July 11, 2011                                
Examiner
Seattle, Wa 
Examiner
Internal Revenue Agent

Phoenix, AZ 85012
Re: Confirmation of extension
Dear Examiner
This letter is just to confirm my understanding from the conference call with Victoria Gally on July 5th.
We have been granted a 30 day extension, and we now have until August 11th to make an “Opt out”, “Pay Up” or get “Kicked Out” decision.  This is to allow the Tax Advocacy Office time to review our case. I trust you know, that our decision to make a TAS appeal, does not reflect on you.  I hope you do not become defensive or upset with us for choosing this route for reconsideration.  

Maybe you can put yourself in our position and understand why we would avail ourselves of this avenue for appeal.  We don’t have many options. It is very hard to understand and accept why we have to bear such an egregious and confiscatory penalty for our benign failures. It is also incompressible to us, that we have such limited and onerous choices for someone who was not the “willful” tax cheat Whales that this OVDP was targeting.  It is just not right!
We, of course disagree with your “willful” finding, but given how the IRMs are written, given the Service mindset, you probably have no recourse but to come up with a “black and white” finding the way you did.  Again, the problem is with the rules and regs and process of the OVDP, not with you.
On a separate subject, I want to speak to the FAQ 35 withdrawal issue, which is just not “cricket” as they say in Australia.  
I need to clarify one thing I heard you say in the conference call.  I think you may have mischaracterized, or stated something I had not heard before in our many conversations on the subject. I did not want to correct or argue with you with so many people on line.  
I understood you to say, that FAQ 35 was not available to us due to your “willful” finding, even though, and I appreciate, you attempted to qualify your characterization of our “willfulness” as not being of the same degree as the “Whales.”   
Unfortunately, as we know, the IRM doesn’t make provisions for degrees of “willfulness”.  It only comes up with categories I, II, III and IV, related to high aggregate amounts that provide guidance that “may” be used, but not required, for assessing penalties.  By the IRM’s own guidance, there is no floor on penalties, but the mindset in the IRS, these days, seems to be directed towards the “Maximum” guidance provided.  That is both discouraging, and worrying for someone like myself. 
The question of FAQ 35, and our discussion why it was not available to us, was strictly on the basis of it being withdrawn in February.  That is my recollection, and what I have in all my notes of our conversations.  Remember, … I asked you verbally in a phone conversation on May 27th and June 6th, for where it was in writing that FAQ 35 was withdrawn, and neither you nor your Technical Advisor could find it.  
You did attempt to locate it, and called me back later to provide a reference to a memo on line. As it turned out that memo did not state what you thought it did.  No other memo was produced.  I do now understand from other sources, that there is such a memo, but it remains “secret” as they say, and has not been released.  That is a sad commentary on transparency in government.  If it was written down, it should have at least been available to you and I, so we could see the guidance you were verbally given.

I wrote you on June 1st, stating that I might write Kevin McCarthy about this issue, as he was the one that had stated FAQ 35 to me in writing in April of 2010.  You even suggested in one conversation that I call him.  I finally decided to take your advice, and that is what set up the conference call with Victoria. 
Nothing had been said to me prior to the conference call that your ‘willful’ determination was why FAQ 35 consideration was now not available to me.  Maybe I have missed something in the nuanced correlation you made on the conference call, but in all of our phone conversations my records show that refusal centered around the February date when it was withdrawn from use.  That is why, I understood you were not allowed to consider it.  
It was later on June 10th, after that FAQ35 option for consideration was closed, that we began discussing the new procedures which were just issued for the “irrevocable” Opt Out.  In those discussions, I was trying to determine how you would summarize our case to the Management Committee.  That was important to me.  If my summary, and your summary are in conflict, your summary wins, as we have no standing or opportunity to make a verbal case or appeal.  The Management Committee’s decision on deposition at that point is final. 
It was during those conversations that you stated your case for “willfulness” as you read and interpret the IRM.  We, of course, might understand why you might think that way, given your guidance and IRS mindset, but just plainly disagree.  That finding and its repercussions are obviously too harsh and just not right.  We never ever “willfully” decided that we were not going to file a FBAR to hide funds or evade taxes.  As stated previously, the IRM doesn’t provide for lesser “degrees” of willfulness, and we can not concede that finding, as we don’t feel we were. Such a finding lumps us together with the “Whales” for processing into fish fertilizer.  That is just not right! 
Anyway, I just wanted to clarify my record of the history of our FAQ 35 discussions, but in the end, maybe this slight disagreement doesn’t matter, as the result is the same.  Whether by date, or by your finding, FAQ 35 was denied me.  

We hope there is some positive outcome to our appeal with the Tax Advocacy Office.  They seem sympathetic to our plight, and we really appreciate their time and efforts so far.  
However, we do know that they too work within an appeal system that may run up against the inertia of the bureaucracy which may be loath to change direction even when confronted with inequities.  At the end of the process, the Commissioner has the final say.  We hope, that in light of our past letters, he will see what every reasonable person sees when you speak to them individually.  A $172,000 penalty for a $21,000 tax failure voluntarily disclosed and paid is just not reasonable. Forcing us out to an uncertain maximal penalty future after so much time and effort is just a waste of valuable IRS resources, it is a grievous injustice, and is not positive for any compliance objective.

 

Finally, and yet again, I feel like I have to keep restating that our decision on this review route is not personal. We trust you won’t hold it against us.  All we have left is this TAS avenue that was created by the same Congress, that created the FBAR statutes in the first place. We can’t afford attorneys for a long drawn out appeal process, and the irrevocable and uncertain Opt Out for now seems unpalatable.   I think it is natural therefore, that we would avail ourselves of this avenue to obtain relief.  If you were in our shoes, you would do the same thing.  

Thank you again.
Sincerely,

Just Me
Attachments:

  Checking No isn’t Apropos (see below)
Proving Willfulness in FBAR Reporting – Checking “No” Ain’t Apropos
 

Daniel L. Gottfried

 

September 20, 1010

http://www.roginlaw.com/survey.asp
 

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.
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