Tax Controversy Corner
Reporting Foreign Partnerships
By Megan L. Brackney

O

ver the past several years, the IRS has focused on increased enforcement
in the international tax arena. As explained by IRS Commissioner John
Koskinen, “[t]he IRS has made great strides over the last several years
both in ﬁnding tax evaders hiding assets overseas and bringing them to justice
and in encouraging people to voluntarily disclose their foreign accounts and pay
the taxes they owe.”1 High-proﬁle prosecutions of U.S. taxpayers with foreign
bank accounts and the enactment of the Foreign Account and Tax Compliance
Act (FACTA) have caused thousands of taxpayers to become compliant through
the IRS’s voluntary disclosure programs.2 The IRS has other tools at its disposal
to collect information about the oﬀshore investments of U.S. taxpayers, including
the two forms discussed here, Form 8865 and Form 8938, which require U.S.
taxpayers
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Certain U.S. persons must report their interests in foreign partnerships under
Code Secs. 6038, 6038B and/or 6038D.3 For Form 8865, Return of U.S. Persons
with Respect to Certain Foreign Partnerships, there are four categories of ﬁlers.4 The
“Category 1 ﬁler” is a U.S. person who controlled the foreign partnership at any
time during the partnership’s tax year.5 “Control” of a partnership is ownership
of more than a 50-percent interest in the partnership. A 50-percent interest in
the partnership, in turn, is “an interest equal to ﬁfty percent of the capital interest in such partnership, an interest equal to ﬁfty percent of the proﬁts interest in
partnership, or an interest to which ﬁfty percent of the deductions or losses of
such partnership are allocated.”6 There may be more than one “Category 1 ﬁler”
for a partnership for a particular partnership tax year.
The “Category 2 ﬁler” is a U.S. person who at any time during the tax year of
the foreign partnership owned a 10-percent-or-greater interest in the partnership while the partnership was controlled by U.S. persons each owning at least
10-percent interests. A “10-percent interest” in a partnership is “an interest equal
to ten percent of the capital interest in such partnership, an interest equal to ten
©2015 CCH INCORPORATED. ALL RIGHTS RESERVED.

47

TAX CONTROVERSY CORNER

percent of the proﬁts interest in such partnership, or an
interest to which ten percent of the deductions or losses of
such partnership are allocated.”7 If the foreign partnership
had a Category 1 ﬁler at any time during that tax year, no
person will be considered a Category 2 ﬁler.8
The “Category 3 ﬁler” is a U.S. person who contributed
property during that person’s tax year to a foreign partnership in exchange for an interest in the partnership (a Code
Sec. 7219 transfer), if that person either:
(i) owned directly or constructively at least a 10-percent
interest in the foreign partnership immediately after
the contribution; or
(ii) the value of the property contributed (when added
to the value of any other property contributed to the
partnership by such person, or any related person,
during the 12-month period ending on the date of
transfer) exceeds $100,000.10
The value of the property is the fair market value at the
time of the transfer.11
If a domestic partnership contributes property to a
foreign partnership, the domestic partnership’s partners
are considered to have transferred a proportionate share
of the contributed property to the foreign partnership.12
However, if the domestic partnership ﬁles Form 8865 and
properly reports all the required information with respect
to the
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High-profile prosecutions of U.S.
taxpayers with foreign bank accounts
and the enactment of [FACTA] have
caused thousands of taxpayers to
become compliant through the IRS’s
voluntary disclosure programs.
The “Category 4 ﬁler” is a U.S. person who had a “reportable event” during the tax year: i.e., an acquisition of, disposition of or substantial change in the proportional interest
in a foreign partnership as described in Code Sec. 6046A.15
Form 8865 is ﬁled with the taxpayer’s income tax return
on or before the due date (including valid extensions) for
that return.16 A separate Form 8865 must be ﬁled for each
partnership.17 If the taxpayer is not otherwise required to
48

JOURNAL OF PASSTHROUGH ENTITIES

ﬁle an income tax return for the tax year during which the
transfer occurred, but is required to ﬁle an information
return for that year (e.g., Form 1065, U.S. Partnership
Return of Income, or Form 990, Return of Organization
Exempt from Income Tax), the taxpayer should attach Form
8865 to its information return.18
Next, under Code Sec. 6038D, beginning in 2011, U.S.
persons with interests in “speciﬁed foreign ﬁnancial assets,” are required to ﬁle Form 8938, Statement of Speciﬁed
Foreign Financial Assets.19 An interest in a foreign entity,
which includes a foreign partnership, is a “speciﬁed foreign
ﬁnancial asset”20 that must be reported if the taxpayer
meets the thresholds described below.21
For individuals living in the United States: The aggregate value of the individual’s interest in all speciﬁed
foreign ﬁnancial assets exceeds $50,000 on the last
day of the tax year, or $75,000 at any time during
the tax year.
For married individuals ﬁling jointly and living in
the United States: If the aggregate value of speciﬁed
ﬁnancial assets in which either spouse has an interest
that exceeds $100,000 on the last day of the tax year
or $150,0000 at any time during the tax year.
For individuals living abroad: If the aggregate value of
the individual’s interest in speciﬁed foreign ﬁnancial
assets exceeds $200,000 on the last day of the tax year
or $300,000 at anyy time during the tax year.
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In order to relieve the taxpayer of duplicative reporting,
a taxpayer is not required to report an interest in a foreign
partnership if the taxpayer has timely ﬁled Form 8865.22
The taxpayer must report the number of foreign information returns, including Form 8865, on Form 8938, along
with any other information that is required by Form 8938,
the instructions or other published guidance.23 Even if
an interest in a foreign partnership is reported on a Form
8865, the taxpayer must include the value of that asset
in determining whether the taxpayer meets the threshold
for ﬁling Form 8938.
The tests for ﬁling Form 8865 and Form 8938 may overlap, but there may be circumstances in which the taxpayer
does not fall within any of the four categories of Form
8865 ﬁlers discussed above, but is nevertheless required
to ﬁle Form 8938 because he or she meets the threshold
for Form 8938 ﬁling. Accordingly, the U.S. taxpayer and
the advisor need to apply both tests to determine which
forms are required.
MAY–JUNE 2015

Like Form 8865, Form 8938 is ﬁled with the U.S.
person’s income tax return on or before the due date (including valid extensions) for that return.24

Penalties and Other Adverse
Consequences of the Failure
to File Form 8865 or Form 8938
The penalty for failure to ﬁle a complete and accurate
Form 8865 is $10,000 for each failure.25 If the taxpayer
does not ﬁle Form 8865 for more than 90 days after the
IRS mails notice of the failure to ﬁle to the taxpayer,
there is an additional penalty of $10,000 for each 30-day
period (or fraction thereof ) during which such failure
continues after the expiration of the 90-day period.26
This “continuation penalty,” and the original penalty are
capped at $50,000.27 There is an exception to the penalty
for failure to ﬁle Form 8865 if the failure “is shown to be
due to reasonable cause.28
In addition, the failure to properly report a transfer of
property to a foreign partnership as required in Code Sec.
6038D (Category 3), where the value of the property exceeds $100,000, can be up to 10 percent of the fair market
value of the property at the time of the exchange, and in
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Another lesser-known penalty for failure to ﬁle Form
8865 is a 10-percent reduction of the amount of foreign
taxes paid or deemed paid by a U.S. person for the tax
year.31 The reduction may increase if the taxpayer continues
not to comply for more than 90 days after the date that
the IRS mails a notice of failure to comply. The reductions
are an additional ﬁve percent for each three-month period,
or fraction thereof, during which the failure continues
after the 90-day period expires.32 The total reductions are
limited to the greater of $10,000 or the income of the
foreign partnership for the accounting period in which
the failure occurs.33 The reduction in foreign tax credit is
reduced by the failure to ﬁle penalty discussed above.34
There is a reasonable cause defense to the imposition of
the reduction of the foreign tax credit penalty as well as
to the failure to ﬁle penalty.35
The penalty for failure to ﬁle a complete and accurate
Form 8938 is $10,000 for each failure. and if the failure
continues for more than 90 days after the IRS mails notice
MAY–JUNE 2015

of such failure to the taxpayer, there is an additional penalty of $10,000 for each 30-day period (or fraction thereof )
during which such failure continues after the expiration
of the 90-day period.36 The continuation penalty and the
original penalty are capped at $50,000.37
There also is an exception for failure to ﬁle Form 8938
if the failure “is shown to be due to reasonable cause and
not due to willful neglect.”38 The statute speciﬁcally rejects
one argument that taxpayers may have made to support
a claim of reasonable cause, stating that “[t]he fact that
a foreign jurisdiction would impose a civil or criminal
penalty on the taxpayer (or any other person) for disclosing the required information is not reasonable cause.”39
In addition to penalties for failure to ﬁle the information return itself, after March 18, 2010,40 the IRS can
impose an accuracy-related penalty of 40 percent of the
understatement of tax due to “any undisclosed foreign
ﬁnancial asset understatement.”41 The term “undisclosed
foreign ﬁnancial understatement” is deﬁned as “for any
taxable year, the portion of the understatement for such
taxable year which is attributable to any transaction involving an undisclosed foreign ﬁnancial asset,” which includes
reportable interests in foreign partnerships required to be
reported on Form 8865 or Form 8938.42 The taxpayer can
avoid this penalty by showing that he or she acted with
reasonable cause and in good faith.43
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The failure to timely ﬁle Form 8865 and/or Form 8938
has other serious consequences beyond the potential
penalties discussed above. Since March 18, 2010 (the
eﬀective date of the statute),44 the time for assessment
of tax with respect to a tax return does not expire until
three years after the date that Form 8865 or Form 8938 is
ﬁled.45 Accordingly, for tax returns for which the general
three-year statute of limitations for assessment had not
yet expired before March 18, 2010, and all returns ﬁled
after March 18, 2010, the statute of limitations for assessment is open for all items on the return until the form
is ﬁled. If the taxpayer had reasonable cause for failure
to ﬁle, only the items aﬀected by the failure to provide
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the required information remain open. For tax years for
which the statute of limitations would have expired before
March 18, 2010, the statute of limitations remains open
with respect to any items related to failure to furnish the
required information until three years after the required
form is ﬁled.46
A Chief Counsel Advisory (CCA) addressing the eﬀective date of Code Sec. 6501(c)(8) provides two examples
to illustrate the above-described rules. In the ﬁrst example,
the taxpayer timely ﬁled tax returns for 2004 through
2009, but did not include a required foreign information
return with each return. For the 2004 and 2005 tax years,
the general three-year statute of limitations of assessment
would have expired before March 18, 2010. Accordingly,
the statute of limitations remains open for these tax years
only with respect to items related to the failure to provide
the required information. For the 2006 through 2009 tax
years, the statute of limitations was still open as of March
18, 2010, and thus remains open with respect to all items
on the tax returns. If the taxpayer can establish that the
failure to ﬁle the form was due to reasonable cause and
not willful neglect, the limitations period is extended
only for the items related to the failure to provide the
required information.
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In another CCA,48 the IRS explains the standard for
reasonable cause in the context of failure to ﬁle foreign
information returns. The CCA speciﬁcally addresses the
failure to ﬁle Form 5471,Information Return of U.S. Persons With Respect to Certain Foreign Corporations, but the
rationale is the same and can be applied to the failure to
ﬁle Forms 8865 and 8938. The CCA observes that there
are different reasonable-cause standards for different
penalties, but looks to the reasonable-cause standards for

failure to ﬁle income tax returns under Code Sec. 6651,
explaining that reasonable cause requires that the taxpayer
exercised ordinary business care and prudence. The CCA
refers to the Internal Revenue Manual provision that
deﬁnes “ordinary business care and prudence,” as “making provisions for business obligations to be met when
reasonably foreseeable events occur … (taking that degree
of care that a reasonably prudent person would exercise),
but nevertheless were unable to comply with the law.”49
In deciding whether the taxpayer exercised ordinary
care and business prudence, the IRS will consider the
taxpayer’s explanations for the failure to ﬁle, the taxpayer’s
compliance history, length of time between the event
cited as a reason for the noncompliance and subsequent
compliance, whether there were circumstances beyond
the taxpayer’s control and, in some cases, the taxpayer’s
ignorance of the law or inability to get records.50 However, the IRS has also stated that taxpayers who conduct
business or transactions oﬀshore or in foreign countries
have a responsibility to exercise ordinary business care and
prudence in determining their ﬁling obligations and other
requirements. It is not reasonable or prudent for taxpayers
to have no knowledge of, or to solely rely on others for,
international transactions.”51
The deﬁciency procedures of Code Secs. 6212–6215 do
not apply to penalties for failure to ﬁle foreign information
returns, including Forms 8865 and 8938.52 Therefore,
the penalties may be as
assessed without prior notice53 and
cannot
Court.
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ers with assets in excess of $100 million and certain other
taxpayers that have been speciﬁcally designated by mutual
agreement between Compliance and Appeals (“eligible
taxpayers”), the taxpayer may appeal a penalty assessed
during an examination to the Appeals Oﬃce on an accelerated basis.56 If an eligible taxpayer elects not to appeal the
penalty, the taxpayer may challenge the penalty by paying
and following the procedures for a refund claim.57 For all
other taxpayers, and for eligible taxpayers who are assessed
the above penalties at the conclusion of an examination,
the penalties may be appealed after assessment but before
payment on a nonaccelerated basis.58
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