May 13, 2011                                           Exhibit K. 
Just Me
New Zealand
Examiner
Internal Revenue Agent

Phoenix, AZ 85012

Regarding OVDP penalties, potential Opt Out 
Dear Examiner
Well, …… do you hear my sigh again? 

I expect in the next few days or a week, you will put another 906-settlement agreement in my mail for discussion.  I thought before it arrived, I would take time to write another treatise, which I know you love, (not!) but this is the best way for me to organize my thoughts and document on how we are feeling at the moment.
As you know, we have been considering an “Opt Out” trying to asses the possible consequences of making such a decision. You have wisely counseled that I should get professional advice prior to taking such action. I have taken your words to heart. I have now consulted with two attorneys of strong ODVP and FBAR penalty application back ground and litigation expertise.  It really has pained me to pay expensive fees for professional advice on how to deal with the ODVP penalty process, but considering the consequences and the draconian penalty being proposed, I guess it is the prudent thing to do.  Both of these gentlemen have been kind enough to lessen the financial burden with professional discounts primarily because they have some sympathy with our situation. They know the application of the ODVP penalties are harsh, unjustly so for folks like us, and they know we are not deep pocket clients. 
One is Jack Townsend who comes from the Department of Justice Tax Division and in private practice is a widely known and well regarded litigator on tax dispute matters in front of the Federal District Courts and Tax Court. He heads a law firm specializing in tax controversy, litigation and negotiation with the IRS.  He has a closely followed blog that is intended for tax attorneys and law students where he does analysis of recent court decisions related to tax matters.  He also writes for the Department of Justice Alumni Blog. 
The other is Hale Sheppard, who has been involved with Voluntary Disclosures and FBAR matters for many years and has handled 100s of cases.  He has written widely about FBAR and Foreign Account issues.  The most extensive being a 50 page treatise for the Houston Business and Tax Journal in 2006 titled, Evolution of the FBAR: Where We Were, Where We Are, and Why it Matters.  (How I wished I had been exposed to this type of information before, as I am sure I would not be in this situation now!) More recently in the February–March 2009 issue of the Journal of Tax Practice and Procedure he wrote a 10 page document titled Two More Blows to Foreign Account Holders: Tax Count Lacks FBAR Jurisdiction and Bankruptcy Offers No Relief from FBAR Penalties. 
In addition to consulting with these attorneys, I have I been reading extensive sections of the IRM 4.26.16, many current Tax and FBAR analysis pieces on Tax Attorneys blogs, corresponding with American Citizens abroad, an advocacy group for Expat issues, and I have just completed reading a very good analysis of the 2009 ODVP program by the Bureau of National Affairs, Daily Tax Report from September 2010.  I have included a copy of some of these items for your reference.  They are attachments B, C, and D. 
All of this has given me a fairly sobering view of our situation, and I hope it is bringing into focus the risks and rewards of an “Opt Out” decision for us.  I see we are not alone in being treated disproportionately for our so called sins.  The Practitioner community online literature is full of examples and frustrations.
Upon due reflection with a balanced combination of advice of Council(s), would you send me some more information before I consider signing a IRS Form 906-Closing Agreement and accept the ODVP penalties proposed therein?  Additionally at this time, I will be postponing a decision on signing an extension of the statutory limit on the 2004 FBAR.  

To help me finalize my decision I need two things from you.

Firstly, even without the “Opt Out” guidelines you are waiting for, I am hereby requesting consideration under the provisions of the 2009  IRS FAQ number 35, and subsequently confirmed to me in writing by Kevin McCarthy, Acting Director, Fraud/BSA Small Business/Self-Employed Division on April 1, 2010.  See attached letter. (Attachment A)
Secondly, as soon as you receive them, I will need information on the new “Opt Out” guidelines you are expecting.   It is hard, at this stage, to leap off a diving board into a pool of an unknown water depth that might contain unseen obstacles or crocodiles.  I need to assure myself of fairly transparent water and sufficient depth to make the dive a relatively safe one. 

In reference to my first request, we need to know the methodology you would use, and how you would apply the comparison of the 20% penalty in the ODVP to what would be due under “existing statues”.  FAQ 35 unequivocally states and Kevin confirmed in his letter “under no circumstances must a taxpayer pay a penalty greater than what he or she would otherwise be liable for under existing statutes.”  I understand this is now different than what is said in the 2011 FAQ 50, where now it refers to a comparison to a maximum level, but I don’t think that it would be reasonable or fair to change those rules for 2009, especially when we do have this in writing from Kevin McCarthy.  Fair is fair, eh?
So, basically stated, how would the ~$172,000 ODVP penalty compare to those that we would otherwise be liable for under existing statutes?  I am not sure that I know. 
While we wait for that answer from you, we have been pouring over the IRM 4.26.16 in detail to understand what it says about the penalties we are “liable for under the existing statutes,” and what are the guidelines for applying those penalties.  
Application of penalties under “existing statutes,” is provided for in the guidance given to IRS examiners in IRM 4.26.16.4   I do think it is important first to look at these general penalty guidelines which are listed therein.  They set both the tone and the practice for applying penalties.  For your convenience, I listed the applicable paragraphs in the attachment B and underlined the key admonitions.  
Generally speaking:  Auditors are “expected” to exercise discretion.  That is not a “should” or “may”, it is a direct admonition.  It is an expectation!  Penalties are supposed to be taken in context of the failure.  There is supposed to be proportionality where a penalty strictly applied “can greatly exceed an amount that would be appropriate in view of the violation.” There is supposed to be consideration of the desired result “of improving compliance in the future” which can be obtained without penalties.  All of these things are currently lacking in the ODVP program where one size fits all, and there are no de minimus provisions or degrees of failure.  All are sinners, it seems, and deserve damnation.   It is Heaven or Hell.  That may be true for our religious beliefs, but certainly our modern justice systems deals in degrees.   The ODVP penalty is an outlier in this regard.  
Further, there is nothing in the Statues that require full application of all technical penalties.  The Federal courts have consistently held that when Congress uses the word “may”, it means “may”, not “must” or “shall”, so even absent the IRM FBAR policy guidelines, there is discretion that the IRS can exercise.  Additionally, it is obvious that the IRS appreciates the discretionary nature of its authority.  I quote from a IRS Division Council memo providing guidance on the application of civil FBAR penalties (“Guidance Memo”)  “The penalty statute, however, provides for discretion in asserting the penalty.  The purpose for the penalty, and the reason for the flexibility Congress provided in asserting the penalty is to encourage compliance.  There is no requirement to assert a separate FBAR penalty for every possible technical violation encountered and doing so could lead, in some cases, to an absurd result.”
So now, under the ODVP program, with discretion removed, the IRS is getting absurd results, and the tax payer has no way, that he can with confidence know, that reasonable discretion will return outside the program. 

In the mitigation guidelines further on in Attachment 4.26.16-2, I am assuming that you would probably apply a different standard to “non-willfulness” then we would.  From my reading there are all kinds of fine technical and endless legal arguments wrapped up in “willful”, “non willful” and “reasonable cause” issues that frankly I just glaze over and get lost in the legalese trying too understand the different interpretations. They have evolved with changing legislation over the years. It gets confusing for a non attorney as myself, to sort it all out.  But bottom line, I know what I know about fairness, and I have a pretty good feeling for what “common sense” should apply.

Unfortunately, safe to say, I am pretty sure, that the IRS has a very legalistic and bureaucratic hard and fast way of viewing this that is totally out of sync with how normal people live their lives and navigate their knowledge of the world of rules and regulations.  Recognizing that the burden of proof has shifted over the years, (now guilty until proven innocent) we would have to know how an examiner or supervisor would think or exercise the discretion mandate before we can make a determination of an Opt Out or sign an acceptance of a 906 closing agreement. Surely we aren’t expected to decide something that serious without some advance indication of IRS thinking based upon all our correspondence, account documentation and our pleadings over the past 1 and ½ years.  

In spite of those caveats, I want to reemphasize, that even if we differ on willful interpretation, the general guidelines of IRM 4.26.16.4, paragraphs 4, 5 and 6 should still apply. These guidelines are the umbrella covering the penalty application decision that is made under “existing statutes” which I think FAQ 35 allows you to compare to. The expectation of examiner discretion is key here, unless there is another unstated policy or written memo that throws all that “discretion consideration” out the window.  Is the examiner just supposed to proceed blindly towards the “absurd result”? 
I think that, under “existing statues,” we should only be subject to “discretionary” FBAR penalties for the otherwise open years as implied in Kevin’s letter.  The open years for the FBAR penalty is only from 2004 - 2007.  I properly reported FBARs for the tax years 2008 forward, (2008 submission deadline was extended to Oct 15, 2009), so the FBAR penalty could be less because under the umbrella guidelines in IRM 4.26.14.4 , all of these penalties do not need to be assessed using the examiner discretion provisions of the IRM.
Furthermore, if we were to actually “Opt Out”, we would be subject to income tax, interest and penalties for only the past 3 years, not the full six years in the ODVP program.  We would still be liable for 5 years of FBAR penalties, subject to the statute of limitations.  We did not engage in fraud, that is obvious, and the under reporting of income was not substantial in years 2003, 2004, 2005, so the statue of limitations on income tax filings applies.  Additionally, since I properly reported 2009, it seems that only years 2006, 2007, 2008 are in play right now for income tax purposes.  I should get a refund of all taxes and interest already paid for those earlier years 2003, 2004, 2005 where my failures were not substantial.  The net result of all that is that my combined liability (Tax, interest, accuracy penalties and discretionary FBAR penalties) for all years (again, subject to examiner discretion) could be less than the “absurd” ~$172K proposed under the draconian ODVP penalty program.

 

Now, I guess the IRS could try to squeeze more out of us, if they choose to ignore or disavow FAQ 35, and choose not to follow its own IRM and IRS Councils guidance memos.  Jack Townsend, the known tax litigation expert with whom I have consulted, has pointed out to me, that IRS has a practical problem however, because any FBAR penalties that I don't agree with will have to be litigated.  The anecdotal evidence is that the IRS's aggressive FBAR willfulness positions are not being sustained by the courts, even in cases far worse than my Minnow case.  The difficulty of making a FBAR civil penalty case is clearly shown in the recent case of United States v. Williams Civil Action 10. 1:09-cv-437 (E.D. Va., Sept 1, 2010).  
“In this case, the Government has failed to prove a "willful" violation. The Court finds that the Government's case does not adequately account for the difference between failing and willfully failing to disclose an interest in a foreign bank account.”

Jack Townsend writes, “This case illustrates the difficulty the Government will meet in establishing willfulness for the truly draconian FBAR penalty (in its present iteration)” 
You have to ask yourself, is it good use of more government time, effort, and expense to go after a small Minnows like us?  What is to be gained?  We don’t have millions.  We haven’t been deliberating trying to evade or hide income by moving funds into secret Swiss accounts and willfully not reporting those accounts on FBARS.  Is the IRS that determined to take away our retirement savings and disadvantage us now?  After long years of prudent conservative and diligent saving, and after a lifetime of lawful living, do we have to endure such a severe financial reversal at the hands of the IRS?  We have pretty darn simple lives.  We are not the high fliers the IRS was after. 
Additionally, speaking of “willfulness” I have discovered an article written by Daniel L. Gottfried a tax partner at Rogin Nassau LLC in Hartford, Connecticut under the title Proving Willfulness in FBAR Reporting – Checking “No” Ain’t Apropos  which involved a survey of many practitioners.  It shows that checking “no” on a 1040 Schedule B, continues in significant numbers even for people in the ODVP program, which doesn’t make a lot of sense if you are tying to hang your hat on this one box as a ‘willfulness” smoking gun.  Even the courts see this as a stretch.  I have produced the entire article for you.  (See Attachment C)  I encourage you to pass it up the change to your technical advisor and your supervisor.    

 
In discussions with Council, we feel that the most viable and fair way to move forward on the ODVP penalty issue would be to either resolve to a lower number now based upon FAQ 35, or consider the “Opt Out” later, once I have all information requested at the beginning of this letter. 
This whole process has dragged out way too long and too expensive in time and expense.  I would prefer to get this matter settled with you, under the FAQ 35 provisions. The ODVP penalty is just too absurdly large for us not to ask for this consideration.  Failing that, we would have to exercise our right to consider an “Opt Out” later. If you could bring the FBAR penalty down to $40,000, based upon a discretionary 1 FBAR penalty a year for the open years (2004-2007),  I would agree to pay it and  the income tax for all years (2003 forward), with 20% accuracy related penalty and interest.
 

I and my Council believe this would be a fair resolution of the matter, especially in light of IRM 4.26.14.4 policy guide lines, which does apply under existing statues just as Kevin McCarthy said.  Is Kevin really going to insist that you, as an examiner to ignore his written word and ignore discretion?  
Step back a moment, and as we say in the airline business, take the 30,000 foot view.  The IRS has accomplished its objectives.  That is what Congress wanted.  We are now compliant, and are now filing all FBARs.  We are reporting all overseas passive income as required and paying all the double taxation that results, tax treaties aside.  With this offer you would have hit us with a significant penalty, which we still would not like, but could find a way to live with without forever thinking we were treated in grossly unfair manner where there is no justice for the small fry.
As we have maintained from the beginning of this process, and you have acknowledged, this program was not designed for expats and resident aliens like ourselves who were NOT engaged in willful and fraudulent activity to hide money from the IRS by moving funds offshore into secret Bank accounts to evade taxes and intentionally failing to file FBARs.  
To this day, the Justice Department on its website continues to characterize all these current efforts at enforcement as being directed towards “US Tax payers using secret offshore bank accounts.”  You know that isn’t us, so why the IRS can’t find a way to cut us some slack is beyond me.  
The so called IRS ODVP “Fairness Doctrine” isn’t fair at all. It has produced all kinds of technical distortions that has led to disproportionate penalties for unintentional benign or stupid errors.  In real life, there is no one size that fits all when it comes to penalties, or justice. This attempt by the IRS to force that framework on the ODVP is just fraught with peril for the small tax payer.  How can you have a fair program when there is no provision for any de minimus or materiality components?  If you failed to report a $1 or failed to report a $10,000,000, the same penalty applies?   How ridiculous is that?  Even the FBAR penalty guidelines in IRM manual 4.26.14.4 provide for materiality when assessing penalties.  Why in heaven’s name would the IRS design an ODVP penalty system that totally ignores what has been the back bone of FBAR penalty policy application for years?  Does enforcement trumpet fairness?  The Big Fish who was working with tax evasion promoters to deliberately move funds into secret accounts and not report them, for which the program was admittedly designed, the ODVP penalty is probably is a great deal and reasonably fair.  For anyone else, in a de minimus situation, it is seen as a Federally sponsored confiscation scheme.  
If I am fair in my analysis, I must acknowledge that with recent IRS enforcement activities and the active communication in the practitioner community, I am sure FBAR awareness is going up.  However, when people see the disproportionate punishment being levied against “Minnows”  who are now exhibiting the compliance behavior the IRS it is trying to encourage, all antidotal evidence says many are deciding not to participate in the new 2011 offering. At least that is what I read in the practitioner community reports.  Why would they?  They can see how we are being grossly mistreated for doing what is right and lawful.   I would advise them, based upon my experience, to think really long and hard about it.  Maybe there are other alternatives, like increasing numbers show, to just give up their citizenship.  It is really sad that it has come to this. 
All of this is a result of an ODVP penalty process that is really not narrowly targeted for the group it is characterized as being for.  We are now the collateral damage of an ODVP drone program.  It appears that no one in the IRS hierarchy either recognizes it, or if they do, they don’t give a d….  Maybe to them, it is just the cost of catching the BIG Whales, that a few Minnows have to be sacrificed as fertilizer. That is harsh analysis.  I would love to be proved wrong, but evidence is mounting on our side of the analysis, and that is how we are feeling. 

These feelings are being translated into advice. I know some bright and capable people who would be great assets to American society. They think they want to immigrate to America. I have to actively discouraged it if they have even modest assets.  I have pointed out that they have no idea what an incompressible tax maze and trap they are about to enter.   They should reconsider their dream.   Good work guys.  Is this really the marketing outcome you wanted?  You have life time citizens like me, who love their country, and yet have to advise others not to come to America!  This result falls into the unintended consequences column from current IRS enforcement activity.
I know you get tired of hearing me say this.  It is redundant.  I have stated many times. Our failures were more simply stated as benign negligence and lack of awareness of IRS and Treasury rules.  This was not a conscious and active action to hide money from the IRS. We don’t live our lives submersed in the minutia of IRS rules and regulations. I don’t get up every morning, log onto the net, launch Google Chrome browser, and have the IRS web page come up as my home page.  Someday, in the near future, I fear, not doing this will be considered evidence of “willful failure” to keep pace with every new regulation and new policy or admonitions coming forth from Pennsylvania Ave.  That is the world you all live in, but it was not ours.  Immersed in the rules, surrounded by attorneys and technical advisors, I know the IRS finds it hard to conceive that there are people who don’t know they have to pay taxes back to America for their income from all over the world, for all time, and report on some arcane FBAR form every year, but they still don’t! 
The idea that a person is shackled to reporting and paying taxes to the country of their birth and citizenship is unique to America.  It is the only country that does this!  It is such a bizarre and foreign concept that I run into intelligent and professional people all the time that are gob smacked when I point out these facts to them.  Coming from another country, like my wife does, where they have a concept of “tax residency”, (like every other reasonable country in the world, and like states who collect income taxes) the idea of taxation based upon your passport/Green Card regardless of your residency and/or for money that is never expatriated is just a stunning and unnatural concept.  
We painfully now know all about these taxation and FBAR requirements. Prior to this, it didn’t scratch the neurons of our consciousness.  Can I prove that?  Admittedly it is a difficult proposition. What factual evidence do I have for not knowing about something like a FBAR? How do you prove a negative?  How can I put you into our mental frame of reference back then?  It is sad to think that in the world of tax compliance that Congress has enacted, that IRS has to enforce, that we small minnows must all be considered crooks.  That is how it now feels. It is insulting and demeaning to be treated this way in the ODVP penalty phase, and there is nothing that we seem to be able to do about it.  Our voice is not heard in your command structure. We have no power.  We are just the fleas trying to find a way to escape the hammer.  
Up until our first CPA consult ever in our life in Sept of 2009, we never knew that such an animal as a FBAR even existed, let alone a yearly filing requirement with severe penalties for failure.  As we have said before, the CPA who supposedly specialized in offshore tax preparation for expats, didn’t even know about the FBAR requirements, or so he claimed.  In my circle, I have yet to find an expat or resident alien, where the subject of taxation has come up, has known of these FBAR requirements.  I have had to issue warnings to several of them, that if they don’t know, they better  be finding out now, as ridiculous as the whole thing seems to be.   As we know, the BIG dollar launders, such as drug dealers, arms merchants, and terrorist aren’t ever going to bother to file FBARs, but the small guys are going to suffer severely the consequences of the failure to file.  

I think you know, we have tried to do what is right by disclosing our failures in the first place.  Once we became aware of our failures, it seems to us we had no choice but to voluntarily disclose it.  To do otherwise, would have been willful.  To us it demonstrates our good faith intentions.  We filed all the necessary FBARs and voluntarily disclosed that we had tax liabilities.  We were quite sanguine about our requirement to pay the back taxes with interest and even the 20% accuracy penalty, (which is neither here nor there, but I understand Geithner didn’t even have to pay this accuracy penalty for some reason…..humm.  Was that an example of the IRS examiner using their discretionary power?) 
If we had known that filing FBARs was something we should do, we would have complied in a heart beat. We are law abiding citizens, and never ever have had a brush with the law or any authority.  In New Zealand, we are the local police community point person to deal with neighborhood watch, break-ins, juvenile delinquency issues, graffiti removal and volunteer with the local Council to work on park reserves beautification and restoration in our rural community of 45 homes.  We are the model middle class citizens.  We were not trying to hide anything. We were just living pretty normal simple lives until this bombshell hit us.  We don’t have a high life style or have expensive tastes.  We live modestly.  My wife works a few months a year as an ER nurse, and we have some modest ever decreasing interest income to sustain us.  We have been net savers all our life, planning for our retirement to be sure we were not a burden on society.  We weren’t actively moving money from the States to conceal it, and our accounts and banking were open for viewing.   I don’t know how many ways I can convince you or your management that we don’t fit the profile of the Rich cheater the IRS media machine says it was targeting.  So, why do we have to stand in the same firing squad line? Don’t you see the injustice of what is going on here?  I cynically fear, that the IRS upper management does, but doesn’t care.  Please tell me I am wrong. 

I just throw up my hands in despair.  We now seem to be trapped in a process that is grossly inappropriate for financially unsophisticated folks like ourselves.   We have tried very hard to make this case in the many letters of correspondence starting with our Voluntary Disclosure letter, in subsequent pleading directly to Commissioner Shulman, letters to our legislators, and in correspondence to you during the audit process.  Now, here we are again today.    However, in spite of all of this pleading, there doesn’t seem to be any flexibility or accommodation for our voice to be heard for reasons we just can not comprehend.  We feel frustrated and victimized by this ODVP process which has, from our perspective and no fault of yours, run a-muck.
It is not just us, who think this, but so do a lot of tax practitioners around the country.  In your heart of hearts, probably many of you poor examiners recognize it also.  We are all trapped! You too!   I have already mentioned the attachment D, the assessment of the entire 2009 ODVP process one year later.  It comes with analysis and recommendations for change.  It was produced in Mark E. Matthews and Scott D. Michel in the Daily Tax Report, 181 DTR J-1, 09/21/2010.   It is very good, and a fair representation of where we are now.  Maybe you or your management have seen it.   It should be required reading by all auditors and supervisors and managers in the IRS who are actively involved in this ODVP process.  Please don’t just file this away in my folder somewhere, never to see the light of day. Make copies, and give it to your supervisor and technical advisors.  If they haven’t seen or read it, they should. Take a copy home for bedtime reading. You need to understand how the ODVP is viewed in the practitioner community who should be the IRS best allies. 
As we have stated many times in the past, we do not blame you personally for how this whole process has bogged down and how over the top the penalty application has become.  We think you have done probably as much you can do to be tolerant and empathetic to our situation.  I appreciate the civil nature and honest assessment you have provided to date.  I appreciate that you have read all my correspondence, even though I know you would rather not have to do so.  You are most definitely hamstrung by the guidelines and the bureaucracy you work within.  We thank you for your patience and compassion, but do request that you run our letter and accompanying attachments back up the ladder of your supervisors and/or technical advisors yet again. 

Considering what we have now paid funds in aggregate amounts for years 2003-2008 (actually overpaid) to cover all past due taxes, interest and accuracy penalties; considering the countless hours of time, and effort we have put into this process; considering the anxiety and stress we have experienced through out the entire year and ½ process; we feel we have been penalized enough for what was simple benign failures which stemmed lack of knowledge of a FBAR requirement. Failure to file FBARs was not a willful activity of a crook or cheat trying to hide our accounts.  If we were, we would have never chosen New Zealand or Australia for our meager funds!  

Now, adding an additional $172,000 ODVP penalty on us for these simple filing and reporting errors of less than $20K of tax liability over 6 years, is just so over the top that it is so very hard to accept it.   Adding the value of our house onto the highest aggregate total for assessing the ODVP penalty for an asset that isn’t even required to be reported in the FBAR in the first place is a stretch beyond belief.  Frankly, it just stuns us, as it does the entire tax practitioner community. These ODVP penalties are grossly out of proportion to our failures.  In our opinion, and with a lot of justification from the IRS own policy guidelines, we think the proposed penalty does not meet the IRM FBAR penalty standards set forth in 4.26.14.4  in either letter or spirit.  
Simply stated, the ODVP penalty, for small Minnows as ourselves, is just plainly confiscatory in practice, punitive in application and not positively corrective in its compliance objective.  It is just another unreasonable assault on the middle class and feels like officially sanctioned theft. 
With this letter, we are asking for more consideration and information before we can make a final decision on any forth coming form 906-Settlement Agreement.  It is hard to settle without more information on our 2009 FAQ 35 request, and more information on the still to be issued “Opt Out” procedures. We will need a clear understanding of what role “examiner discretion” will play.  We also request one more review and run up your administrative hierarchy.
We will continue, in real terms, to voluntarily provide what ever additional information you may request on past income and taxes, (we have already over paid what is due in penalties and interest), and going forward, we will continue to cooperate with the standard civil audit process (if that is the final decision we come to) in an open and honest manner.  I don’t know what else a standard civil audit outside the ODVP process would want, as you already have everything but my blood type.  But, I think I can get that done at Walgreens, if you require. (
In summary, I must point out that we have been compliant since Oct 15, 2009 and continue to be so.  We have met the IRS goal, as stated in IRM 4.24.16.4 paragraph 4 which wants to achieve the desired result of improving compliance in the future …. Why can’t the IRS say “Mission Accomplished” and move on to the really “Big Fish” where the really BIG dollars are?  Spend your time, energy, money and resources there, and not on us. 
In our original VD letter, we expressed concern that we would end up “being ground up as fertilizer in a giant processing plant.”  I hoped then, that my words were hyperbolic, and reason would prevail.  Sadly, as we come to the end of this process, unless there is an off ramp on the ODVP conveyor that provides some discretion for a penalty that isn’t in the absurd category, my words are being proved correct.  With the inclusion of our house value into the calculation of the ODVP penalty, the results are even worse than I thought then.  Here we are now, faced with a $172K penalty as the IRS tries to extract the very last drop of fish oil from our Minnow carcass before we are tossed into the fertilizer pile.  Is this what Congress intended?  I can not believe that it did. 
Thank you

Respectfully yours,
Just Me
Aka Minnow                                                            
Attachments:

 
A.  Letter from Kevin McCarthy

            B.  IRM 4.26.16.4  (07-01-2008) FBAR Penalties

            C.  Proving Willfulness in FBAR Reporting – Checking “No” Ain’t Apropos

            D.  Daily Tax Report, 181 DTR J-1, 09/21/2010.


Attachment B

IRM 4.26.16.4  (07-01-2008)
FBAR Penalties
4.  Penalties should be asserted only to promote compliance with the FBAR reporting and recordkeeping requirements. In exercising their discretion, examiners should consider whether the issuance of a warning letter and the securing of delinquent FBARs, rather than the assertion of a penalty, will achieve the desired result of improving compliance in the future.
5. FBAR civil penalties have varying upper limits, but no floor. The examiner has discretion in determining the amount of the penalty, if any. Examiner discretion is necessary because the total amount of penalties that can be applied under the statute can greatly exceed an amount that would be appropriate in view of the violation.
6. Examiners are expected to exercise discretion, taking into account the facts and circumstances of each case, in determining whether penalties should be asserted and the total amount of penalties to be asserted. Because FBAR penalties do not have a set amount, IRS has developed penalty mitigation guidelines to assist examiners in the exercise of their discretion in applying these penalties. The mitigation guidelines are only intended as an aid for the examiner in determining an appropriate penalty amount. The examiner must still consider whether a warning letter or a penalty amount that is less than what would be called for under the mitigation guidelines would be more appropriate given the facts and circumstances of a particular case

Attachment C
Source: http://www.roginlaw.com/survey.asp

	Proving Willfulness in FBAR Reporting – Checking “No” Ain’t Apropos

 

Daniel L. Gottfried

 

September 20, 1010

 

Once ignored, but now the focus of headlines across the spectrum of tax publications, Form TD F 90-22.1, the Report of Foreign Bank and Financial Accounts (FBAR) is used by U.S. persons to report a financial interest in or signature authority over certain foreign financial accounts.  In 2003, the Internal Revenue Service was delegated FBAR enforcement authority in an attempt to improve abysmal FBAR compliance rates, estimated for 2001 to be less than 20 percent.[1]  

 

The information provided on the FBAR is required to be disclosed under the Bank Secrecy Act.  The Bank Secrecy Act is essentially a criminal statute which has been used by government authorities to apprehend and prosecute money launderers, drug dealers and terrorists, in addition to those who purposefully evade taxes.[2] 

 

Considering the seriousness of the criminal activities which the Bank Secrecy Act aims to address, it is not surprising that violations in FBAR reporting can carry steep penalties – the steepest of which are reserved for “willful” violations.[3]  In this context, willfulness means that the U.S. person actually knew of his or her FBAR obligations but intentionally failed to fulfill those obligations.[4]

 

Generally, a taxpayer is only given notice of possible FBAR reporting obligations on a single line of the income tax return, which inquires: “At any time during [the tax year], did you have an interest in or a signature or other authority over a financial account in a foreign country, such as a bank account, securities account, or other financial account?”[5]  The Service takes the position that checking “no” to this question when the taxpayer in fact should have filed an FBAR, is evidence of willfulness, which in turn, warrants increased penalty assessments for FBAR violations.[6] 

 

The Service seems to believe that checking “no” is the smoking gun that can be used to prove that a taxpayer should have known about the FBAR.  With this lens, virtually any failure in FBAR reporting can be viewed as willful.  Given the severe consequences associated with a willful FBAR violation, if the government is to legitimately maintain a presumption that checking “no” establishes willfulness, then that presumption should at least reflect the realities of return preparation practice.

 

Perhaps nothing is more illustrative of the realities of industry practice than the experience and observations of the tax attorneys whose clients have participated in the Service’s recent offshore voluntary disclosure initiative.  Under the terms of this initiative, which ended on October 15, 2009, participants must file amended income tax returns for the past six years, pay back-taxes, interest and penalties for those years, and generally pay a hefty “miscellaneous” penalty equal to 20% of the highest account value during the six year look back period.

 

The experience of tax practitioners who have navigated their clients through the mire of the program sheds light upon two important realities of return preparation that are disregarded by the Service’s checking “no” presumption.  First, a general observation made early on by the author and colleagues in other firms around the country is that while some of the program’s participants had purposefully engaged in tax evasion, at least as many were innocent of “willful” noncompliance.  These were immigrants or persons with international ties who had financial interests outside the U.S., and who were not aware of the proper way to report those interests.  Of course, ignorance is not a defense to tax underpayments and certain penalties. However, ignorance can be a defense to any penalties that are based on a showing of willfulness, because the definition of “willfulness” presupposes that the person knew of their legal obligation and chose not to fulfill it.[7]

 

A second and perhaps more singular observation is that as program participants have been coming clean and filing amended returns to correct unreported foreign income, it is being observed that many return preparers are still continuing to check “no” to the existence of a foreign account.  This is even more striking considering that these return preparers were aware of the existence of the foreign accounts and the only reason for preparing the amended returns was to report the income from the foreign accounts.

 

In order to quantify the prevalence of this occurrence, in July of 2010, we conducted a survey of tax attorneys who regularly assist clients with offshore tax compliance matters.  (The survey questions and answers are shown below.)  There were twenty-eight respondents to the survey, all of whom were members of the American Bar Association and attorneys in good standing with their state bar associations.  A full 60% of the respondents represent twenty-six or more clients that have made voluntary disclosures of unreported foreign assets.  In fact, 21% of the respondents represent more than 100 such clients.

 

The survey showed that 43% of respondents believed that at least half of the amended returns that were prepared to report a previously unreported foreign account checked “no” to the question asking whether the taxpayer had a foreign account, even though the return preparer was specifically advised that the purpose of preparing the amended return was to disclose the existence of previously unreported income from foreign accounts.  More staggering, a full 86% of respondents found that this question was answered incorrectly even when the same tax return preparer was the person preparing past-due FBARs for the taxpayer.

 

While there is no universal answer as to why this is occurring, many return preparers are explaining that their tax return preparation software automatically checks “no” to this question, and many others are explaining that missing this question was simply an oversight.  Regardless of the specific reason in a particular case, the fact remains that checking “no” is hardly evidence of intentional wrongdoing in any of these cases. 

 

Again, these amended returns are being filed in the context of a voluntary disclosure program in which the taxpayer is generally admitting to unreported foreign income and FBAR noncompliance with full knowledge and participation of the IRS. Nevertheless, in a significant portion of cases, the taxpayers would still check “no”, if not for the intervention of a careful lawyer who is reviewing the amended returns with this issue in mind.

 

One survey respondent commented: “In some cases the tax preparer reported foreign bank account one year and not on others.”  Another commented that many return preparers “did not even know what [an FBAR] was before we brought it to their attention [and many] knew their client had foreign accounts, but only thought to bring in the income, not file FBARs.” 

 

This experience illustrates that checking “no” cannot be universally cited as evidence of intentional wrongdoing.  Foreign tax reporting is a complex web of overlapping rules, and compliance is no easy task.  A large number of taxpayers with foreign tax compliance problems are not purposeful tax evaders, but are merely unaware of these complex rules.  This also applies to a large number of tax advisors and tax return preparers, who may be well-versed in domestic tax rules but not as familiar with international tax compliance issues.  Therefore, sweeping the innocent (albeit, perhaps ignorant) subset into the same box that holds the real tax evaders is not sound tax policy.  In the words of one survey respondent, “the indiscriminate assertion of penalties is not only expensive for both taxpayers and the Service, but it also undermines confidence in the IRS and the fairness of the tax system in general.”  So long as our country operates based on a system of voluntary tax reporting, the taxpaying community needs to have faith that innocent mistakes will be dealt with fairly and reasonably.  Hopefully the insights gained from this survey will help to illustrate that a system with complex rules needs a carefully reasoned, case-by-case, approach to resolving problems that arise.

 

The most concise summary comes from a survey respondent who stated:  “There is no conclusion that can be drawn about client intent from the ‘No’ box being checked on Schedule B.…”

 

 

Offshore Voluntary Disclosure Practitioner Survey Report

 

Question One:  How many clients do you represent that have made voluntary disclosures of unreported foreign assets?

 

More than 100

6

21%

26 - 100

11

39%

11 - 25

8

29%

1 - 10

3

11%

 

28

100%

 

 

Question Two:  In offshore voluntary disclosure cases where a taxpayer is filing amended income tax returns to report income from a previously unreported foreign account approximately what percentage of such amended returns are initially prepared by the tax return preparer by checking "no" to the question asking whether a taxpayer has a foreign account on Part III to Schedule B of Form 1040 even though the preparer has been specifically told that the purpose of filing the amended return is to disclose the existence of previously unreported income from foreign accounts?

 

Less than 25%

11

39%

25% - 50%

5

18%

50% - 75%

7

25%

75% - 90%

3

11%

90% or More

2

7%

 

28

100%

 

 

Question Three:  Do you find that tax return preparers incorrectly complete Part III to Schedule B of Form 1040 even though the very same tax return preparer is preparing an FBAR for that taxpayer?

 

No

4

14%

Yes

24

86%

 

28

100%

 

 

Question Four:  In cases where the preparer incorrectly answered the question on the amended Part III to Schedule B of Form 1040 how did the preparer explain the error when it was pointed out to him/her?

 

The tax return preparation software automatically checks “no” to this question

20

71%

They are unaware of the proper reporting method for foreign accounts

3

11%

They do not consider the question material because it does not impact the tax liability

0

0%

It was an oversight

16

57%

Not sure

3

11%

Other

2

7%

 

44

157%*

 

 

 

*The total amount exceeds 100% because respondents were not limited to a single answer

 

 

Daniel L. Gottfried is a tax partner at Rogin Nassau LLC in Hartford, Connecticut. The views expressed in this article are those of the author only, and do not necessarily reflect the views of Rogin Nassau LLC or its clients.  I would like to thank David J. Buckley for his assistance in the preparation of this article and Dennis Brager for his insightful comments.  Any errors or omissions are solely the author’s responsibility.

 

Readers are invited to participate in the survey discussed in this article.  Pleaseclick on this link to participate in the survey.

 



[1] U.S. Treasury Department, “Report to Congress in Accordance with § 361(b) of the USA Patriot Act” (April 26, 2002).

[2] E.g., John K. Villa, “Banking Crimes: Fraud, Money Laundering, and Embezzlement” (Thompson/Reuters West 2009).  

[3] 31 U.S.C. § 5321.

[4] E.g., I.R.M. § 4.26.16.4.5.3.

[5] Line 7a, Schedule B to Form 1040.  See also Line 10, Schedule B to Form 1065.

[6] I.R.M. § 4.26.16.4.5.3(8)(a).

[7] The IRS may take the position that willfulness may be attributed to a person who intentionally avoids learning about FBAR requirements.  See IRM 4.26.16.5.3(6).

 

 


Attachment D

United States: IRS’s Voluntary Disclosure Program for Offshore Accounts: A Critical Assessment After One Year - Part 1

Source: http://www.morganlewis.com/pubs/TaxReport_OffshoreAccounts_21sept10.pdf
Article by Mark E. Matthews and Scott D. Michel

Reproduced with permission from Daily Tax Report, 181 DTR J-1, 09/21/2010.
 (My Notes: Somewhat dated now but a pretty darn good assessment.)

Exactly one year ago, the tax world watched as the Internal Revenue Service conducted what may have been the most extraordinarily successful tax compliance feat in American history.

Earlier that year, senior prosecutors in the Tax Division of the Department of Justice, working with IRS, breached the generations-old wall of bank secrecy in Switzerland, sending a clear signal to Americans with undeclared foreign accounts that they are at serious risk of their previously sacrosanct bank account records being turned over to U.S. authorities.

The enforcement initiative was successful on multiple fronts:

· Federal prosecutors obtained indictments of and guilty pleas from account holders at UBS and charged Swiss lawyers, financial advisers, and other third parties with assisting U.S. taxpayers in tax evasion.
· The DOJ's Tax Division and the U.S. Attorney's Office for the Southern District of Florida reached an unprecedented deferred prosecution agreement with UBS that entailed the abrupt disclosure of more than 250 account holders' identities and account information, and reforms in the banking practices of one of the world's largest financial institutions.

· The DOJ and IRS persuaded the Swiss government to relax its long-standing barriers to treaty-based disclosures and to expand the types of cases in which the Swiss authorities would authorize the release of bank information.

· Capitalizing on the revenue needs and tax noncompliance in other countries, the U.S. government appears to have inspired (or is likely actively working with) other foreign governments to move against other worldwide financial institutions that are holding unreported assets.

· While not a matter of public record, we suspect that IRS's new Whistleblower Office has attracted tips and informants from around the world, including lists of names provided by private bankers or information technology personnel who saw an opportunity to claim a hefty reward.

· Buoyed by these recent successes and motivated by the near certainty that many more Americans have undeclared accounts in foreign financial institutions, the U.S. Congress passed, and President Obama signed this past March, the Foreign Account Tax Compliance Act (FATCA), which is likely to revolutionize the concept of ''information exchange'' where foreign bank accounts are at issue.

At the same time last year, IRS's Criminal Investigation Division, working with senior IRS management, developed a settlement initiative to encourage Americans with undeclared foreign accounts to come forward to make voluntary disclosures, and to agree in most instances to pay back taxes and interest for six years and a civil monetary penalty that, generally, would be capped at 20 percent of the highest balance of their foreign accounts over that period.

There were a few early bumps in the road in the program, which we will term the Offshore Voluntary Disclosure Initiative (ODVP). Just weeks after the ODVP was announced on March 23, 2009, however, CID had:  We did not become aware of it until Sept of 2009 while visiting the States

· created an efficient process that reduced the amount of agent (and practitioner) time needed to process each case;

· obtained for IRS useful, if not essential, data on the promoters and instrumentalities of offshore-based tax evasion and other noncompliance; and

· enabled tax practitioners nationwide to spell out for clients, and potential clients, the benefits of entering the program.

When the ODVP ended on Oct. 15, 2009, some 14,700 U.S. taxpayers had come forward to tell IRS about their secret foreign accounts. In doing so, they named their bankers and other advisers; agreed to pay tax, interest, and penalties; and also committed to bring, undoubtedly, billions of dollars in assets that could be taxed in the future back into the tax system.1

CID's initiative artfully aligned the interests of IRS, taxpayers, and practitioners in encouraging compliance in an efficient and effective manner, and by any measure, CID's achievement ranks in the upper tier of tax compliance successes ever implemented. Before you pat yourself on your back, read on.

A year later, the mood in the tax community concerning the ODVP has soured somewhat as a result of how the ODVP cases are being handled in their civil phases, and the offshore enforcement program has lost momentum, just at the moment when IRS had maximum opportunity to exploit and expand its early success.

IRS should be processing yet thousands of new voluntary disclosures of accounts beyond Switzerland, motivated by the impressive criminal enforcement actions by the United States and other governments and the enactment of FATCA.

Instead, seasoned civil IRS revenue agents have been diverted from more productive tax compliance activities into minutiae and even trivial issues.

Private practitioners, who for all practical purposes had ''sold'' the ODVP to vast numbers of clients, are now warning new clients of the hazards of the ongoing civil audit process.

This situation can be rectified with quick action by IRS, and as tax practitioners and payers, we hope IRS changes course.  ( Fat chance of that!)

Some Seeing 'Bait and Switch'

We believe the momentum generated by CID first foundered during the new audit or review phase implemented for ODVP cases.

To be sure, some approaches IRS has adopted are commendable, expeditious, and sensible mechanisms for the processing of these cases. This is particularly so as to sham entities created by taxpayers to hold foreign accounts and avoid withholding on U.S. investments, and as to passive foreign investment companies, or PFICs.

In other areas, beginning with delays in the assignment of cases to agents and meaningless administrative requests, and now, particularly, with regard to civil penalties, the service has taken steps that are discouraging practitioners and that represent to some a ''bait and switch'' with regard to the program.

Ethically obligated to advise clients of their various options to deal with a previously undeclared account, many practitioners find that when they explain what is happening to participants in the ODVP, particularly in the penalty context, recent potential clients are opting not to come forward, with many walking out of law and accounting offices to mull over their other options. Even field level IRS revenue agents and their managers—doing their best to process the thousands of ongoing audits in a professional manner—are expressing frustration to tax practitioners over what has happened to the program.

It is not too far off to say that in transitioning these cases to the civil side, IRS may be snatching defeat from the stunning set of resultsobtained last year, potentially burdening IRS for a generation to come with a sense of uncertainty, if not distrust, from the community of tax practitioners who operate as the initial gatekeepers to clients that are seeking a way out of a tough situation.

More important, if the situation is not remedied, the service may do lasting damage to an important component of its tax compliance function, the decades old voluntary disclosure policy (VDP).

In the program's current posture, IRS has neither the capacity to leverage that victory to thousands of additional taxpayers and the private sector has little enthusiasm to assist in that effort. This 180-degree reversal in less than a year strikes us as a regrettable turn of events.

The purpose of this article is to attempt to catalog in one place the perspective from the private sector on this ongoing program. We recognize the incredible demands on the time and attention of all IRS personnel, from senior officials to the line agents and their managers, as well as the utmost good faith it takes to operate an effective compliance program. But we hope this summary perspective from the taxpayer side will cause a reassessment of some of the current procedures, especially if IRS hopes to fully exploit its historic enforcement victory.

ODVP—Context and Early Implementation

For decades, IRS has recognized that it is vital to tax compliance policy to have a mechanism where taxpayers who have sinned, but who have not yet been caught, can come back into compliance without fear of criminal prosecution. Among the many reasons for such a policy is the indisputable fact that IRS does not have the resources to catch every noncompliant taxpayer, and that it is far more efficient to encourage people to come forward on their own than to try to detect and pursue everyone who has cheated on their taxes.

Indeed, an effective VDP is particularly apt for the current international enforcement environment, especially given the rapt attention paid by the popular financial media. IRS can capitalize on and reap broad benefits from recent enforcement victories without having to conduct the time- and resource-intensive international investigations that would otherwise be required to bring most taxpayers into compliance.

Thus, in various iterations, IRS has had a VDP in place since the middle of the last century. In a nutshell, the policy has provided that IRS will not recommend criminal prosecution for any person who:

· comes forward before IRS is aware of his or her noncompliance;

· makes a truthful and complete disclosure;

· pays, or makes good faith arrangements to pay, all liabilities; and

· cooperates with any ensuing audit.

Until the ODVP, we and our colleagues routinely advised our clients of this policy, and of their options to come forward. With such a policy, IRS provides a vehicle to bring wrongdoers efficiently back into the tax system. Most states, and many other countries, have similar programs. It is ''black letter'' tax compliance policy that having such a mechanism in place is an important component of fostering voluntary compliance.

In the foreign account area (where detection and enforcement is particularly challenging), IRS has had some false starts in its multidecade effort to crack offshore secrecy. In the 1980s and 1990s, the service appeared to make enforcement in this area a priority. IRS obtained information from key private bankers about the Cayman Islands and other offshore havens, issued summonses to credit card processors, and implemented two programs, the Offshore Voluntary Compliance Initiative and the so-called Last Chance Compliance Initiative, to encourage Americans to come forward and disclose their foreign accounts.

These programs were only marginally successful in bringing in U.S. taxpayers, largely because they were not accompanied by vigorous enforcement. The whole concept of voluntary disclosure is the classic ''velvet glove/iron fist'' strategy—without the iron fist, the velvet glove is not terribly welcoming.

What happened last year was different, largely because the Justice Department and CID moved with great effect, and a lot of publicity, to exploit enforcement opportunities and open up Swiss bank vaults to the inspection of U.S. tax authorities for the first time. This extraordinary set of events enabled IRS to implement the ODVP on March 23, 2009, and to encourage Americans to come forward.

The program had a rocky beginning. CID offices around the country adopted different procedures. Some offices at first insisted on interviewing every taxpayer coming forward. CID offices were inconsistent in offering to ''pre-clear'' a taxpayer, meaning that before the taxpayer provided information, CID would check to see if his or her disclosure would be considered timely. CID personnel developed a list of 35 questions, many of them irrelevant to VDP criteria, that all participants were initially required to answer. As interested clients began to flood CID offices, particularly in major urban centers, there was a risk that the ODVP would bog down and, like its predecessor initiatives, fail.

But once CID effectively assessed the taxpayers coming forward and gauged the resource drain of its procedures, it turned on a dime and implemented a nationwide, uniform process that was largely consistent with the historical VDP, that was easy for practitioners to explain to the clients, and that made far more efficient use of CID resources.

In brief, CID offices were authorized to conduct pre-clearances to assure nervous taxpayers that their disclosures would not be bounced because a name had already been turned over, and then to accept voluntary disclosures on a short form ''intake letter,'' signed under penalties of perjury, that provided the information for CID to determine whether the case met the contours of the VDP and to build a substantial data set to help target future criminal enforcement efforts.

The system worked well. Most of the taxpayers who came forward would likely never have been caught by IRS, even though many of them unquestionably committed serious and intentional criminal tax offenses by deliberately using offshore financial accounts to hide unreported income—some for decades. Moreover, even if they had been nabbed in an audit or investigation, many of these taxpayers would never have been prosecuted. Many were elderly, others had inherited accounts they had barely touched with funds never earned in or transferred to the United States, and some came from families with extraordinary personal circumstances—the Holocaust or the Iranian Revolution, for example—that would have presented obstacles to even the most effective federal prosecutor in persuading a jury that criminal conduct had occurred.

But Americans from all over the world came forward in droves. In doing so, they named their bankers, lawyers, and financial advisers, which provided IRS with reams of leads for future investigations, treaty requests, and other enforcement initiatives. Clients felt relieved to have solved their problems, many having lingered for generations before doing so—often afraid that coming forward would imperil other family members. For tax practitioners the practice was gratifying: We were helping our clients solve a problem that had kept them up at night, or, they feared, that would burden their children after their deaths.

If there was ever a convergence of interests among IRS, the tax practitioner community, and, candidly, thousands of noncompliant taxpayers, this was it.

The ODVP Moves to the Civil Phase

Once a taxpayer cleared through the Criminal Investigation Division, under the ODVP the case would then be referred for civil examination.This is where the ODVP, in our view, has broken down to some extent. To understand this, one must appreciate how voluntary disclosures have been treated in a civil context previously.

Until the ODVP, taxpayers rarely paid any penalties in connection with voluntary disclosures on offshore accounts. Indeed, most taxpayers, relying on the advice of skilled tax professionals, many of whom have decades of prior experience in the Justice Department or IRS, simply filed amended returns and paid the tax and interest. They were never audited. No penalties were ever asserted.

And for those who came forward with ''noisy'' disclosures, in which an audit was more likely, the Examination Division recognized that treating such taxpayers with a degree of fairness and proportionality was important to the overall VDP. After all, what lawyers and accountants would strongly recommend coming forward to clients when, in a prior case, a client had been hit with disproportionate or even maximum penalties?

To be sure, Congress gave IRS the leeway to extract extraordinary penalties for failing to report foreign accounts, and we understand the importance for IRS to respond to that grant of authority and use it.

Beginning in 2004, willful failure to file the Report of Foreign Bank and Financial Accounts (FBAR) became subject to a penalty of as much as 50 percent of the account balance, per year. So a multiyear willful failure to file could result in a confiscation of an entire account and then some. Additional penalties exist, of course, for fraudulently underreporting one's income (75 percent of the tax), and for willful failure to file other special forms and schedules associated with maintaining interests in foreign trusts, corporations, or partnerships, or with the receipt of foreign-source gifts or bequests. But in the past, presumably recognizing the importance of a bona fide VDP, IRS has been more active in imposing these penalties in routine audits or investigations than in voluntary disclosure cases (although in our experience, even the assertion of such penalties in audits have been quite rare).

Notwithstanding the general paucity of penalty assessments in the past, in implementing the ODVP, IRS offered what appeared to be a deal that could not be ignored. Given the possibility of multiyear FBAR penalties, taxpayers would face a capped penalty of no more than 20 percent of their account value at its highest balance in the last six years. IRS also offered a narrow safe harbor for a 5 percent penalty, essentially for cases of inherited or gifted accounts, with tax paid (or non-U.S. source) funds, and where the recipient had not used the money.

We should acknowledge that we thought at the time that these provisions would be too punitive in some cases (and the 5 percent safe harbor far too narrow), and we still believe that IRS would have brought in twice as many persons with a more lenient framework, or at least a program that explicitly allowed a consideration of reduced penalties in a wider variety of cases.  (AMEN)

Having said that, we fully appreciate that from IRS's perspective, some form of punitive sanction was essential, if for no reason other than to reinforce a sense of fairness to the general public that these taxpayers were getting more than a slap on the wrist. (This is especially the case because the media image of these taxpayers emphasizes the most extreme examples of willful evasion.) In this regard, IRS likely viewed the penalty framework as a reasonable compromise designed not to offend the senses of the general public while still making a tempting invitation to those persons with undisclosed accounts. IRS surely views the fact that thousands still came forward as proof that judgment was correct, and it is hard to quarrel with that judgment.   (It is only hard to quarrel with it, if you don't have any stats as to the type of tax failures were being brought forward.  How many were true fraudulent activity in secret accounts versus how many were more benign failures by Expat and resident aliens?)

As to how participants in the ODVP viewed the terms of the program, that often depended as much on their overall net worth and their psychological makeup as anything else. For persons whose undeclared foreign accounts represented a small portion of their overall wealth, the program's benefits were obvious—the 20 percent penalty did not exact much of a cost at all. (Boy is that true) For others, whose offshore assets comprised most of their net worth, the financial sanction is much more painful, especially given the overall decline in portfolio values since 2007 and the imposition of the 20 percent penalty on the highest balance in the past six years. (It is GROSS)

Many who came forward had emotional issues in addressing situations set up by their parents or grandparents; others found it a welcome development—just the push they needed.

In all events, for many, the combination of ''peace'' on the criminal front and a cap on the financial sanction was a deal too good to pass up, and far more beneficial than a strategy of hiding and hoping that IRS would never discover their accounts.  (Questionable assertion and it all depends on the definition of "many".)

Clarification on Civil Penalties

As with any federal tax issue, of course, there were clarifications and fine print to handle. So IRS issued a series of ''Frequently Asked Questions'' (concededly at the request of the practitioner community) to address various nuances of the program. There are considerable issues raised by these FAQs, but with regard to the civil examination function and the civil penalty framework, practitioners focused on at least three.

First, quite appropriately, IRS said that if anyone had failed to file an FBAR for a foreign account as to which there had been no taxable income, or as to which income had been reported, no penalty would be assessed (FAQ 9). This seemed utterly fair, especially given the various types of ''signature authority'' relationships given to family members, business associates, and others, which should not warrant the imposition of monetary sanctions, and given the relative ignorance regarding the FBAR in the taxpaying public until 2008.  (I  can accept that assertion of fair, although it implies that everyone should know that US citizens or tax persons unlike any other country in the world has to report income from any where in the world regardless of where they are residing and regardless of their tax residency status in any other county.  That is not the case!  The universal taxation theory or application by the US government is akin to serfdom, where you can not shed your birth lottery condition without giving up your citizenship or shedding your shackles.  That is just stunning when you think about it.)

Second, for those clients who felt like they had a reasonable explanation for failing to report their foreign account, FAQ 35 stated:

Q35. Will examiners have any discretion to settle cases? For example, if a penalty for failing to file a Form 5471 for 6 years is $10,000 per year, will that be compared to 20 percent of the corporation's asset value? Would the lesser amount apply?

A35. Voluntary disclosure examiners do not have discretion to settle cases for amounts less than what is properly due and owing. These examiners will compare the 20 percent offshore penalty to the total penalties that would otherwise apply to a particular taxpayer. Under no circumstances will a taxpayer be required to pay a penalty greater than what he would otherwise be liable for under existing statutes. If the taxpayer disagrees with the IRS's determination, as set forth in the closing agreement, the taxpayer may request that the case be referred for a standard examination of all relevant years and issues. At the conclusion of this examination, all applicable penalties, including information return penalties and FBAR penalties, will be imposed. If, after the standard examination is concluded the case is closed unagreed, the taxpayer will have recourse to Appeals.

Practitioners read this as saying, in essence, if a client has legitimate reasons why a penalty should not be imposed, those reasons will be evaluated and penalties would be fairly applied.   Yea, of course they did, and rightfully so.  That is what in fact it said

Third, the FAQs dealt with the failure to report entity accounts. This was somewhat surprising to practitioners, because the rules on FBAR reporting for entities have been confusing for years, and none of us could recall a penalty examination, much less a penalty imposed, in such cases. However, the FAQs provided that where there was any income tax noncompliance arising in an unreported foreign entity or as to an undisclosed foreign asset, the value of that entity or asset would be included in the penalty calculation (FAQ 20). I totally missed the implications of that one related to our house.  Practitioners took comfort, however, in the guidance in FAQ 35 assuring that under no circumstances would a taxpayer have to pay more under the program than the Internal Revenue Code would authorize.

Tax practitioners interpreted this combined guidance as creating a mechanism for the processing of reasonable cause arguments, especially in cases of little or no unreported income, or in cases of nonwillful tax noncompliance, such as the omission of income from a controlled foreign corporation known to the taxpayer's return preparer. Most of us told our clients that while it would be a waste of time to ask for lenience in a case of willful noncompliance, we believed IRS would listen to practitioners whose clients had unusual circumstances or even reasonable cause arguments, and, as they had been for decades in the processing of voluntary disclosures, have some appreciation that not all taxpayers with undeclared accounts were crooks.    But to Shulman and McDougal, everyone is a crook I guess.  What a sorry view of the world they must have.

So with FAQs in hand, and our prior experience as a guidepost, we waited for the cases to process through CID and be assigned to revenue agents. And when this started to happen (somewhat belatedly), A very long delay in our case.  We did not hear from the auditor until July of 2010 and still have not come to a final resolution as of May 2011.  the ODVP quickly changed from a smooth, efficient mechanism that was attractive to thousands of taxpayers to an audit process that has bogged down in delay, technicalities, unexplainable bureaucratic demands, and ultimately, the appearance that IRS is not prepared to consider mitigating circumstances of any kind to avoid imposition of the 20 percent asset-based penalty.   Sadly and accurately true.

And this story has just begun. With the hundreds of clients in our firms' combined practices who have participated in the ODVP, we have signed exactly five closing agreements. On current timelines, IRS will be spending thousands of agent hours on the original 15,000 cases from 2009 well into 2011, if not beyond.  As shown by our continuing back and forth with our auditor as of May 13.

Implementation of the Civil Function

An initial group of cases passing to the civil side were assigned, apparently randomly, to well-meaning agents for a full and complete audit. To us, this appeared to be a waste of resources. Most of the taxpayers who entered the ODVP did so under the advice of competent tax professionals who knew that filing inaccurate returns in the middle of a voluntary disclosure was, in short, the surest way for their clients to go to jail.

We and our colleagues were quite confident that the amended returns being filed would be accurate, and we could not understand why senior IRS personnel seemed to think otherwise. As we frequently pointed out, why would these taxpayers take the step of raising their hands to come forward, only to begin new criminal acts of deception?   Reasonable question, but no reason prevails when you have a IRS leadership that thinks all people are crooks to begin with.

But IRS officials were apparently concerned that these clients were still at risk of trying to cheat, so the initial tranche of ODVP participants assigned to agents received regular exam audit treatment—requests not just for foreign bank statements, but for all domestic accounts as well; inquiries into line items on the original returns that had nothing to do with a foreign account; demands for interviews with the taxpayers, etc.   This is stunning. 

Some of these full-bore first-round audits involved small accounts. In a few of our cases, the foreign accounts were worth less then $50,000—the tax at stake less then $10,000, and in a few cases, less than $1,000. (Many of these examinations, begun late last year, are still ongoing.)   Yup, that is us... still ongoing. 

Undoubtedly countless hours have been spent by agents reviewing essentially meaningless issues, all apparently in the name of measuring compliance among a group of amended returns filed by taxpayers who knew their disclosure had to be truthful and complete or they risked criminal prosecution.  And,, in our case had spend extraordinary efforts at re-auditing our own work again to be sure of the accuracy of our declarations and amended returns. 

After three months or so, a second tranche of cases were assigned to placeholder agents working out of the Philadelphia Service Center, the IRS center responsible for most international tax reporting issues. Taxpayers received information document requests (IDRs) asking for a variety of documents, and compiling the material took some time.  Practitioners who called the agents on the IDRs to seek extensions—which are routinely granted in most audits—were ignored, and we were at an utter loss as to what to do. No human being, apparently, was authorized to interface with us.  Huh?  Really?  It took me, working alone more than 2 weeks of doing nothing else to meet the IDR document request,  If a practitioner had been in the middle of the process, the time would have been longer and the cost to us astronomical.

Finally, the logjam broke in the spring of this year, and these and other cases were assigned to a group of revenue agents. That must have been when it finally was assigned to Pauline.  Senior IRS personnel conducted training sessions and crafted a new, more abbreviated form of IDRs, and the practitioner community believed that, finally, the audit function seemed to be moving along so these cases would be resolved efficiently and rapidly.  What a joke!   I would laugh, but it hurts too much

We acknowledge that there were significant delays caused by the process of seeking foreign records and the return preparation process itself, as accountants preparing our clients' amended tax returns had to fit that work around existing current year deadlines. These delays are continuing—many foreign banks remain slow in providing statements or other assistance, and over the next few weeks, accountants will face the Oct. 15 deadline for extended 2009 income tax filings.  So, in this regard, there was probably an advantage to us, not to have used a Practitioner and doing it ourselves. 

On the other hand, as to many cases submitted to CID during the ODVP period, we have yet to hear from a revenue agent. We suspect that IRS will begin to put increasing pressure on practitioners to complete the required ODVP submissions. We hope they understand that much of the delay in closing out these cases has originated with action, or inaction, by the service, and that we and our colleagues are doing the best we can to move the cases forward.  So, they have their own problems, I see, and at the time of this writing I had already submitted my documents, and was just waiting and waiting to hear something again from Pauline...in mental turmoil, I might add.  How do you measure that?

The first series of obstacles were almost frivolous from the private sector perspective. Suddenly IRS demanded new powers of attorney (Forms 2848) in accordance with a prescribed form.2 After weeks of communication based on 2848s that had been acceptable to CID, some revenue agents would not speak to us until a new POA was on file based on a form prescribed nationwide. Practitioners had to prepare forms anew for sometimes large families of clients literally scattered over the globe. Our clients believed that we had made a mistake and they were being forced to pay more professional fees as a result.

Then, our clients were asked to extend the civil statute of limitations by signing a Form 872 for just one of the years in the ODVP program, 2006. Remember that these are taxpayers who essentially admitted to engaging in fraudulent conduct to CID in their intake letters, and who had also committed to IRS to file amended tax returns dating back to 2003 (and could be thrown out of the ODVP and prosecuted if they failed to file those returns).  Now I understand why Pauline kept asking for us to send a POA, or wishing out loud that we had one,  which I wasn't about to do given the expense and additional complications it would cause, and why she asked us to sign a Form 872 for 2006, which in retrospect, now, I probably should not have done. 

We still do not understand the logic of this request (and neither did most of the agents with whom we dealt).3  Neither did we! But again, clients were forced to absorb a few hundred dollars more in legal and accounting fees, because every taxpayer in the program has had to sign these waivers. Even in cases where, technically, a three-year statute would have run, agents are still being directed to obtain these waivers. The request for 872s led to another round of panicked calls from clients about what this all meant.4   At least we avoided this extra expense.

And then, having secured this waiver for 2006, predictably, IRS agents, citing pressure from above, have been demanding prompt production of amended returns and FBARs even, in some instances, contacting our clients directly when a phone call to a practitioner is not returned within a matter of hours.  We did not have a Practitioner in the middle, so this did not effect us.

Agents continue, even as this article goes to press, to waste precious audit resources scrambling for new POAs and 872s. In fact, we just received a first request for an 872 for Tax Year 2007 ''because that statute will expire in April 2011'' according to the agent, meaning practitioners face yet thousands more unproductive exercises. Now that I think about it, I think we signed the 872 for tax year 2007, not 2006, but can't recall, as that record is in NZ, and I am in the States right now. 

Some Progress

A new series of problems with a more technical tone began to emerge, and here, IRS has made considerable progress, which will save weeks of audit time. The problems manifested themselves in two areas:

· sham entities used by taxpayers, often at the suggestion or initiation of their foreign banks, to add a layer of concealment to their account; and

· investments in passive foreign investment companies, known as PFICs.

In recent weeks, IRS has adopted solutions to these issues that will help in moving these thousands of ODVP cases to closure.   We had none of this, as we were not fraudulently trying to do anything

Sham Entities

As anyone who has followed the UBS case knows, once the qualified intermediary (QI) regime came into effect in 2000, it was common practice for Swiss and other foreign bankers to recommend to their U.S. private banking clients a change in account structure. Previously, accounts held in the individual names of U.S. citizens or residents could be maintained without any fear of the U.S. withholding tax. But the QI regime changed that—banks that had signed QI agreements with IRS would have to obtain Forms W-9 from account holders or prohibit their American clients from making investments in U.S. stocks, bonds, or other assets.  Interesting.  Didn't know any of this, but it didn't apply to us, so why would I?

Some U.S. account holders simply decided to forgo investing in U.S. assets, but others who wished to obtain a portfolio that included American stocks or bonds were in a quandary—if they continued to invest in U.S. assets, the bank would require a Form W-9, identifying the account holder and providing a taxpayer identification number. For American account holders who were not reporting their accounts on their tax filings, that presented a problem.  This probably was true for people who knew they were hiding information.  We were not that sophisticated or devious. 

Numerous foreign banks approached these account holders with the option of creating a new entity to become the purported beneficial owner of the account. The bankers usually recommended creation of a foreign corporation, often through the British Virgin Islands, Panama, or Hong Kong, or through a foreign trust, often a Liechtenstein stiftung, or foundation.  Humm....so this is how it worked.  I never knew. 

Upon the filing of a Form W8-BEN showing this newly formed entity as the account owner, U.S. account holders could forgo a Form W-9 and then invest in U.S. assets without fear of a QI imposed withholding regime. Many American account holders at financial institutions worldwide adopted this new account structure.  With every IRS rule there is always a work around, it seems, and the Corporation with the many exemptions and special provisions in the IRS statutes, is the means to the end.  I now see why GE can get away with paying no taxes, while the IRS wants to hammer me for $172K in penalites.   This is just sickening. 

In the context now of filing amended returns, practitioners were faced with the question of whether a taxpayer had to report these sham foreign entities as bona fide foreign corporations, requiring, for example, Forms 5471, or foreign trusts, necessitating the filing for Forms 3520 or 3520A.

Practitioners approached IRS early on in the civil phase of the ODVP, and IRS responded. Quickly, recognizing that this was in the context of a settlement initiative, it drafted an alternative closing agreement form that, in essence, allowed the taxpayers to disregard these entities for filing purposes on the single condition that at the time the closing agreement is signed, the entity is disbanded and/or terminated.  Really?  And yet, they want to include my retirement house in highest aggregate just because we had some minor income?  This is just sooooo unfair. 

This was a sensible reaction by IRS. It would have been almost silly for taxpayers to bear the administrative burden and the professional fees of filing forms for these foreign corporations or trusts when their sole purpose was to act as a shell to conceal the individual account holder's beneficial ownership. Practitioners applauded this decision at the time, and it continues to ease the burden on both the taxpayers and the agents auditing these cases, likely resulting in a more expeditious disposition of these cases than otherwise would have occurred.   If the IRS could make this exception, why can't they give some consideration to our House value?  I just don't get the mind set in that group. 

PFICs

A second and knottier technical issue then emerged—the PFIC issue. Many account holders at foreign banks were placed, often without their knowledge, into foreign mutual funds that are not suitable for Americans. (Presumably, many of the banks, knowing that their clients likely did not intend to report these accounts to IRS, did not care.)

These funds, unlike U.S. mutual funds, do not ''distribute'' capital gains or income each year; rather, they simply plow such amounts back into the fund, increasing the net asset value of a given share. The Internal Revenue Code treats many of these funds as PFICs. The code imposes a punitive tax regime on such investments upon certain distribution events, entailing in many circumstances the calculation of additional value going back to the date of the initial purchase of the funds (which in some cases could be decades), the addition of throwback interest charges to the imputed income, and taxation at ordinary, not capital gains rates.5  Wow!  I am glad our accounts were just simple savings and living expense accounts, and nothing exotic.

Practitioners who had labored in the vineyards of international tax knew about PFICs, but few other people did. Acting on directions from the technical advisers, agents (who had also never heard of the concept) suddenly bombarded practitioners with inquiries about whether there were any PFICs contained in a given foreign account. Agents have also asserted that the burden fell upon our clients to identify the PFICs and then to report them pursuant to Section 1291 of the code.

Meanwhile, practitioners were facing the prospect of going back to various foreign banks—which had been quite recalcitrant in providing necessary data in the first place—to ask for information that would enable us to ascertain if a given investment was, in fact, a PFIC, and if so, whether we could reconstruct the data from years ago.

A group of practitioners approached IRS and argued that in the context of a settlement initiative, the service could adopt a shortcut to the highly technical PFIC regime. Just recently, IRS accepted, with appropriate modifications, a proposal made by the tax bar to adopt a modified PFIC mark-to-market reporting regime for purposes of the ODVP. This article is not the place to set forth the technical details of this new regime—any practitioner handling a significant number of ODVP cases is aware of the new regime and can provide an explanation.   So again, the ability of the IRS to modify  rules for those that were really engaged in hiding funds in secret accounts with complex entities, but those of us who were just benignly negligent, get our house thrown into the mix and technical advisors and their supervisors are deaf to the cries for relief.  We are small fry, with no big advocacy group, so just ignore us and hit us as hard as you can.  Now why would I ever recommend to another expat to come into this program? 

The point here is that again, IRS is to be given great credit for reacting to a set of circumstances that, without intervention, could have slowed down the processing of the civil audits considerably. I am not giving them credit for anything, as those up the management chain hang tough on throwing our retirement home into the mix, essentially legally stealing from us for something not required on the FBAR in the first place, had we even been aware that it existed. Even  when their agents and supervisors are obviously sympathetic and know it isn't right, they know it is easy money for the IRS, so why not.

The PFIC issue is by no means resolved for good— agents will continue to press practitioners to identify PFIC investments, many taxpayers and practitioners have no idea whether a given investment is or is not a PFIC, and other questions (such as whether this alternative regime will apply to more recent disclosures) remain unanswered. Meanwhile, the foreign banks where accounts were held are not cooperating with practitioner requests to identify PFICs, and the new regime still requires practitioners to obtain historical data that may be unavailable. Having said this, however, the new approach on PFICs is a constructive step, and should help move these cases along.  

The Penalty Framework

The more serious problems in the civil processing of the ODVP cases in recent weeks have emerged with regard to various issues concerning civil penalties. It is here that IRS is taking steps that, in our view, may damage the voluntary disclosure policy for some time.

The civil penalty issues manifest themselves in four respects:

· implementation of FAQ 9, which says no penalties will be imposed where there is no unreported income;

· implementation of the 5 percent safe harbor;

· imposition of penalties on foreign entities and assets; and

· demonstrations by taxpayers of reasonable cause for failure to report.

FAQ 9

FAQ 9 provides, in essence, that where a taxpayer has failed to report a foreign account, penalties will not be assessed if there is no unreported income associated with the account. To be sure, the FAQ does not contain an explicit de minimis or materiality component.   But practitioners believed that under a common sense view, FAQ 9 treatment might be granted in cases where the unreported income was negligible.

Agreed. There definately should be a de minimis or materiality component.  I just don't understand the logic at the IRS that excludes it.

For example, many of our clients had bullion on deposit at foreign banks. Holding aside the proposition that the FBAR instructions have never, until recently, explicitly said that bullion on deposit was reportable, tax professionals believed that bullion accounts would not likely be subject to penalties. After all, gold does not pay interest.

However, most banks charge fees for maintaining a bullion account, and so many banks insist that an account holder keep a small amount of cash on deposit to fund the maintenance fees. These accounts, of course, bear interest, nearly always at rates that bear no relationship to the high fees charged by the foreign financial institutions.

Because this interest—sometimes no more than a few dollars—was not reported by ODVP participants, our colleagues around the country report that agents are insisting that the gross bullion value be included in the calculation of the 20 percent penalty. Thus, someone with, say, $300 of unreported interest income could face a penalty of hundreds of thousands of dollars for failing to list gold bullion on an FBAR, when, frankly, it was not clear that they had to list it in the first place. More broadly, practitioners have been told that if any account drew more than a few hundred dollars in interest, it will not be eligible for FAQ 9 treatment.   Amazing....

The 5 Percent Safe Harbor

The initial memorandum describing the settlement initiative, issued March 23, 2009, provided as follows:

If, (a) the taxpayer did not open or cause any account to be opened or entities formed, (b) there has been no activity in any account or entity (no deposits, withdrawals, etc.) during the period the account/entity was controlled by the taxpayer, and (c) all applicable U.S. taxes have been paid on the funds in the account/entity (where only account/entity earnings have escaped US taxation) then the penalty . . . is reduced to five percent.

More than a few ODVP participants believed they met these criteria. Their parents or grandparents had established the accounts with money earned outside the United States, or with tax paid funds from U.S. sources. They had inherited or been gifted the accounts and they had never touched the money.

When these clients approached tax practitioners about participating in the program, the 5 percent safe harbor was foremost in their minds. We now are finding that clients with de minimis usage, such as testing an ATM abroad to withdraw $500, are disqualified from the 5 percent safe harbor.

What a load of c....

We appreciate that IRS needs to be consistent in its treatment of taxpayers and that part of the ODVP's purpose was to create a regime where cases could be processed quickly, but in our view the 5 percent penalty could be applied to situations where the account holder has been largely passive about the foreign account, and agents could be given broad guidelines so they could ascertain rapidly whether the safe harbor should apply.

There were some UBS customers, however, who truly never touched their money. When they sought our advice last year they would have been eligible. However, in 2008 and 2009 UBS, under incredible pressure from the Justice Department, started to require all of its U.S. clients to move their accounts elsewhere. Daily, we and our colleagues fielded calls from anguished clients who, for years, had been advised by their previously ''trusted'' UBS bankers, and who now were being told that they had 30 days to close their accounts or UBS would simply do it for them.

As to many of these accounts, UBS had already implemented a ''freeze,'' prohibiting the clients from touching the funds. When told they had to exit the bank, many participants in the ODVP repatriated the funds to the United States, and others, who wished for various legitimate reasons to maintain foreign accounts, found other banks willing to take their money; invariably, these persons signed a W-9, ''declaring'' their new accounts. These persons had not, until UBS made them, touched their accounts.

Now, IRS is taking the view that the forced closure of these accounts and the movement of the funds, irrespective of the reason, constitutes ''use'' of the money and disqualifies these account holders from the otherwise applicable 5 percent safe harbor (even though the taxpayer had initiated the disclosure prior to the movement). For some clients who came forward expressly believing, with good reason, that the 5 percent penalty would apply, this means millions of dollars in additional penalty payments.

What would have been the participant rate and entrance into the VD program if 5% was penalty in the first place on everything instead of this complex set of applications, exclusions, differentiation, etc.  Might the IRS gotten  many multitples of the mere 14,000 they got ?

The ODVP's initial memo appears explicitly to recognize that some taxpayers who inherited or were gifted funds were frozen into inaction. Now, however, a hyper-technical reading of this memorandum drives IRS to impose on this group of ODVP participants the same penalties imposed on those who actively utilized and enjoyed the fruits of the funds in their accounts.  Oh those wonderful Technical advisors?  I wonder if they have ever lived in the real world, or ventured off US shores.  They are just so immersed in the minutia of their rules, that they can't even back up to 30,000 feet and read the BIG picture guidelines on the FBAR penalty regime in the first place...Specifically.... Items 4, 5, 6, in IRM 26.4.16.4.  When the application of penalties under the mitigation guidelines are done, the agent is supposed to apply discretion, as admonished in paragraph 5 because....

 is necessary because the total amount of penalties that can be applied under the statute can greatly exceed an amount 

that would be appropriate in view of the violation

in paragraph 6 because 

examiner must still consider whether a warning letter or a penalty amount that is less than what would be called for under the mitigation guidelines would be more appropriate given the facts and circumstances of a particular case

There is no requirement, actually caution is encouraged, to avoid a Maximus approach to penalties.  Remember the goal, as stated in paragraph 4 is to : rather than the assertion of a penalty, will achieve the desired result of improving compliance in the future

Foreign Entities

In implementing the ODVP, IRS recognized, quite properly, that many unreported accounts were held in foreign corporations or trusts that were not simple nominees subject to shamming but bona fide operating entities. The I.R.C. sets forth various reporting requirements for such entities: Americans with ''controlled foreign corporations'' must file a Form 5471 with their tax returns; those with foreign trusts, or who receive foreign gifts or bequests, may have to file a Form 3520 or 3520A, and so forth.

It is fair to say that many accountants are unaware of these filing requirements, and indeed many tax lawyers who have never dealt in international tax issues do not know about them either.  To say nothing about the poor US expat who doesn't spend his entire day on the IRS web site reading every rule and regulation.

The failure to file these forms carries various penalties, some based on the size of trust distributions, the amount of funds in a trust, or similar criteria. However, these penalties generally have an exception for reasonable cause, and throughout the years, IRS has routinely granted reasonable cause waivers to taxpayers who discover that they have failed to comply with one of these technical reporting requirements.

And, that would be a reasonable approach.

In implementing ODVP, IRS decided to include a provision in the initiative that dealt with these entities. In essence, the FAQs provide that where a foreign entity's account had not been reported on an FBAR and there was ''income tax non-compliance'' with regard to any foreign entity or asset, then the value of that entity or asset will be included in the calculation of the 20 percent penalty. This rule is now being applied literally and under a strict liability concept.    This is what is nuts, and where they come up with putting our house into the highest aggregate balance. It is just killing me. 

It apparently makes no difference if the failure to report the entity account on an FBAR was the taxpayer's fault or, in this highly complex area of the code, due to professional negligence or mistake. It matters not whether the amount of income tax noncompliance is negligible or de minimis. In the most extreme case, a nickel's worth of unreporting will result in the inclusion of the entity's value in the 20 percent penalty calculation. Such a plainly disproportionate result is not fair.

The IRS cares not about fairness, obviously.  

The 20 percent penalty applies to all assets (or at least the taxpayer's share) held by foreign entities (e.g., trusts and corporations) for which the taxpayer was required to file information returns, as well as all foreign assets (e.g., financial accounts, tangible assets such as real estate or art, and intangible assets such as patents or stock or other interests in a U.S. business) held or controlled by the taxpayer.6

Thus, this penalty regime applies even to assets as to which the I.R.C. does not require reporting by U.S. taxpayers.   Like our retirement home. It just is not right, and Pauline knows it.  How agents can impose this when they know it is so wrong, I will never know.  I could not live with the knowledge of my job imposing such injustice.  

We are not aware, for example, of any requirement that foreign art be reported on a tax return. In these cases, the promise in the FAQs that ''[u]nder no circumstances will a taxpayer be required to pay a penalty greater than what he would otherwise be liable for under existing statutes'' is empty.   Empty indeed!!

Indeed, some of the penalties that would otherwise apply to technical non-filings are nominal—the failure to file, or to file a complete Form 5471 regarding a controlled foreign corporation is penalized at $10,000. Yet the service—with the ''Sword of Damocles'' 50 percent per year FBAR penalty at the ready—is leveraging technical and minor compliance failures to include many times that amount as part of the overall penalty settlement.   

Line agents are willing to listen and are often sympathetic. But when the issue is referred up the chain, the answer to any plea for reason, proportion, and fairness in these situations is simply ''no.''

Pauline has experienced this, and I credited her with the effort, but this surely is the example of the punishment not fitting the crime, and the unfairness and arbitrary/captious nature of this ODVP regime.  Why just a NO?   Why can't a McDougal, a McCarthy, or a Shulman clearly see this?  Where are their heads and is their no room for empathy in their thinking?  I guess when you think all taxpayers are equal crooks, you numb your brain to rationale thinking. 

FAQ 35

As indicated above, a key factor for many practitioners urging their clients to enter the ODVP was FAQ 35. It appeared to operate as a sort of fail-safe procedure for unusual cases. While as we have noted, many ODVP participants have engaged previously in conduct that would easily fit the contours of willful and intentional tax fraud, others came to practitioners with noncompliant reporting but with strong cases for nonwillful behavior.  I felt we fit into this category, and while technically, we probably do not have an evidential or factual trail to win an expensive case in the Federal District Court, we certainly are not the profile of the enemy the program was trying to pry out of the trenches, and our overly open disclosures and cooperation should merit for something to show that our intentions were not willful as defined by the IRS, but if the mindset is that we are all crooks, I see that it is hard to make that case.  Very frustrating. 

Rather than risk a criminal investigation, and relying on what we expected would be a legitimate process crafted under the language of FAQ 35, practitioners urged disclosure as the safer course.  That is certainly what the Attorney advised me when we first asked for advice on what to do. 

When practitioners began to raise FAQ 35 this spring, agents at first indicated that anyone seeking FAQ 35 relief was effectively opting out of the ODVP and that they would simply impose multiple FBAR penalties under long-standing ''mitigation guidelines'' contained in the Internal Revenue Manual.7 Note that these guidelines offer little comfort to the large majority of ODVP participants—an account exceeding $1 million will likely be hit with multiyear 50 percent penalties.   However, this ignores the general guidelines referenced above under 4.26.16.4 for applying the mitigation regime.  So if a fine is exceedingly high, the auditor has discretion and is actually encouraged to have the penalty fit the crime, so to speak.  They don't and shouldn't just mindlessly apply the Maximun!!   

Recently, the service has at least begun to accept a letter raising special circumstances, but to our knowledge, there are few cases under serious consideration for FAQ 35 relief. We are well aware that the prevailing attitude in the IRS enforcement community now is that these account holders knew they had unreported income, knew should have checked the box on their Schedule B ''yes,'' and had they done so, they would have been directed to the FBAR. Under this view everyone is guilty of willful noncompliance.8

However, they should be considering this:  According to Jack Townsend Tax Crimes blog, The difficulty of making an FBAR civil penalty case is shown in the recent case of United States v. Williams, Civil Action No. 1:09-cv-437 (E.D. Va., Sept. 1, 2010), which I blogged here. Williams indicates that the Government will have to place on strong evidence for the taxpayer's specific knowledge of the obligation and intent to fail to file. Williams certainly suggests that an even stronger case would be required for the criminal FBAR penalty.


Gottfried's survey and article and the Williams case suggest that taxpayers in the voluntary disclosure program should at least consider the opportunity to opt out and take their lumps under the standard FBAR civil penalty regime which, if consistently applied, (A big IF)  may produce FBAR penalties less than the prescribed penalty under the voluntary disclosure program. Of course, when the income tax penalties are considered on an opt out, the taxpayer may have some difficulty avoiding the 20% accuracy related penalty because the IRS will consider most of them to be at least negligent. But it is doubtful that the Government would be able to establish civil fraud in many of these cases, so the income tax civil penalty should be a push at worst from the perspective of taxpayers having the facts that would motivate them to opt out of the settlement program civil penalty regime.

However, many of these cases present more nuanced facts, and given the history of enforcement in this area—where penalties were rarely, if ever, imposed— the failure to consider bona fide applications for penalty relief on a group of self-disclosing taxpayers strikes us as unreasonable.  Beyond unreasonable. Why can't the IRS just read their own guidelines in 4.26.14.4

Moreover, and from the viewpoint of the practitioner community perhaps more important, the FAQ 35 process now appears to be a classic ''bait and switch.'' Practitioners advised clients that FAQ 35 would offer a chance at penalty mitigation, but now our experience is that the language in that guidance is essentially an empty promise.   Certainly is empty, and now has been replaced by FAQ 50 in the 2011 program which speaks to only comparisons being to the MAXIMUM penalty in a normal civil process.

One final point needs to be made about FAQ 35 and our sense that within the ODVP, and post-ODVP, there will be little penalty relief. There is a broad category of taxpayers comprised of Americans living overseas who have not been fully compliant with their tax filing requirements. Most of these people reside in countries that collect an income tax, and with the foreign tax credit, they would owe little, if any, U.S. tax. Some of them are almost ''accidental'' Americans—born in the United States but citizens and lifelong residents of a foreign country.  Finally someone is addressing our category of sinner. 

The recent enforcement push targeting Americans with undeclared foreign accounts has swept this group into the mix as well, and they are seeking advice on how to come back into technical compliance with their filing obligations. Some of these people entered the ODVP, while others are just now considering their options.  

These people often have a good faith basis for their prior omissions—often misunderstandings about their obligations or incorrect advice from foreign professionals. But such people, to the extent they are in the ODVP, are getting no traction with their reasonable cause arguments, and are facing the same aggressive penalty strategy employed on the more garden variety foreign account cases. Indeed, in some of these cases, individuals own homes through foreign companies or trusts— because that is the way it is done where they live—and are facing the inclusion of 20 percent of the value of their personal residences in the penalty calculations.Yup, we were the small fish being netted and poured onto the conveyor belt destined for fish fertilizer. 

We believe IRS is casting too wide a net in imposing the asset-based penalty on this ''expat'' group, who, as noted, probably owes little if any U.S. tax.9 So far, however, the service does not appear prepared to listen to special pleas from this group.  Stone deaf, it would seem, and I don't get it.  

Moving Forward

As noted, the ODVP is by no means nearing completion. We suspect that nearly one year after the CID program closed, no more than 5 percent to 10 percent of the cases are remotely near the signing of a closing agreement.   Given the pace of our case, I believe that must be true at the time that this was written. 

We cannot imagine the thousands of IRS agent and manager hours that are being wasted on the review of amended returns that were prepared in the context of the ODVP, when these same highly trained agents and managers could be examining the tax returns of people who have not come forward in good faith or could be conducting other audits of businesses. 

Absolutely.  Spend your time on real issues, and real money, not us.

We suspect that IRS statistics on revenue generated from non-ODVP audits will decline this year, as hundreds of seasoned revenue agents have been devoted to, among other things, soliciting new powers of attorney and statute extensions from every participant in the ODVP and trying to figure out whether a given foreign mutual fund is or is not a PFIC.  I wonder if we will ever get a real accounting of this program of the full cost of this program as compared to the revenue generation.. I doubt it.  Government accounting is smoke and mirrows at best, and/or for poltical reasons will be shrouded in secrecy.  It is like auditing the Pentagon and how much it spends.  Can't be done. No one really knows, and I have to think everyone in government like it that way.   

And as we move into the second season of tax preparation, with the Oct. 15 deadline upon us, we envision that the accountants involved in these cases will have to set them aside to meet current filing deadlines, inevitably frustrating the agents and managers who themselves are being pressured to close out these cases.  This might have been what delayed Pauline last year. 

Without responsible intervention, the situation could get contentious by year's end.  I think it must have, and now here we are in May still working on it. 

We appreciate that the ODVP is not the only pressing matter on the plate of senior IRS management. Congress continues to tinker with the tax law on a regular basis, enacting broad new laws, such as FATCA, and leaving IRS little time to create the underlying technical rules. The recent health care reform legislation has dumped a massive set of time-sensitive compliance and enforcement issues in IRS's lap (without providing sufficient resources). ...And the Republicans are trying to de-fund enforcement, go figure. The service is also undertaking to create an entirely new regulatory regime for income tax preparers. While the practitioner community has tried to interface with senior IRS personnel on many of the issues arising in the ODVP matter, and some have privately expressed sympathy, we have a sense that what was the ''flavor of the year'' in 2009 is now on the back burner.

We certainly recognize that some readers will dismiss the comments in this article as typical complaints of taxpayer representatives who always believe in their clients.  I don't dismiss them, as I have experienced much of this as a ODVP participant without practioner representation.  It is pretty much right on the money, in my opinion.  We are well aware that our clients have benefited more than anything from a decision not to initiate criminal prosecution in these cases. Further, we know that given the six-year window of amended returns (PFICs aside), many clients have engaged in tax noncompliance for generations. And we admit to being frustrated by the huge unanticipated costs and burdens imposed on clients who are already paying the largest foreign account-related penalties ever imposed.10

But we are actually motivated by three other broad policy factors that we sense are lost in the morass of these cases.

Waste of Resources

The first derives from our sense of the enormous waste of resources being thrown at these audits. Hundreds of agents are spending tens of thousands of hours in detailed reviews, entering tax return data, and preparing comprehensive adjustment worksheets for cases where the returns and tax payments plus penalties were already coming in due to actions by CID, not these examinations.

There appears to be no strategic assessment. The same effort and procedures are under way on a $100,000 offshore account as on a $100 million dollar account. The ODVP was to be an efficient settlement program, not a system to ensure precise technical accuracy in every aspect of these amended filings.  It doesn't make sense, does it?

We are not suggesting that IRS should simply trust these taxpayers with no checks at all. In our view, however, Exam should have set up tolerances and indicators the way they do in most other audit programs. We submit that for account sizes below certain thresholds— say $5 million—they should have simply determined whether the checks attached to the amended returns exceeded some predictable figure—say 35 percent or more of the account size—and simply cashed the checks. Larger accounts or accounts involving certain foreign advisers/promoters or other red flags could have been selected for a harder look.11  That would be too frickn' logical.

It would have been far more efficient for the service to recognize that approximate amounts arrived at in genuinely limited review time are better than precise, and not very different, amounts arrived at in exhaustive reviews. These filings, in the words of one of our colleagues, should be ''looked at and checkmarked, the checks for tax and penalties deposited, and let's move on.''

Footnotes

1. To our knowledge, for the first half-century of the IRS criminal voluntary disclosure program, ''noisy'' disclosures— those that entailed an affirmative contact with CID to initiate the process, as required by the ODVP—never surpassed 100 per year nationally.

2. The new form was neither legally necessary nor required by IRS policy. It was designed to add to the POA the Title 31 FBAR penalty (which was not, in any event, technically being imposed—the form closing agreements treat the 20 percent asset-based penalty as a ''miscellaneous penalty'' imposed under Title 26). If there was an issue at all (and we do not believe there was), it could have been resolved with a one-page memorandum of understanding with Treasury's Financial Crimes Enforcement Network.

3. The only plausible theory we can construct is the fear that a few taxpayers might ''opt out'' of the program, but the continued availability of multiple open years, criminal sanction ''sticks,'' and multiple 50 percent FBAR penalties makes that concern de minimus compared to the burdens imposed on IRS and practitioners.

4. Of course, unlike the POAs, the 872s must be filed with multiple original signatures, creating logistical burdens on taxpayers scattered around the world. Problems in this area continue—an agent recently advised us that she had been directed to reject an 872 because notwithstanding the proper original signatures, it was not on the green paper original form.

5. I.R.C. Section 1291.

6. FAQ 20.

7. See Internal Revenue Manual, ¶ 4.26.16 et seq.

8. This view, however, may be called into question by the recent decision by Judge Liam O'Grady in United States v. Williams, No. 1:09-cv-437 (E.D.Va. 2010) (finding that the government had failed to meet the burden to prove willfulness for an FBAR penalty in a case where the taxpayer pleaded guilty to failing to report income from an undisclosed foreign account on his tax return).

9. The sweep of the 20 percent penalty knows no apparent bounds. We have cases where voluntary disclosures involving foreign accounts were initiated well before March 2009—IRS wants 20 percent in these cases when arguably people who came forward that early should be given a much better deal. And while this may be anecdotal, we are aware of one case involving a voluntary disclosure of an undisclosed domestic bank account, and the IRS agent has asked for 20 percent of the highest balance held in that account as well.

10. In fact, in many cases with smaller accounts, the professional fees are effectively doubling or more the ''penalty'' of this program.

11. We note briefly that several states, rather than simply waiting to cash the inevitable stream of checks, decided to impose their own bureaucratic overlay complete with mandatory forms and multiple extension requests.

This article is designed to give general information on the developments covered, not to serve as legal advice related to specific situations or as a legal opinion. Counsel should be consulted for legal advice.
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