported. Thisisa
significant undertaking when considering
the number of clients that financial institu-
tions service and the volume of documen-
tation that must be retained by law, which
can easily expire — exposing the institution

to noncompliance. Tax compliance groups
must be vigilant in working with business-
line relationship managers to ensure that
proper documentation is received and
client files are updated. Software technol-
ogy solutions that streamline the process
of document collection and validation
as well as ensure that the proper tax rate
withholdings are applied is a worthwhile
investment for financial institutions.
These solutions can assist the organization
effectively and efficiently to comply with
Section 1441 guidelines, track activity and
report results.

Training

Another aspect of the compliance pro-
gram is the initial training of a range of
employees on Section 1441 compliance
and the creation of an associated training
manual. Subsequently, the training can be
conducted on a periodic basis or as new
issues/regulations arise. Employees with
oversight of the institution’s tax compli-
ance must be well versed in the applicable
regulations and how the firm manages the
associated risks.

Internal auditing or other self-policing

The role of the self-review is important
to consider in the context of any tax com-
pliance program. The IRM, specifically
Section 4.10.21.8 entitled “U.S. Financial
Institution Withholding Agent Audit,” dis-
cusses, in detail, how the IRS will conduct
the examination of U.S. financial institu-
tions in order to determine if they satisfy
withholding and reporting requirements
in connection with their activities on
behalf of foreign clients. The examination
will likely include a determination regard-
ing the proper withholding of payments
to foreign account holders and whether
those amounts were properly reported.
The IRS auditor must also evaluate NRA
operational procedures, as well as assess
training manuals, reconcile tax forms,
and examine and update account opening
procedures. Every one of these steps can
and should be performed by an institution,
either internally or with the assistance of
outside specialists in order for an institu-
tion to identify problems and remediate
any discrepancies or weaknesses found
before the IRS conducts its audit.

Conclusion

In 2009, new regulations undoubtedly
will be enacted in response to the current
financial crisis, as well as to the apparent
abuse of the system by U.S. taxpayers and
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some financial institutions. U.S. govern-
ment officials have expressed their opin-
ions about the causes of the economic
downturn and will enact laws to promote
greater transparency and accountability of
the nation’s financial institutions. While
lax compliance with cross-border with-
holding requirements was not considered
a direct cause of the current recession,
enforcement of the regulation will likely
be viewed as a revenue stream during these
difficult economic times. The nation’s lead-
ers have expressed that the avoidance of
taxes by U.S. citizens and the role of with-
holding agents in collecting taxes from
NRAs have led to a tax gap estimated to be
approximately $345 billion dollars. The
government has indicated that it intends
to strictly enforce the current tax laws and
to possibly enact new legislation and regu-
lations to narrow the gap. This enhanced
scrutiny places increased pressure on the
financial services field to fully comply with
the present tax regulations and to be pre-
pared for forthcoming changes. The penal-
ties for noncompliance, even without the
intent to disregard the regulations, could be
severe and cost financial institutions valu-
able resources during a time when most
businesses are showing losses. Assessment
and optimization of a firm’s existing tax
compliance program as well as the evalua-
tion of and integration with adequate KYC
procedures can safeguard institutions
against the risks of noncompliance with
Section 1441. &»
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