
Failure to file may result in a $10,000 penalty.  Further, non-compliance may result in a loss of foreign tax credits and leaves the Statute
of Limitation on Assessment on the tax return open until the form is filed. This penalty is applied per form and per year. For instance, a
taxpayer that is control of ten foreign corporations and fails to file Form 5471 for three years can be issued thirty $10,000 penalties that
can be increased to $50,000 each. The penalty can be abated for reasonable cause but in recent years this term has been construed very
narrowly. 

Form 5471 is filed with the annual income tax return of the taxpayer, the information required to be filed depends on the type of
taxpayer. In addition to investors owning 10% or more of the foreign corporation, some officers and directors of foreign corporations
are required to file in certain cases. If the taxpayer files an application to extend the filing of the tax return, the filing of Form 5471 is
also extended. For instance, an individual living in the United States that applies for an extension to file their Form 1040 (individual tax
return) will have until October 15 to file Form 5471. 

In the case of Alon Farhy v. the Commissioner of the Internal Revenue Service, the U.S. Tax Court held that the Internal Revenue Service
lacks authority to assess penalties under Section 6038 of the Internal Revenue Code for failure to file Form 5471 because government
Agencies only have the powers given to them by Congress[2] and the Internal Revenue Code does not grant authority to assess this
penalty to the Internal Revenue Service. The Tax Court held that it is possible to collect liability for these penalties through a civil action.
The U.S. Tax Court prevented the Internal Revenue Service from collecting the penalty through levy. 
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In short 

On April 3, the United States Tax Court issued a ruling that holds that the Internal Revenue Service
does not have authority to assess penalties for failure to file Form 5471.[1]

Discussion

Taxpayers are required to file informational returns with respect to international activity, among
others, Form 5471 is an informational return that U.S. taxpayer must file in connection with
investments in Controlled Foreign Corporations. 

Implications for taxpayers

Taxpayers that fail to comply with the obligation to file Form 5471 are still at risk of being subject to penalties but in practice it is more
difficult for the Internal Revenue Service to file a petition before a civil court every time that that a taxpayer fails to comply with this
filing obligation. For those currently dealing with penalties of this type assessed by the Internal Revenue Service, consideration should be
given to challenging the authority of the taxing authorities to assess the penalties.  Taxpayers that have not filed Form 5471 and that
are not under examination have different alternatives to get current and avoid penalties if they did not fail to comply willfully. The ruling
in Alon Farhy v. Comm’r seeks to open a window of opportunity to get current with less risk and taxpayers should avail themselves of
this opportunity. 

It is not clear whether taxpayers have a right to a refund for penalties paid but taxpayers that have been assessed this penalty should file
a Protective Refund claim to maintain the right to pursue a refund suit. Another open question is whether the rational of this case can be
extended to other penalties such as those imposed for failure to file Form 5472.  The ruling of the United States Tax Court can be
appealed and thus, the ruling is not final. 

Prager Metis can help taxpayers with unfiled international informational forms and we can also help taxpayers file Protective Refund
Claims.

 [1] 160 T.C. No. 6 Alon Farhy v. Comm’r, Docket 10647-21L, April 3, 2023. 
 [2] West Virginia v. EPA, 142 S. Ct. 2587, 2609 (2022). 
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