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The Meaning of Substantially Complete
• The IRS trains its personnel in various ways, including the issuance of so-called International Practice Units
(“IPUs”). They do not constitute legal precedent, but many Revenue Agents give IPUs considerable weight in
conducting audits, determining whether penalties apply, etc.
• May 31, 2017, the Internal Revenue Service (“IRS”) issued an IPU providing guidance to its examining agents
as to when a foreign information reporting form will be substantially complete and therefore considered
adequate.
• If a taxpayer does not submit a substantially complete return, then penalties under IRC 6038, 6038A and 6046
may apply. Substantially complete and substantially incomplete are not defined in the Internal Revenue Code
(“IRC”) or the treasury regulations. International information returns must be substantially complete in order for
the filer to have met its filing requirement.
− Penalty: The IRS may assert a penalty of $10,000 for each Form 5471 that is filed after the due date of the
income tax return (including extensions) or does not include substantially complete information.
− In addition, Code Sec. 6501(c)(8)(A) contains a powerful tool for the IRS. Under Section 6501(c)(8)(A), if a
taxpayer fails to file or fails to file a “substantially complete” Form 5471 (as well as other information
returns), the assessment period remains open “with respect to any tax return, event, or period” to which
the information return relates, until three years after the taxpayer ultimately files the information return.
Consequently, if the taxpayer never files the requisite international information return, or files one that is
not substantially complete, then the general three-year assessment period never begins to run against the
IRS.
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Substantial Compliance Doctrine
• The Substantial Compliance doctrine is a judicial concept that applies to certain tax returns, elections and
substantiation of certain deductions.

• In determining whether a tax return satisfies a reporting requirement or whether a taxpayer has complied with a
statutory or regulatory requirement, two different standards may apply. The first requires “strict compliance”
with the statute or regulatory requirement; the second requires “substantial compliance.”
− “[t]he analysis of whether there is compliance in this heavily litigated area is generally based on the facts
and circumstances of the specific case.”

• In analyzing the statute or regulatory requirement, the first step is to determine which standard applies. When
determining which standard applies, courts may consider the following:
− Strict Compliance: If the particular information or requirement at issue is determined to be related to the
“substance or essence” of the statute or regulation, then strict compliance is necessary.
− Substantial Compliance: If the requirement is seen as “procedural or directory” then substantial compliance
can apply.
• The body of case law concerning the substantial compliance doctrine provides guide posts for how a court may
interpret whether an international information return is substantially complete.
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Substantial Compliance – Longstanding Concept
• The body of case law concerning the substantial compliance doctrine does not relate to international information
returns but provides guidance for how a court may interpret whether an international information return is
substantially complete.
• The IPU acknowledges that the concept of substantial compliance is longstanding, with the first case, Indiana
Rolling Mills Co.,13 BTA 1141 (1928) being decided nearly a century ago.
− Indiana Rolling Mills Co. was the first case to apply the substantial compliance doctrine to tax statutes and
dealt with the required signatures on a domestic corporate tax return.
− The main issue in this case was whether the Form 1120 filed by the corporate taxpayer was valid, thereby
triggering the running of the assessment period against the IRS. The law in effect at that time required that
the Form 1120 be executed by the president, vice-president, or other principal officer, and by the treasurer
or assistant treasurer. The Service argued that the return was not a valid return for purposes of starting the
statute of limitations because it was executed by the corporation’s vice president and secretary, instead of
its vice president and treasurer or assistant treasurer.
− The court stated that a general rule of statutory construction is that those provisions that relate to the
essence of the thing to be done are mandatory; those provisions that do not relate to the essence of the
thing to be done are directory.
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Indiana Rolling Mills Co. – Continued
− The essence of the statute was the making of an honest return by the corporation. If the requisite
information is “fairly and honestly given in a return sworn to by officers of the corporation who are familiar
with its affairs,” then the court determined that the taxpayer has substantially complied with the statute.
The fact that the treasurer or assistant treasurer did not swear to the return did not go to the essence of
the statute.
− The court commented on which items warranted strict compliance by taxpayers and which items were
satisfied through mere substantial compliance:
• “A general rule of statutory construction is that those provisions which do not relate to the essence of
the thing to be done, and as to which compliance is a matter of convenience rather than substance,
are directory; while those provisions which relate to the essence of the thing to be done, that is, to
matters of substance, are mandatory.”
• Since Indiana Rolling Mills Co., the Tax Court has generally required strict compliance where the requirement
goes to the essence of the statute. The Tax Court has required only substantial compliance where the
requirement does not go to the essence of the statute.
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The Beard Test
The Beard Test, 82 T.C. 777 (1984).
− In Beard the Tax Court has summarized the requirements for a tax return to be considered valid for
purposes of beginning the statute of limitations on assessment:
•
•
•
•

It provides sufficient data to calculate tax liability.
The document must purport to be a return.
There must be an honest and reasonable attempt to satisfy the requirements of the tax law.
The taxpayer must sign the return under penalties of perjury.

• A return that meets these four requirements will be considered valid and trigger the running of the statute of
limitations even if it contains other inaccuracies or omissions.
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Statutory Requirement of Making an Election
• The substantial compliance doctrine is most commonly applied where a taxpayer attempts to make an election,
but does not completely comply with the election requirements.
− Taylor v. Commissioner, 67 T.C. 1071 (1977) dealt with an election that once was available under IRC
1251(b)(4)(B) in regard to gain from the disposition of property used in farming. Neither the taxpayer nor
their advisors had read any of the published guidance concerning the making of the election. The court
found that when the taxpayers filed their 1970 tax return, they subjectively believed that compliance with
the accounting methods prescribed by IRC 1251(b)(4)(A) and the fact that they reported the gain from the
sale of farm recapture property as long-term capital gain was an effective election under IRC 1251(b)(4).
− The Tax Court examined the statute at issue and determined that IRC 1251 was designed to prevent
taxpayers from utilizing certain farm losses to convert ordinary income into capital gain. Such a
recharacterization could be accomplished by requiring a portion of previously deducted farm losses to be
characterized as ordinary losses on the sale of farm equipment. In order to avoid this re-characterization, a
taxpayer had to follow certain accounting rules specified in IRC 1251(b)(4). The taxpayers in Taylor had
followed these rules, but failed to include the statement required by the statute and regulations indicating
that they chose this method.
− The Tax Court concluded that the essence of IRC 1251(b)(4) is to allow a farmer capital gains treatment if
the farmer followed the accounting rules specified in IRC 1251(b)(4). The essence of the statute is that
taxpayers compute taxable income from farming by using the methods specified. The election
requirements assisted the IRS, but were directive. Therefore, the Tax Court concluded that the taxpayers
had substantially complied by following the prescribed accounting methods and reporting the gain as longterm capital gain.
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Compliance with Substantiation Requirements in Treas. Reg.
1.170A-13
Bond v. Commissioner, 100 T.C. 32 (1993)
− Facts: The taxpayers donated blimps to charity and had an expert value the blimps and complete the
Form 8283, Noncash Charitable Contributions. However, the expert did not prepare a separate qualified
appraisal. After an audit was opened, the expert provided information about his credentials to the IRS. The
Tax Court determined that the only required information that was not provided by the taxpayer on the
return was the expert’s credentials and this information had been provided, once it was requested.
− Analysis: Did the requirements in the regulations relate to the substance or essence of the statute?
• The Tax Court found that the purpose of the regulation was to provide information helpful to the IRS in
the processing and auditing of returns on which charitable contributions are made. The regulation did
not relate to the substance or essence of whether a charitable contribution was actually made, but
instead alerted the IRS to the charitable contribution and required taxpayers to provide certain
information.
− The court found that the essence of the regulation was to alert the IRS to the charitable contribution. The
Court found that the reporting requirements in the regulations were directory, and therefore the applicable
standard was substantial compliance.
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Compliance with Substantiation Requirements in Treas. Reg.
1.170A-13 – Continued
• Following Bond, many cases with varying degrees of noncompliance with Treas. Reg. 1.170A-13
• In most of the cases, taxpayers were held not to have substantially complied because a critical element was
missing. For example:
− Taxpayer did not get an appraisal
− Taxpayer failed to fill-out Section B, Donated Property Over $5,000
− Someone without relevant expertise completed the appraisal
− Appraisal was prepared outside of the statutory window

− The appraisal included insufficient or inappropriate information
• Consol v. Investors Group v. Commissioner, T.C. Memo 2009-290; Scheidelman v. Commissioner, 682 F.3d 189
(2nd Cir. 2012); Hewitt v. Commissioner, 109 T.C. 258 (1997); Mohamed v. Commissioner, TC Memo 2012-152;
Smith v. Commissioner, TC Memo 2007-368; Van Dusen v. Commissioner, 136 T.C. 515 (2011)
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Strict Compliance
• The courts have required strict compliance in cases where they determined the requirement related to the
essence of the statute or regulation.
• Substantial compliance generally applies to regulatory requirements, whereas strict compliance applies to
statutory requirements.
• Izen v. Commissioner, 148 T.C. No. 5 (2017):
− Taxpayer's claim for charitable contribution deduction for donation of his 50% interest in 40-year old used
aircraft to aeronautical heritage society/exempt org. was denied due to his failure to comply with Code Sec.
170(f)(12) 's stringent substantiation requirement to include proper contemporaneous written
acknowledgment (CWA) with amended return on which he 1st claimed deduction.
• Taxpayer didn't attach any Form 1098-C , Schedule B.
• Taxpayer did include copy of org. letter, that letter didn't acknowledge his gift and omitted other
mandatory Code Sec.170(f)(12)(B)information.

• Taxpayer also included copy of donation agreement that contained some Code Sec.
170(f)(12)(B)information, but it didn't include his and other partner/donor's signature, his TIN, or
certification of org.'s intended use for aircraft, and so couldn't serve as de facto CWA.
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Limits On Substantial Compliance – Prussner v. U.S.

Prussner v. United States, 896 F.2d 218 (7th Cir. 199
• The IPU cites a 1990 case, Prussner v. United States, 896 F.2d 218 (7th Cir. 1990) for the proposition that
federal district courts and federal courts of appeal generally have applied the substantial compliance doctrine
much more restrictive way than the Tax Court and that the Tax Court’s willingness to loosely apply the doctrine
to sympathetic taxpayers has caused unwanted uncertainty for all.
• The decision in Prussner criticized the tendency of the Tax Court to broaden application of the substantial
compliance doctrine wherever the taxpayer was in a sympathetic position. This tendency caused unwanted
uncertainty for taxpayers, in the eyes of the Prussner court, and several circuits have followed Prussner in
narrowing application of the substantial compliance doctrine.
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Limits on Substantial Compliance – Continued
• The IPU indicates a difference between tax returns and international information returns, at least for purposes of
determining substantial compliance.
• General Counsel Memorandum (GCM) 36372 – Application of Section 6652(d) Penalty to Incomplete Forms 990-P
and 4848, the Service considered whether section 6652(d)(1) would apply where entities required to file Forms 990-P
and 4848 failed to provide all of the information required to be provided on those forms.
− The GCM considered how information returns differ from income tax returns. The memo takes the position that
cases concerning incomplete income tax returns are distinguishable from those concerning information returns
because the goals of the two types of returns are different. Information reported on income tax returns is
necessary to determine tax liability. As such, if a taxpayer omits information that is not necessary to determine tax
liability, the return may be considered complete notwithstanding the omission.
− By contrast, information returns are required so that the IRS can properly administer the revenue laws. If material
information is left off an information return, such omission can impede the IRS’s ability to perform the duties
placed on it by Congress.
− Because income tax and information returns serve different functions, the memo concludes that different rules
and tests should apply in determining whether or not a return is complete.
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Substantial Compliance – International Information Returns
• Congress’s intent:
− To give the IRS more information about foreign entities with U.S. ties so that the IRS could determine if
U.S. tax laws are being properly observed.
− IRC 6038 and 6038A provide penalties, respectively, for the failure to provide information in regard to (a)
controlled corporations and partnerships and (b) certain foreign-owned corporations.
− Taxpayer may be relieved from liability for the penalty if the IRS determines that such taxpayer
“substantially complied” with the reporting requirements of IRC 6038.
• The IPU explains that the concept of substantial compliance/completeness only applies to penalties for Forms
5471 and Forms 5472, not to the large and ever-growing number of other international returns. Consequently,
the judicial concept of substantial compliance, as discussed above, may apply to other international information
returns (which do not have the same standards as those imposed under IRC 6038 and 6038A).
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FSA 33381431
• A 1997 FSA discusses substantial compliance with respect to Form 5471, Information Return of U.S. Persons
With Respect To Certain Foreign Corporations.
− The FSA warns that even though the majority of the information may have been reported accurately and
completely, this does not mean that there has been substantial compliance such that a taxpayer is relieved
from liability for the IRC 6038 penalty. In the FSA, the U.S. taxpayer (UST) accurately reported the majority
of the information, but it failed to accurately report major transactions with related parties. These types of
related party transactions are important information for the IRS to evaluate in determining whether U.S. tax
laws have been applied correctly. The FSA rejected the “aggregate approach,” under which a taxpayer
would be considered to be in substantial compliance if it accurately reported a certain percentage of the
information required to be reported on the Form 5471. Instead, it concluded that substantial compliance is
measured on the basis of each significant item of information specified in IRC 6038(a)(1) for each
individual Controlled Foreign Corporation (CFC).
Consequently, failure to accurately provide the information required by IRC 6038 may result in returns that
are considered incomplete, even if most of the information on the form is correct. The taxpayer may be
subject to penalties unless it can show reasonable cause and/or substantial compliance.
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CCA 200429007
• CCA 200429007: Relates to Form 5472, but the IRS has directed its personnel to apply the principles to Form 5471,
The CCA considered the meaning of the term substantially incomplete in regard to Form 5472.
• The IRS examined four situations in CCA 200429007, concluding each time that the Forms 5472 were not
substantially compliant/complete. These situations are summarized below.
− Mismatch. The ending-balance of related-party loans on the Form 5472 for the first year did not match the
opening-balance on the Form 5472 for the following year. The taxpayer correctly reported the interest income
received because of the loan, such that this was solely an “information mismatch” issue, not a tax issue.
− Small Net Change. The taxpayer over-reported one amount and then underreported another amount on the
same Form 5472. The net effect was an error of $100.
− Overstating Amounts. The taxpayer disclosed all relevant items on Form 5472 but inadvertently overstated
certain amounts.
− Reporting Excessive Data. The taxpayer reported amounts of intercompany receivables on Form 5472 that
were not required to be reported because of an exception to the general rule, ie excess data, not overstated
amounts.
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CCA 200429007- Continued
• The CCA identifies two approaches that could be used to determine whether a return is substantially complete. The first is
strict compliance; the second is a facts and circumstances approach.
• Seven factor test should be used to determine whether an error or omission makes an international information return
substantially incomplete. The factors included the following:
− The magnitude of the underreporting, or of the over-reporting, of the erroneous reported transaction(s) in relation to
the actual total amount of that reported type of transaction(s).
− Whether the reporting corporation has reportable transactions other than the erroneous reported transaction(s) with
the same related party and correctly reported such other transactions.
− The magnitude of the erroneous reported transaction(s) in relation to all of the other reportable transactions as
correctly reported.
− The magnitude of the erroneous reported transaction(s) in relation to the reporting corporation’s volume of business
and overall financial situation.
− The significance of the erroneous reported transaction(s) to the reporting corporation’s business in a broad functional
sense.
− Whether the erroneous reported transaction(s) occur(s) in the context of a significant ongoing transactional
relationship with the related party.
− Whether the erroneous reported transaction(s) is (are) reflected in the determination and computation of the reporting
corporation’s taxable income.
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Example 1- FSA 33381431
• Facts: UST filed separate Forms 5471 for a large number of Controlled Foreign Corporations (CFCs). Each
Form 5471 reported much of the required information and included numerous pages of detailed financial
information regarding financial condition, corporate stock structure, shareholders and results of operations.

• During exam, the Service identified significant understatements of purchases from and/or sales to some CFCs
and related third parties (reported on Schedule M, Transactions Between Controlled Foreign Corporation and
Shareholders or Other Related Persons) and significant inconsistencies in the reported earnings and profits of
some CFCs.
• UST submitted most of the information required by IRC 6038 and related regulations. Other than the significant
understatements, the information reported on the Forms 5471 was accurate and/or uncontested by the Service.
• Analysis: The information is mostly complete, but that doesn’t mean that UST has substantially complied. The
information that is missing or incorrect (to the tune of millions of dollars) is information that is the essence of the
filing requirement. The related party information is a very important reason for requiring the Forms 5471. If a
taxpayer is allowed to satisfy its filing requirements by accurately providing most of the information, it would
have the opportunity to not provide or provide incorrect information with respect to very important categories.

• Conclusion: The FSA concluded that the UST did not substantially comply with the IRC 6038 reporting
requirements.
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Example 2 - CCA 200645023
• Facts: UST acquired controlling interest of a foreign parent corporation, which wholly owned the stock of
multiple foreign corporations, for approximately four months of the tax year. Even though UST did not believe
that it was required to file the forms, UST nevertheless timely filed Forms 5471 for certain foreign corporations.
However, the forms were incomplete. Specifically, the amounts were not (a) reported in accordance with U.S.
generally accepted accounting principles (GAAP) on Schedules C, Income Statement, and F, Balance Sheet,
and (b) reported in U.S. currency on Schedules C and E, Income, War Profits, and Excess Profits Taxes Paid or
Accrued. In addition, UST did not attach Schedule O, Organization or Reorganization of Foreign Corporations
and Acquisitions and Dispositions of Its Stock, to the Forms 5471. Moreover, UST failed to file Forms 5471 for
certain inactive or dormant foreign corporations.
• Analysis: There were a few issues addressed in the CCA. The first is UST’s belief that it did not have to file the
Forms 5471. That fact does not matter in determining substantial compliance, but may bolster the taxpayer’s
defense of reasonable cause.
• Second, UST failed to file required information, including Schedule O. Similar to Example 1, the information that
is not supplied by UST is important. The failure to include Schedule O, by itself, is likely to cause the taxpayer to
fail the substantial compliance test. The failure to convert the information into U.S. GAAP and U.S. dollars
makes it difficult for the Service to audit. The Service’s ability to audit efficiently is part of the goal of these
reporting requirements.
• Conclusion: The CCA concluded that UST did not substantially comply with the IRC 6038 and 6046 reporting
requirements.
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Example 3 – CCA 200429007
• Facts: UST is a reporting corporation as defined in Treas. Reg. 1.6038A-1(c). UST timely filed Form 5472 for
transactions with its parent (Parent) for the tax years at issue. All information required by Treas. Reg. 1.6038A2(b)(1) and (2) was included on the Form 5472 and estimates were not used. However, some transactions were
erroneously reported. The CCA looked at whether the taxpayer had substantially complied with its reporting
requirements. The magnitude of each erroneously reported transaction is substantial in relation to all other
reportable transactions, as well as substantial in relation to UST’s volume of business and overall financial
situation.
• The CCA addressed four issues as to whether the Form 5472 was substantially complete:
− UST over-reported amounts in Part IV of the Form 5472, reporting Purchases of Stock in Trade as
$1,000X when the actual number was $500X.
− UST reported amounts of intercompany accounts receivables not specifically required to be reported on
Form 5472 and later corrected the Form 5472 to remove these amounts.
− The amount reported on Form 5472 as the ending balance of related party loans did not match the opening
balance on the next year’s Form 5472. In addition, the opening balance of a loan was incorrectly reported.

− UST over-reported one amount and under-reports another amount in Part IV of Form 5472 so that there
was a relatively small aggregate difference between the correct total and what was reported.
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Example 3 – CCA 200429007 (cont’d)
• Analysis: As mentioned above, CCA 200429007 lists seven factors which should be considered in determining
whether the taxpayer has substantially complied.
− Over-reporting constitutes inaccurate information and requires the IRS to determine the correct
information. The fact that it is an overstatement, rather than an understatement, does not matter. The
incorrect information hinders the IRS’s ability to efficiently audit the Form 5472, if the error is material.
Here, the 50% overstatement is of sufficient magnitude to violate the first, third and fourth factors.
− The question is whether the Form 5472 as originally filed is substantially incomplete. The CCA assumes
that $400X of intercompany receivables is erroneously included in Amounts Borrowed from Parent. The
magnitude of the over-reporting is substantial because the overstatement is 40% of the transaction type
and is substantial in relation to all other reportable transactions. The error violates the first, third and fourth
factors.
− Similar to 2, above, the magnitude of the over-reporting is 40%, which is significant. In addition, the loan
has been in effect for at least two years, so it constitutes part of a significant, ongoing relationship between
UST and a related party. This means that the first, third, fourth and sixth factors are violated.
− In this example, we have relatively large offsetting mistakes, which result in a relatively small mistake on
an aggregate basis. However, making multiple mistakes requires analyzing each mistake in isolation, as
well as in the aggregate. Each mistake is significant in isolation, even if not in the aggregate, violating the
first, third and fourth factors. The CCA concludes that the isolated mistakes cause the Form to be
substantially incomplete, even if the Form is not substantially incomplete in aggregate.
• Conclusion: In each issue presented in the CCA, the magnitude of the incorrect reporting was substantial, the
Form 5472 is substantially incomplete and the penalty should apply, unless UST has reasonable cause.
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Reasonable Cause
• If the international information return was filed timely but with some errors, the taxpayer can argue that the
return was substantially complete and/or that there was “reasonable cause” for the violation.
• The IRS will not impose penalties if the taxpayer can establish there was “reasonable cause” for filing a Form
5471 that was not “substantially complete.”
• The IRM provides factors to consider to determine whether the USP exercised ordinary business care and
prudence. Examples of what might be reasonable cause include:
− Erroneous advice or reliance
− Unable to obtain records and
− Death, serious illness, or unavoidable absence
− Ignorance of the law, by itself, is not reasonable cause. However, in conjunction with other factors, it might
be. Other factors to consider include taxpayer’s education, whether taxpayer was previously penalized and
complexity of the tax or compliance issue.
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Reasonable Cause
• Congdon, Samuel R.H. v. U.S.,108 AFTR 2d 2011-6343 (E.D. Texas 2011)
− The taxpayer in this case operated a partnership that formed offshore entities for other businesses. The
partnership also owned a controlled foreign corporation (CFC), and Congdon filed Form 5471 reporting
that CFC with his Form 1040. Unfortunately, he reported the income from the CFC on his Form 1040
instead of Form 5471, while including little information on the Form 5471 itself. The IRS assessed a
$10,000 penalty against Congdon for filing a substantially incomplete Form 5471.
− In court, Congdon acknowledged that he had filed a substantially incomplete Form 5471, but argued that
he had reasonable cause. He claimed that he had reported all the relevant income from the CFC on his
1040. Noting that he was not a tax expert, Congdon alleged that he misunderstood the instructions for
Form 5471. The government argued that neither ignorance of the law nor complexity of the tax laws
constituted reasonable cause.
− The court decided that Congdon’s arguments, if proven, would show reasonable cause; that is, that he
acted with ordinary business care and prudence. Although ignorance of the law alone is not sufficient to
constitute reasonable cause, inexperience in tax matters, the complexity of the area of law, and a track
record of compliance can show reasonable cause. The court also stated that the correct amount of tax had
been paid and the required information disclosed, although in the wrong place. Congdon therefore
acknowledges the complexity and relative obscurity of international information returns as factors in
supporting reasonable cause.
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Form 5471 and Rev. Proc. 2019-40
• October 1, 2019, the IRS and Treasury Department released Revenue Procedure 2019-40 and proposed
regulations (REG-104223-18)
• Tax Cuts and Jobs Act (“TCJA”) repealed Section 958(b)(4) that prevented “downward attribution.”
• Repeal of Section 958(b)(4) increased number of U.S. persons that are U.S. shareholders, and therefore, the
number of foreign corporations that are CFCs. The change in law increased compliance burdens due to the
information reporting provisions triggered by U.S. shareholder or controlled foreign corporation (“CFC”) status.
• The Rev. Proc. provides safe harbor rules, addresses the applicability of certain penalties, and revises the
requirements for certain U.S. shareholder to file or report certain information on Form 5471.
• Safe harbor rules generally limited to U.S. Shareholders of “foreign-controlled CFCs”, i.e. foreign corporations
that would not be a CFC but for the repeal of Section 954(b)(4).
− Alternate information safe harbor for Section 965 amounts and amounts reported on Form 5471 can be determined using
alternate information. However, limited applicability since Section 965 filing deadline has passed.
− Relief for failure to file Form 5471 as Category 4 or 5 filer to the extent attributable to U.S. person properly applying a safe
harbor under the Rev. Proc. to determine that foreign corporation is not a CFC, to calculate subpart F, GILTI inclusion or
Section 965 amount based upon alternate information.
− Form 5471, Category 5 filing relief
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SUBSTANTIAL COMPLIANCE STANDARDS - SUMMARY
•

Compliance with substance or essence of the statute as opposed to directive items.
•

•

Beard → Factor based tests that among other things looks at providing sufficient
data to determine tax liability.

IRS position is that any material information left off of an information return would
result in a substantially incomplete filing (GCM 36372)
•

Reasoning → purpose of income tax returns is to determine tax liability whereas
the purpose of information returns is to provide information so that the Service
can administer revenue laws.

•

All significant transactions need to be reported (FSA 33381431)

•

Both underreporting and over reporting can lead to a form being substantially
incomplete.
•

Over reporting and overstating “hinders the IRS’s ability to efficiently audit …” an
information return.
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ITEMS APPARENT ON THE FACE OF FORM 5471
•

Items apparent – items that are clearly incorrect without verifying the underlying
information.

•

We have guidance indicating that several informational items that may appear
insignificant could result in a Form 5471 filing being considered incomplete.
•

•

Critical that all of the informational items on the form are completed and
completed accurately.

The IRS has released two practice units (in addition to the IPU on the substantially
incomplete standards) that give insight on the procedures that LB&I examiners
should follow when determining if a Form 5471 is substantially incomplete.
•

Failure to File the Form 5471 – Category 4 and 5 Filers – Monetary Penalty
(10/7/15)

•

Failure to File the Form 5471 – Category 2 and 3 Filers – Monetary Penalty
(5/11/17)
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ITEMS APPARENT ON THE FACE OF FORM 5471
•

Following the IPU procedures through the form:
•

Item B - Category of filer: “Category of the filer was omitted or incorrect, thus the
Form 5471 schedules required to be completed can not be determined”

•

Item C – Percentage of voting stock – if omitted or incorrect. Note Item C should
be the total direct, indirect, and constructive ownership of the FC.

•

Item 1a – the name or address is omitted

•

Item 1b(1) and 1b(2) – Reference ID number – substantially incomplete when
“omitted when the Employer Identification Number (EIN) was not provided”

•

Item 1c – Country of incorporation is omitted.

•

Item 2d – Name and address of person with custody of foreign books when items
2a and 2c are also omitted.

TAX

|

AUDIT

|

BUSINESS MANAGEMENT

|

MERGERS & ACQUIS ITIONS

34

ITEMS APPARENT – PAGE ONE INFORMATION
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FORM 5471 – PAGE ONE INFORMATION TCJA UPDATES

Category 1 Filer (new)– A U.S. shareholder of a section 965 specified
foreign corporation (SFC) at any during the year that also owned the
stock on the last day in the year that it was an SFC.

•

•
•

SFC = a CFC or an FC that is not a CFC or PFIC to the extent that
there is a U.S. corporate shareholder.
A Category 5 Filer is a “U.S. shareholder” that owns stock in a foreign
corporation that is a CFC at any time during the year (no more 30 day
requirement) and that owned that stock on the last day of the year in
which it was a CFC.

• A “U.S. Shareholder” is defined as a U.S. Person that owns 10% of a
foreign corporation (vote or value) directly or indirectly or
constructively.
•

No limitation on downward attribution from foreign persons to
partnerships and to corporations.
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EXAMPLE – CONSTRUCTIVE OWNERSHIP AND CFC STATUS AFTER TCJA

PRIOR LAW
Jill
(U.S.
resident)

• Under prior law, U.S. Sub would not be a U.S. shareholder
of FC 1 because section 958(b)(4) prevented constructive
ownership under section 318 from a foreign person to a U.S.
entity.

Foreign Corp

NEW LAW
15%

85%

• After the repeal of section 958(b)(4), U.S. Sub is considered
to have constructive ownership of Foreign Sub and thus
Foreign Sub is considered a CFC.

FP
100%

100%

• Section 318(a)(3)(C) says if 50 percent or more in value of
the stock in a corporation is owned, directly or indirectly, by
or for any person, such corporation shall be considered as
owning the stock owned, directly or indirectly, by or for such
person.

FC 1

U.S. Sub

• Jill is now a US shareholder of a CFC and needs to file
Form 5471 accordingly.
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ITEMS APPARENT ON THE FACE OF FORM 5471
•

Missing schedules based on category of filer.
•

•

Form 5471 instructions contain a chart with all required schedules.

Following the IPU procedures – items agents are also instructed to identify the following
“most common reasons for noncompliance”:
•

•

If taxpayer has stated that the required information will be furnished upon request or
audit.
•

“Available upon request”

•

If information is not available despite best efforts – consider statement describing
efforts

Computer generated Form 5471s that were not IRS approved and do not conform to
requirements.
•

Could apply to dated revisions to the form as well.

•

Missing financial statements (income statement or balance sheet)

•

Consolidated financial statements that are reported
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ITEMS APPARENT – A LOOK AT NSAR 20167
Background
• Non-docketed Significant Advice Review 20167 – examined a
taxpayer that timely filed Forms 5471 with its 1120

US Corp

• Taxpayer did not complete several schedules – including Schedule
A (stock of Foreign Corporation), Schedule B (Shareholders of
Foreign Corporation), Schedule C (Income Statement), and
Schedule E (Foreign Taxes).
• Taxpayer noted that information would be available upon request.
FC 1

• IRS issued penalties and Taxpayer argued that they should not
apply because there was no tax deficiency and the information not
reported had no effect on their tax liability.

FC 2

IRS Position - Penalties should apply
• “… where the purpose of the form, such as Form 5471, is for
furnishing information then no deficiency is needed. Further, there
is no language in either the code or regulations that states there is
no imposition of the penalties without a tax deficiency.”
• “… the fact there is no tax impact here is of no consequence”
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ITEMS APPARENT – SCHEDULES TO BE ATTACHED
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ITEMS APPARENT ON THE FACE OF FORM 5471
•

Issue spotting for additional items:
•

Income Statement (Schedule C) does not report amounts in functional currency and
USD

•

Balance sheet (Schedule F) does not balance

•

Balance sheet items requiring a statement are reported with no statement attached

•

Balance sheet shows related party debt (loans to shareholders or from shareholders)
and those amounts are not reported on Schedule M (related party transactions)

•

There are loans to the US shareholder from the CFC in excess of PTEP and
undistributed earnings and profits but no 956 inclusion

•

Schedule G (questions) are not all answered

•

The earnings and profits reported on Schedule H for the current year and Schedule J
for the current year are inconsistent

•

Schedule M shows related party transactions (sales, interest, dividends, etc) that are
not reported elsewhere on the Form 5471 (income statement, summary of shareholder
income)
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ITEMS APPARENT ON THE FACE OF FORM 5471
•

Issue spotting for additional items:
•

Multiple 5471s are filed with transactions between related parties but the Schedule M
information is inconsistent.

•

Schedule I does not report Subpart F income or distributions even though distributions or
Subpart F income is shown on Schedule J.

•

There are distributions from previously taxed income on Schedule J and Schedule I but no
exchange gain or loss is included on Schedule I.

•

The Form 5471 is filed on behalf of multiple shareholders but a Schedule I and Schedule P
are not prepared for each shareholder on whose behalf the form is being filed.

•

Schedule E to report information on foreign taxes is not filled out or the information does not
roll consistently from year to year and there is no explanation for the change.

•

Schedule O is not attached even though filer is a Category 2 or 3 filer.

•

Schedule O additional information (including an organizational chart if applicable) is not
completed where there is a chain of entities.

•

Schedule P information is inconsistent with the information reported on Schedule J.
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ITEMS BEYOND THE FACE OF THE FORM

• Substance and accuracy of items reported on Form 5471 and whether the
quality of the information reported meets the substantial compliance
standards.
• Seven factor facts and circumstances test from CCA 200429007 (dealing with
a Form 5472 filing)
• Magnitude of the underreporting / over-reporting in relation to the actual
total amount of the transaction.
• Whether there are other reportable transactions with the same related party
that were correctly reported.
• Magnitude of the erroneous reported transactions in relation to all of the
other reportable transactions.
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ITEMS BEYOND THE FACE OF THE FORM

• Seven factor facts and circumstances test from CCA 200429007 (dealing with
a Form 5472 filing)
• Magnitude of the erroneous reported transactions in relation to the
reporting corporation’s volume of business and overall financial situation

• Significance of the erroneous reported transactions to the reporting
corporation’s business in a broad functional sense
• Whether the erroneous reported transactions occur in the context of a
significant ongoing transactional relationship with the related party

• Whether the erroneous reported transactions are reflected in the
determination and computation of the reporting corporation’s taxable
income
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ITEMS BEYOND THE FACE OF THE FORM

• Income statement and balance sheet are not properly converted into USD
and/or reported in accordance with U.S. GAAP (CCA 200645023)
• The amounts reported contain significant understatements or
overstatements (FSA 33381431, CCA 200429007)
• Income statement (Schedule C), Balance Sheet (Schedule F), Foreign
Taxes Paid (Schedule E), Related Party Transactions (Schedule M)
• Foreign tax pools are not properly maintained or reported – Schedule E
• Current and accumulated earnings and profits including PTI accounts are
not properly reported or determined.
• Calculation of E&P (Schedule H), Accumulated E&P of FC (Schedule J),
PTI of US Shareholders (Schedule P).
• GILTI Information is improperly calculated – amounts, FX rate (Schedule I-1)
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BEYOND THE FACE OF THE FORM – A LOOK AT CCA 200645023
Background

• CCA 200645023 – dealt with a US corporate taxpayer.

US Corp

• As part of a transaction the Taxpayer acquired a group of foreign
corporations for around four months during the year.
• Taxpayer timely filed Forms 5471 with its 1120

FC 1

• The Forms 5471 that Taxpayer filed did not include Schedule O. The
forms also did not report the income statement (Schedule C), Balance
Sheet (Schedule F), and Income Taxes Paid or Accrued (Schedule E)
according to US GAAP and in both foreign currency and USD.

FC 2

• IRS issued penalties and Taxpayer argued that they should not apply
because
• (1) The forms were based on the best information available at the
time and
• (2) Converting the financials into USD and then presenting them in
GAAP would have represented a “… monumental costly task…”
• (3) Taxpayer had a history of timely filing both Forms 5471 and
5472.
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BEYOND THE FACE OF THE FORM – A LOOK AT CCA 200645023
IRS Position - Penalties should apply
• The information that taxpayer did not report represented
“significant pieces of required information”

US Corp

• Specifically - Reporting Schedule C (income statement) and
Schedule F (balance sheet) in accordance with US GAAP and
reporting Schedule C and Schedule E (taxes paid or accrued)
in both functional currency and USD.
• Costs associated with compliance are only reasonable cause if
they represent an undue hardship.
FC 1

FC 2

• “More than an inconvenience”
• Example from the regulations §1.6161-1 – Substantial
financial loss from forced liquidation of property at below
market prices.
•

Compliance history means that Taxpayer should have known
better.
•

Without the compliance history the errors may have been
47
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TCJA REVISIONS – SCHEDULE E – TAXES PAID OR ACCRUED

• The 2018 revision expanded Schedule E from a small section of a page to
two full pages when including Schedule E-1. Scope of information related to
taxes has been significantly expanded.
• Schedule E now tracks taxes paid during the current year, tax pools on
accumulated non-taxed earnings and profits (AEP), tax pools on previously
taxed earnings and profits (PTEP) by category, and taxes distributed or
deemed distributed during the current year.
• In addition a separate Schedule E is required for each Section 904 category
of income.
• Schedule E Part II – election to convert foreign tax based on date of
payment.
• Schedule E Part III – foreign taxes for which a credit is disallowed.
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TCJA REVISIONS – SCHEDULE E – TAXES PAID OR ACCRUED

• Schedule E-1 – reports foreign tax pools based on nine different categories
of PTEP.
• We see these new categories on Schedule E-1, Schedule J, and Schedule
P.

• Based on previous IRS positions – expectation is that Schedule E is
completed in its entirety and accurately to be considered substantially
complete.
• May be considered the case even if US shareholder is not a corporate
taxpayer / even if foreign tax pools have no effect on US shareholder
liability.
• Reporting is more detailed and more time consuming – but IRS position
has not been sympathetic to inconvenience or cost arguments against
completing information returns accurately.
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TCJA REVISIONS – PTEP CATEGORIES AND ORDERING RULES
•

Understanding of the categories is critical to complete Schedule E, Schedule J, and
Schedule P accurately and can affect US taxpayer income and amounts reported on
Schedule I.

•

PTEP Categories – tracked by 904 category:

•

•

Earnings invested in US property - § 956 / § 959(c)(1)(A)

•

Transition tax / deemed repatriation - § 965(a) inclusion / § 959(c)(1)(A) and § 959(c)(2)

•

Transition tax “faux” PTEP (where there is a deficit corporation) - § 965(b)(4)(A) / §
959(c)(1)(A) and § 959(c)(2)

•

GILTI inclusions - § 951A / § 959(c)(1)(A) and §959(c)(2)

•

Earnings invested in excess passive assets – prior law § 951(a)(1)(C) / § 959(c)(1)(B)

•

Subpart F income - § 954 / § 959(c)(2)

Transition tax, transition tax faux PTI, and GILTI are classified under §959(c)(2) by default but
can be reclassified to §959(c)(1) AEP.
•

See Notice 2019-1 for examples including where a loan to a shareholder / § 956 results
in a reclassification.
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TCJA REVISIONS – PTEP CATEGORIES AND ORDERING RULES

• Ordering Rules – for distributions and reclassifications
• § 959(c)(1) PTEP
• Reclassified § 965(a) PTEP
• Reclassified § 965(b) PTEP
• All other § 959(c)(1) on a LIFO basis
• § 959(c)(2) PTEP
• Same – priority given to § 965 PTEP then distributed on a LIFO basis.
• Ordering rules will apply to reclassifications as well.
• § 959(c)(3) AEP
• Distributed from each § 904 category on a pro-rata basis
• Ex. – Taxpayer that makes a distribution with general and passive category §
959(c)(1) would apply the distribution to each §904 category on a pro-rata
basis using the ordering rules above.
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TCJA REVISIONS – SCHEDULE G – OTHER INFORMATION
•

Schedule G questions have also been significantly expanded. Schedule G now lists 19 questions.

•

Questions on Schedule G are designed to provide the IRS information on other potential filings or
items that could affect income.

•

Many of the questions target tax reform provisions and many questions require a technical
understanding of those provisions.

•

Highlighted filing requirements and technical issues raised :
•

Form 8858 filing requirements – which are expanded to foreign branches (even where there is
no DRE) after tax reform.

•

§59A – base erosion and anti abuse tax.

•

§267A – interest and royalty payments on hybrid instruments.

•

§250 – foreign derived intangible income deduction.

•

§482 – transfer pricing

•

§954 - exceptions from Subpart F income – with expanded questions in the instructions.
•

If there is §954 income on Schedule C then assumption that either Subpart F income is
reported (Schedule I, J, P) or an exception applies.
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TCJA REVISIONS – SCHEDULE I-1 – INFORMATION FOR GILTI

• Information for U.S. shareholders to determine their GILTI inclusion.
• Separate Schedule I-1 required for each separate category of income.
• Amounts are reported in FC and converted into USD.
• From previous rulings - IRS position is that amounts must be reported in
FC and converted to USD appropriately where applicable.
• All ‘tested items’ should be converted into USD using the average
exchange rate for the CFC inclusion year - §1.951A-1(d)(1)

• Tested items – tested income, tested loss, QBAI, tested interest expense or
tested interest income.
• QBAI – average FX rate may be unexpected - for many other purposes
assets are translated at a year end exchange rate
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TCJA REVISIONS – SCHEDULE J – ACCUMULATED E&P OF CFC

• Schedule J expanded to include the nine categories of PTEP and four
separate categories of non-previously taxed AEP.
• Four categories of non-previously taxed AEP:
• Post 2017 non-previously taxed AEP
• Post 1986 and pre-2018 non-previously taxed and undistributed AEP
• Pre 1987 non-previously taxed AEP
• Hovering deficit and deduction for suspended taxes - § 381(c)(2)(B))

• Schedule J now includes detail on reclassifications in PTEP.
• Schedule J Part II reports information on non-previously taxed E&P subject
to recapture as Subpart F income.
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TCJA REVISIONS – SCHEDULE P – PTEP OF U.S. SHAREHOLDER

• Schedule P tracks PTEP by the nine PTEP categories by § 904 category on a
shareholder by shareholder basis.
• Includes information on reclassifications and distributions and is reported in
functional currency.

• Schedule P must be attached to the return of persons that are not filing due
to the multiple filer exception.
• In addition to the multiple filer statement which was also required before
tax reform.
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