
Tax Justice for Americans Abroad
By Steven J. Mopsick

Overview

Although the original program was a good idea
in 2009, the current IRS offshore voluntary disclo-
sure1 initiative (OVDI) may no longer be a viable
approach for many of the 7 million Americans
living around the world who want to be compliant
and don’t want any trouble from the IRS.2 Because
of the Foreign Account Tax Compliance Act, many

Americans who have chosen to live abroad are only
now learning that they should have been filing U.S.
income tax returns all along.

Originally conceived as a way to promote com-
pliance by U.S. citizens who had been abusing the
system with undeclared foreign income and hidden
bank accounts, the program appears to be bogged
down. When the program was first announced in
2009, many taxpayers who were at serious risk for
criminal prosecution or fraud investigations were
quick to sign up. But with FATCA, and the fear that
foreign banks would soon be searching their files
for suspected U.S. tax evaders, many Americans
living abroad are concerned. Some wonder whether
there must be some mistake — how could the law
possibly apply to them? For Americans with little or
no economic connection to the United States, it
doesn’t make sense for them to pay huge penalties
in order to get right with the IRS. Given the
draconian penalties associated with noncompliance
— specifically, failing to file foreign bank account
reports — many Americans abroad are scratching
their heads over what to do. But most importantly,
with the price of compliance now at a 27.5 percent
‘‘in lieu of’’ penalty, the OVDI is proving to be a
disincentive to coming forward. The people the IRS
would like to bring back in are reluctant to submit
to such a large penalty.

The OVDI’s FBAR penalty is computed not only
on the value of ‘‘foreign’’ bank accounts, but also on
the ‘‘highest aggregate balance in foreign bank
accounts/entities or value of foreign assets during
the period covered by the voluntary disclosure.’’3

12011 Offshore Voluntary Disclosure Initiative Frequently
Asked Questions and Answers, Doc 2011-11976, 2011 TNT
107-40, FAQ 4:

Taxpayers with undisclosed foreign accounts or entities
should make a voluntary disclosure because it enables
them to become compliant, avoid substantial civil penal-
ties and generally eliminate the risk of criminal prosecu-
tion. Making a voluntary disclosure also provides the
opportunity to calculate, with a reasonable degree of
certainty, the total cost of resolving all offshore tax issues.
2On June 26 the IRS announced a new filing compliance

procedure for nonresident U.S taxpayers. It provides that non-
residents, including dual citizens, who have not filed U.S.
income tax and information returns may file three years of
delinquent tax returns and six years of delinquent FBARs if the
delinquent returns are ‘‘simple’’ and show less than $1,500 tax
due for each year and the IRS determines that the package
presents a low ‘‘level of compliance risk.’’ Taxpayers meeting
those requirements can expect an expedited review and possible
avoidance of penalties or further IRS follow-up. The updated

FAQs make clear that the new procedure is not a substitute for
either voluntary disclosure or the more formal disclosure pro-
gram.

The new program is not without its problems, but overall is
a great idea. In essence, it adopts the concepts in this article —
namely, that the IRS should use commonsense and good judg-
ment in culling out the ‘‘no brainer’’ situations for which the
OVDI’s ‘‘one size fits all’’ approach just doesn’t make sense. It is
an opportunity for those with simple returns to get an almost
free pass to the world of future compliance.

However, the new procedure falls short because simple
returns are unlikely to work for those with offshore trusts,
controlled foreign corporations, PFICs, or foreign partnerships.
The new program would not help the Adams family described
below, and it is taxpayers with similar circumstances who wish
the IRS had more broadly defined ‘‘no brainer’’ situations.
See Doc 2012-13612 or 2012 TNT 124-17.

32011 OVDI FAQ 7.
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The offshore penalty is intended to apply to all the
taxpayer’s offshore holdings that are related in any
way to noncompliance, regardless of the form of the
taxpayer’s ownership or the character of the asset.4
Many Americans living abroad are now afraid of
the enforcement steps the U.S. government will take
and are worried that continued noncompliance
might put everything, including their personal free-
dom, at risk. Indeed, some are convinced that if the
U.S. government could get its hands on them, the
penalties might completely destroy them finan-
cially. Many Americans abroad fear that the U.S.
government, through the IRS, would try to force
their local governments to assist in collecting taxes
on their earnings even though they have no real
connection to the Unites States.

There is a storm brewing among Americans
worldwide, and their voices are now being heard
through organizations like American Citizens
Abroad, the Isaac Brock Society, and Democrats
Abroad. The community of Americans abroad is
starting to articulate arguments that need to be
heard. Responsible people in the government must
see the absurdity of how citizenship-based taxation
affects expatriates and the bizarre fact that the
United States is the only country that taxes its
citizens on their worldwide income.

In 2009 the IRS’s offshore voluntary disclosure
program was welcome news to many people who
really had something to worry about. But my office
no longer sees those people. Instead, we hear from
Americans abroad with no knowledge of U.S. tax
obligations, some of whom are ‘‘accidental Ameri-
cans’’: U.S. citizens only by virtue of being born to
a parent with U.S. citizenship and, in some cases,
several generations removed from any real connec-
tion to the United States.

The months ahead are certain to see legislative
proposals to address the issues facing Americans
abroad. If the IRS fails to accept reasonable posi-
tions through the voluntary disclosure process,
there will be litigation over IRS abuse of discretion
in administering the penalties, or over whether a
27.5 percent penalty — or the application of any
FBAR penalties at all — is an excessive fine or
penalty in violation of the Eighth Amendment.
Whatever happens, it is clear that the rules in place
now as applied to the millions of Americans abroad
make no sense.

Some Americans abroad find themselves be-
tween the proverbial rock and a hard place: Choose
to go down a tedious and expensive path or do
nothing. The OVDI must be more flexible in its
approach. The one size fits all approach simply does

not work. To put it more bluntly, exacting a 27.5
percent tribute defies logic when it is levied against
people who are American in name only.

Options for the American Abroad
There are few good options for those with rea-

sonable cause arguments. Anecdotal evidence sug-
gests that some practitioners and pro se taxpayers
mistaken believe that there are several options
when in fact only the first three are realistically
viable:

1. enter the program and accept the 27.5 per-
cent penalty;
2. enter the program and then opt out to argue
reasonable cause;
3. make a voluntary disclosure outside the
OVDI;
4. make a quiet disclosure or choose selective
compliance by filing some, but not all, back tax
returns and delinquent FBARs;
5. comply prospectively, either noisily or qui-
etly; or
6. continue to do nothing (sometimes called a
‘‘full ostrich’’).
Each of those options has serious drawbacks. For

some, renouncing American citizenship is almost
unthinkable and not an option either.5

The debate over the voluntary disclosure initia-
tive and citizenship-based taxation is shaping up to
be a battle royal in the world of tax controversy.
Although it can be argued that a person with the
privilege of being an American citizen has a com-
pelling duty to learn his legal obligations to file U.S.
tax returns no matter where he lives, many Ameri-
cans living abroad who have little or no connection
of any economic substance6 to the United States
hardly ever think about this country. They are so
immersed in their lives in the foreign country that
they really consider themselves citizens of their
adopted home before they consider themselves
Americans.

Some believe that with the foreign earned income
exclusion and the foreign tax credit, they have no

42011 OVDI FAQ 35.

5One of the requirements to renounce citizenship is to affirm
compliance with U.S. tax laws for the last five years. Section
877(a)(2)(c). Clearly, the expatriate dealing with this issue can-
not affirm compliance with tax laws and will be unable to
renounce citizenship.

6Whether an American abroad has any economic connection
should be determined based on his facts and circumstances. The
test would ensure that the taxpayers receiving the benefit are
bona fide residents of a foreign country with limited or no
physical presence in the United States, who have no business in
the United States, and for whom substantially all earned income
was sourced in their foreign country of residence.
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U.S. tax obligation in the first place. For many, the
very notion of being required to register their
‘‘foreign’’ bank accounts with the U.S. Treasury
Department is an oxymoron. For a third-generation
American living and working in Panama, for ex-
ample, there is nothing about his Panamanian bank
that is remotely foreign.

It is estimated that many Americans abroad are
moving or have moved further underground rather
than deal with the cumbersome OVDI. Rather than
participate in the program, they are being driven
away by the 27.5 percent penalty. With the OVDI,
the IRS is likely creating an unacceptable choice for
itself: Either do nothing because it has no jurisdic-
tion or effective hammer over most Americans
abroad, or begin enforcing compliance through the
treaty and exchange of information procedures,
which are slow, expensive, and of questionable
efficiency.

For those would-be compliant people who have
no desire to go underground or even contemplate
renouncing their American citizenship, the idea of
being compelled to file a U.S. tax return is so absurd
as to be almost unthinkable, if not outrageous.

The only option that provides any measure of
certainty is to participate in the OVDI. Even opting
out to present a reasonable cause argument entails
risk. If the IRS rejects the taxpayer’s argument, she
can be subjected to crippling penalties.

Quiet Disclosure Is Not the Answer
The IRS has made it clear that it disapproves of

quiet disclosures.7 There, a taxpayer simply pre-
pares current and/or back tax returns, and with no
fanfare, drops them in the mail to the appropriate
IRS Service Center.8 Forgotten is the OVDI require-
ment for eight years of back returns and the mon-
ster 27.5 percent penalty. Under the ‘‘audit lottery’’
game, the taxpayer files and hopes that no one in
the IRS notices his sleight of hand and that the
returns are processed as if everything were hunky-
dory.

One has to question the IRS’s blanket disap-
proval of the quiet disclosure. The law clearly

contemplates taxpayers preparing and filing
amended returns. When the taxpayer has a reason-
able cause argument, is there really an impropriety
in amending tax returns to correct an honest error
even if it spans multiple years?

There is a chance that those quiet disclosures
may be accepted as filed with no question from the
IRS about why the taxpayer didn’t go through the
program. But that is pure speculation.

It is also possible that the IRS could ask why it is
now hearing from a taxpayer it hasn’t heard from in
20 years. That could result in a full-blown, multi-
year fraud investigation with a referral to the IRS
Criminal Investigation Division to see if they might
want to make an example of someone to prove the
agency was not joking about penalties for attempt-
ing compliance through quiet disclosure.

Prospective Compliance Is Not the Answer

Under this approach, the American abroad qui-
etly files prospectively only, with no explanation of
where he’s been for the last several years. No
practitioner can say this method is risk free. Here,
the taxpayer is essentially saying to the IRS, ‘‘Here
is my current return and it’s all you get.’’ But absent
a change in IRS policy, a situation that may have
warranted application of reasonable cause relief to
avoid penalties becomes a situation of willful non-
compliance for those past years that remain unre-
solved. Will the government see that as an
invitation to make an example of the taxpayer with
full penalties or criminal investigation and possibly
prosecution?

Are there repercussions for a practitioner advis-
ing that course of action? Does that advice lack
competence? Can it be viewed as encouraging will-
ful noncompliance with the tax laws? Steering a
taxpayer away from the OVDI may be tempting,
especially when the client is adamant about not
giving up 27.5 percent of his net worth. Also, if
there is a constitutional argument under the exces-
sive fines and penalties clause, is it possible to lose
the chance to make that argument? One could argue
that with prospective-only compliance, a taxpayer
can easily change the posture of her situation from
one of non-willful, negligent, or innocent noncom-
pliance to one of willful noncompliance when she
elects to comply only prospectively. In that case, the
taxpayer is knowingly doing nothing to address
past returns. What might have been a sympathetic
case may now justify harsh penalties. It does not
follow that the IRS will be lenient because the
taxpayer has started to meet her current tax obliga-
tions while knowingly ignoring past ones. Rather, it
may invite the IRS to come down with a heavy
hammer on both the taxpayer and her tax adviser.

72011 OVDI FAQ 15:
Taxpayers are strongly encouraged to come forward
under the 2011 OVDI to make timely, accurate, and
complete disclosures. Those taxpayers making ‘‘quiet’’
disclosures should be aware of the risk of being examined
and potentially criminally prosecuted for all applicable
years.
8Id.:
The IRS is aware that some taxpayers have attempted
so-called ‘‘quiet’’ disclosures by filing amended returns
and paying any related tax and interest for previously
unreported offshore income without otherwise notifying
the IRS.

COMMENTARY / VIEWPOINTS

TAX NOTES, July 9, 2012 191

(C
) T

ax A
nalysts 2012. A

ll rights reserved. T
ax A

nalysts does not claim
 copyright in any public dom

ain or third party content.



Quiet Disclosure May Be Inappropriate

Yet another reason to avoid quiet disclosures in
any form, at least for the practitioner, is the pos-
sibility that the IRS Office of Professional Respon-
sibility may want to see whether the facts show a
Circular 230, section 10.51(4) violation. That section
defines disreputable conduct to be participation ‘‘in
any way in the giving of false or misleading infor-
mation’’ to the IRS ‘‘in connection with any matter’’
pending or likely to be pending. Most practitioners
would be well advised to avoid having to explain to
OPR why it was not misleading to advise the quiet
disclosure of current tax returns only, knowing not
only that the IRS has warned against the practice,
but also that it is a bit like sneaking in the back door
and is really an attempt to avoid dealing with a host
of tax irregularities that may apply to a client with
a long history of noncompliance and failure to
register foreign bank accounts with Treasury.9

Opting Out Does Not Work for Many Americans

Wisely anticipating that there could be situations
when the 27.5 percent penalty may not be a proper
fit, the IRS included an opt-out procedure10 in the

OVDI under which a taxpayer would apply for the
program, develop the case to the IRS agent’s satis-
faction, and then inform the IRS that he wants to
leave the program and have a chance to argue that
the FBAR mitigation provisions of the Internal
Revenue Manual should apply. The taxpayer would
argue his case with the same agent assigned under
the OVDI and if necessary, appeal or litigate the
application of penalties.

But the opt-out alternative does not provide any
level of assurance that the government will do the
‘‘right thing.’’ It has been almost a year since my
office received an initial pre-clearance letter from CI
with no further word from the IRS about assigning
a revenue agent to work the case. Given its radio
silence on all recently submitted applications, one
suspects that the IRS is overwhelmed by the volume
of paper it must be swimming in (Congress’s cut-
ting the IRS budget doesn’t help matters). A tax-
payer with a reasonable cause argument is left
wondering about the outcome of his case for an
unacceptable length of time. In some cases, the
taxpayer will not be able to opt out for a year or
more.

A New Approach Is Necessary
We are now in the midst of the third IRS OVDI,

under which a taxpayer with previously undis-
closed foreign assets and unreported income can
come clean by submitting eight years of delinquent
tax returns and FBARs. In exchange for payment of
the tax and interest for eight years and a 20 percent
accuracy-related penalty, the IRS can be trusted to
forgo both a referral to CI and the assertion of the 75
percent fraud penalty as long as the taxpayer agrees
to pay a 27.5 percent FBAR penalty on the highest
aggregate one-year balance of his foreign bank
accounts and assets. When the program was first
announced with a mere 20 percent FBAR penalty,
many U.S. taxpayers who had been filing false tax
returns and enjoying their offshore nest eggs for
much longer than eight years jumped at the chance
to pay that amount to avoid a lengthy IRS investi-
gation and possible prosecution by the Justice De-
partment that was certain to result in jail time and
economic ruin. Those tax evaders had reason to be
afraid, and many took advantage of the program to
become compliant. But the facts for the typical
American living abroad do not even remotely sug-
gest that the current OVDI is a proper fit. They have
to spend a small fortune on attorneys and accoun-
tants to produce eight years of monthly bank

9It is not hard to conjure up several scenarios in which the
practitioner might find himself in an awkward situation. Sup-
pose our fourth-generation Canadian Americans in the hypo-
thetical case, supra, are gung-ho about coming clean under the
OVDI but they are absolutely adamant about excluding
grandma. What issues are raised for the practitioner within or
without the OVDI?

102011 OVDI FAQ 51:
Once made, this election is irrevocable. An opt-out is an
election made by a taxpayer to have his or her case
handled under the standard audit process. It should be
recognized that in a given case, the opt out option may
reflect a preferred approach. That is, there may be in-
stances in which the results under the applicable volun-
tary disclosure program appear too severe given the facts
of the case. There will be other instances where this is less
clear. In the latter cases, the Service will look to ensure
that the best interests of the Service and the integrity of
the voluntary disclosure program remain intact. In these
cases, it is expected that full scope examinations will
occur if opt out is initiated. It is expected that opt out will
be appropriate for a discrete minority of cases. Moreover,
to the extent that issues are found upon a full scope
examination that were not disclosed by the taxpayer,
those issues may be the subject of review by Criminal
Investigation. In either case, opting out is at the sole
discretion of the taxpayer and the taxpayer should not be
treated in a negative fashion merely because he or she
chooses to opt out.
. . .
Taxpayers are reminded, that even after opting out of the
Service’s civil settlement structure, they remain within
Criminal Investigation’s Voluntary Disclosure Practice.
Therefore, taxpayers are still required to cooperate fully
with the examiner by providing all requested information
and records and must still pay or make arrangements to
pay the tax, interest, and penalties they are ultimately

determined to owe. If a taxpayer does not cooperate and
make payment arrangements, or if after examination,
issues exist that were not disclosed prior to opt out, the
case may be referred back to Criminal Investigation.
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records from foreign banks, some of which may not
be eager to do the work to see if the records even
exist. In addition to filing eight years of delinquent
Forms 1040 and FBARs, some taxpayers might have
to include eight years of forms 5471 (foreign corpo-
rations), 8865 (foreign partnerships), 3520 (foreign
gifts and trusts with U.S. owners), 8621 (foreign
mutual funds), and new Form 8938, which requires
full disclosure of all foreign assets over a specified
dollar threshold.

Most importantly, it doesn’t always make sense
to require the submission of all that paperwork just
to get the opportunity to meet with an IRS Appeals
officer to argue that no penalty should apply to
those with no connection of any economic sub-
stance to the United States. Moreover, the taxes due
under the OVDI for many Americans abroad are
only a few thousand dollars once the foreign earned
income credit and the FTC are figured in.

In the meantime, a commonsense approach
would be for the IRS to formulate a facts and
circumstances test under which an American born
in a foreign country as a dual national who has
lived most of his life in the country of his birth and
who for the past five or 10 years11 has had no
meaningful economic connection to the United
States should be able to file current returns and no
more than three years of past returns if the tax due
from each year is less than some nominal amount,12

or be allowed to renounce his American citizenship
with no fear of an IRS criminal investigation or of
the U.S. government invoking the cumbersome,
lengthy process of using treaty provisions to pursue
him.

Meet the Adams Family
The following hypothetical shows the absurdity

of trying to force some Americans abroad into the
current OVDI. This situation applies to many
Americans abroad who do not want to be regarded
as U.S. lawbreakers even if they have no intention
of returning.

The Adams family lives in Vancouver, British
Columbia, where Mr. Adams is the president of a
small but successful manufacturing company. Mr.
Adam’s great-grandfather, a U.S. citizen, settled in
Canada in the latter part of the 19th century after
moving there to take a job building the transconti-
nental railroad. Subsequent generations of the Ad-
ams family are all citizens of the United States,
although they have no economic connection to it.

They cannot recall when a family member filed U.S.
tax returns. The current generation has never filed
U.S. income tax returns.

Mr. Adams reads about the flap over FBARs and
he follows the Isaac Brock Society blog daily. There,
he learns that he and his family are considered U.S.
persons13 under U.S. law and that everything they
earn from their manufacturing business in British
Columbia is subject to U.S. income tax under the
Internal Revenue Code. He finds that they should
have been filing U.S. income tax returns all their
lives, reporting their Canadian income on timely
filed Forms 1040, and registering their bank ac-
counts with the U.S. Treasury. He also learns that in
order to comply with FATCA, within 18 months the
Royal Bank of Canada, where the family and the
business bank, will be searching its databases for
indicia of U.S. ownership so that it can turn names
over to the IRS.

The Adams family consults a U.S. tax attorney,
(sometimes known as a cross-border professional)
who tells them not to fret. They will not go to jail as
long as they apply for relief under the current IRS
OVDI. He tells the family that an accountant needs
to prepare delinquent returns from 2004 on for Mr.
and Mrs. Adams; their five adult children who
work in the business; their manufacturing corpora-
tion; a trust that was set up for Mr. Adams’s elderly
grandmother, who lives in a nursing home; and
various partnerships. They also have to file by June
30 a registration form or FBAR every year from now
on for their Canadian bank accounts.

The attorney tells Mr. Adams that the price of
compliance is a 27.5 percent penalty on not only his
‘‘foreign’’ (read: Canadian) bank accounts, but also
on all financial assets in Canada the IRS would
deem related to noncompliance.

The Adams family has a vacation home on
Vancouver Island that they rent out for most of the
year. They are advised to pony that up, too. Mr.
Adams is relieved to learn that he does not have to
get an appraisal for his home because it is in his
name, but just about everything else they own that
has anything to do with earning money has to be
included.

Mr. Adams’s grandmother will have to file be-
cause all her assets are in a trust, and all her
separate financial assets must be valued and made
part of the 27.5 percent penalty base.

The U.S. tax attorney advises Mr. Adams that in
about one week, he can get pre-clearance from the
IRS to proceed with the lengthy submission of the
voluntary disclosure package. He tells Mr. Adams
to work with an accountant and others to prepare11The IRS may determine that five years is too short a period

for this purpose.
12The IRS could pick an amount that is more than de

minimis. A better rule is to make the amount part of the facts
and circumstances. 13Section 7701(30)(A).
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valuations for property held by any entity the
family controls and to retrieve eight years of
monthly bank records for the business and family,
which totals dozens of accounts.

The Burden of Working Under the Program
Mr. Adams begins assembling the materials and

tells the U.S. tax attorney to get pre-clearance even
before he has all the bank records because he is
mindful of the attorney’s warning that he won’t
qualify for voluntary disclosure if the IRS comes to
him first. He is terrified that the IRS will say it has
caught up with him before he has a chance to file.

Their tax attorney faxes the names and passport
numbers of all family members, as well as the
names of all controlled entities, to the IRS, which
passes the information through several computer
databases. It faxes to the attorney a computer-
generated check-the-box form saying the Adams
family has received pre-clearance for the program
and that they may proceed with the submission of
the voluntary disclosure letter and the dozen or
more items listed as submission requirements on
the IRS website.

The Adams family has a detailed net worth
analysis prepared that involves hundreds of hours
of accounting, bookkeeping, searching for docu-
ments, and writing to banks to get records for the
past eight years. Everything proceeds well, except
that they are unable to get two years of statements
for a mutual fund that was cashed out in 2005 and
one bank which went out of business. The family
has no idea how to get those records and has
trouble finding the limited partnership agreement
and a statement of gains and losses for a gold mine
in which they invested in the 1960s.

Voluntary Disclosure Is Long and Tedious

The tax attorney writes an excellent offshore
voluntary14 disclosure letter and prepares a package
consisting of 48 separate tax returns for the family
members and their many entities and dozens of
delinquent FBARs. Following the OVDI Frequently
Asked Questions very carefully, the attorney in-
structs the family to write separate checks for each
return with a balance due, and he attaches those to
each tax return. That results in more than 40 checks

written for tax, interest, and the 20 percent section
6662 underpayment penalty, but the checks average
less than $10 each.

To no one’s surprise, it turns out that with the
FTC and the foreign earned income credit, the
income tax due for each of the past eight years is
only a few thousand dollars. But the bad news is
that the 27.5 percent penalty on the family’s foreign
financial assets is a whopping $3 million. On hear-
ing about that penalty, the attorney tells the family
they would be entitled to opt out to present reason-
able cause arguments. The OVDI letter includes a
strong argument as to why the IRS should exercise
its discretion, based on reasonable cause, to forgo
assessment of any FBAR penalties and to settle the
case with just a warning letter for failing to file
FBARs.

A year after submitting the Adams family’s
OVDI package, the tax attorney gets a call from a
friendly IRS agent who has been assigned to the
case. The attorney explains how diligently the fam-
ily worked to comply with the OVDI’s onerous
submission requirements. Although the Adams
family only had year-end statements for some bank
accounts, the revenue agent nevertheless says that
her manager wants monthly records. The IRS also
wants documentation regarding the gold mine. The
family again undertakes an exhaustive effort to
obtain the required documentation. The agent says
to check back with her in a month. Nothing is
found. The agent gives them another 60 days to
locate the documents.

The family miraculously gets the bank records,
but the partnership records for the gold mine are
given up for lost. The tax attorney contacts the IRS
agent, who is delighted to hear that nearly all the
bank records have been recovered. She tells him to
do the best he can with the gold mine records.

At this point, the Adams family’s legal and
accounting fees exceed $25,000.

The IRS agent takes three months to get back to
the tax attorney, but with good reason. Lack of
funding and an overwhelming number of submis-
sions has left the OVDI grossly understaffed, but
the work flow has not stopped and managers have
told their people to do the best they can and work
through the cases.

Three months later, the IRS agent tells the attor-
ney she agrees with all his computations and that
the IRS is ready to either close the case with formal
closing agreements or proceed with the opt out. She
reminds him that while his letter announced his
intention to opt out, she has no authority under the
OVDI to compromise anything until he formally
does so. The Adams family therefore formally opts
out. It takes the IRS another two months to process
the case through the opt-out procedures.

142011 OVDI FAQ 24.1:
In order to participate and be eligible for the 2011 OVDI,
a taxpayer must submit their name, address, date of birth
and Social Security number and should submit as much
of the other information on the three-page Offshore
Voluntary Disclosures Letter as possible on or
before. . . . An incomplete Offshore Voluntary Disclosures
Letter must be amended (with the addition of any miss-
ing information) and submitted as quickly as possible.
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The attorney marshalls his best arguments to
reduce or eliminate FBAR penalties, including rea-
sonable cause and non-willful failure to file, and
contends that the penalties are excessive in viola-
tion of the Eighth Amendment. The IRS agent
admonishes the tax attorney that making a consti-
tutional argument could be considered frivolous.
He sticks to his guns and insists that the agent and
her manager listen to reason, which causes the
Adams family considerable angst because of the
cost and the uncertainty. Despite a strong presenta-
tion by the attorney, the agent’s manager believes
the family should pay at least some penalty because
she doesn’t believe that they didn’t know they
should be filing U.S. income tax returns and FBARs.
She proposes as a settlement to close the case a
$50,000 FBAR penalty — take it or leave it. The
family is insulted and offended when the manager
tells them they should be happy to have a chance to
get off so easily without having to pay the full $3
million penalty.

After discussing the offer with the tax attorney,
the Adams family elects to decline the IRS’s offer
and elects to go to Appeals. The agent takes another
three months to write up her ‘‘unagreed’’ case
report, which becomes the 30-day letter.

The agent receives the attorney’s protest letter
and forwards six banker’s boxes of documents to
Appeals. The case is assigned to an Appeals officer
who loses the entire file. Four months later, the
attorney finally hears from an Appeals officer who
says the IRS found four of the six boxes but that all
cases are on hold pending a high-level meeting in
the National Office. That meeting can’t happen
until the IRS commissioner testifies before an IRS
congressional Oversight Committee hearing, which
has convened to discuss the IRS’s handling of the
voluntary disclosure initiative and is set to occur in
two months.

Because two months in Washington can easily
turn into four months, the hearing finally takes
place five months later; the commissioner is excori-
ated for what some lawmakers call ‘‘malicious
compliance with the administration of the FBAR
penalty program.’’

By now, the Adams family has spent close to
three years waiting for this issue to be resolved. It
has drained them financially, emotionally, and spiri-
tually; Mr. Adam’s health is failing rapidly. But after
the hearings, top IRS leadership convenes and
e-mails a memorandum to all Appeals offices with
jurisdiction over voluntary disclosure opt-out cases.
The new instructions, which are never issued as
part of the IRM directive system, require Appeals
officers to exercise judgment and discretion in all
voluntary disclosure opt-out cases that can be
settled with a simple warning letter and without

FBAR penalties — if the facts and circumstances
indicate that the taxpayer has had little or no
connection of economic substance to the United
States for 20 consecutive years.

Proposed New Policy for Dual Nationals
Assume that instead of filing under the OVDI,

the Adams family takes advantage of a temporary
amnesty program announced by the IRS. Under the
program, a taxpayer will receive complete amnesty
from penalties if he:

1. is a dual national born in a foreign country;
2. has lived in that country most of his life; and
3. has had no significant economic connection
to the United States for the past five years.
The taxpayer can elect to immediately renounce

citizenship or, through an IRM Part 9 noisy volun-
tary disclosure, file all required returns and FBARs
for the last three years; pay any taxes, interest, and
penalties; and agree to remain in full compliance
from now on.

The family elects to take advantage of the IRS’s
new policy position and complies with the pro-
gram. All returns are professionally prepared by a
CPA. Full payment is tendered for the small amount
of tax assessed on the returns. The attorney writes a
detailed cover letter to the CI branch in the Service
Center, which details the facts above. The attorney
writes that this is a voluntary disclosure under IRM
Part 9 and argues why the taxpayers have not filed
under the voluntary disclosure program and why
no penalties should apply. For good measure, the
entire package is duplicated and filed with a CI area
headquarters office.

Here is what could happen:
Their noisy disclosure will be assigned to a

revenue agent who will survey the filed returns and
either be instructed to close it out as filed or proceed
to examine the returns in the ordinary course.

The agent could issue an audit letter and infor-
mation document request (IDR) and contact the
Adams’s tax attorney. The IDR may be directed at
one or more years for each member of the Adams
family. In any event, the burden of producing
documents will be far less onerous than under
OVDI, which requires eight years of returns and
documents.

Conclusion
The IRS should be commended for its efforts and

successes in promoting tax compliance in the inter-
national arena. The wisdom or injustice of
citizenship-based taxation is beyond the scope of
this article. But the advent of FATCA and the
enforcement of the FBAR rules have created obvi-
ously unintended consequences for millions of
American citizens abroad. We’re not talking about
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jet-setters who flutter around the world’s resorts
counting the days they need to be in or out of the
country to ensure they don’t get penalized on their
taxes. We’re talking about those who are simply
living their lives and raising their families as best
they can.

Nor does this have anything to do with patrio-
tism. American expatriates will be the first to tell
you that a person can have multiple loyalties and
that there is nothing inconsistent with considering
themselves Americans as well as Brazilians, Cana-
dians, or Panamanians.

It does not encourage the Adams family to hear
that under existing options, all they have to do is
join the program and prove reasonable cause. For
them — and millions of others — the program
simply does not make sense.

More important, as a practical matter, the IRS is
either unable or unwilling to expend valuable re-
sources using the treaty process to harass overseas
Americans whose facts would make the IRS an
example of ‘‘bad government’’ at work. If the gov-
ernment is not going to chase the expatriate to the
far reaches of the planet, people should know about
it so that they can act and plan accordingly.

The current program is driving more people
underground than it is bringing into the fold. That
concern may be bigger than the IRS; Treasury
should announce to the world that elderly residents
in a Calgary nursing home who have never filed a
U.S. tax return are not going to have to start now.

Response to Daley on Bailey

By Kenneth N. Orbach

Let me get this straight.

As I understand it, under the per se passive rule
of section 469(c)(2) all rental activities are treated as
passive, regardless of the taxpayer’s level of partici-
pation. However, section 469(c)(7) provides an ex-
ception to the rule for rental real estate activities
engaged in by some real estate professionals (quali-
fying taxpayers). Thus, a rental real estate activity in
which a qualifying taxpayer materially participates
is not subject to limitation under the passive loss
rules. To achieve this result, section 469(c)(7) sets
out an antecedent component (subparagraphs (B),
(C), and (D))1 and a consequent component (sub-
paragraph (A)). The consequent component applies
only when the antecedent component applies.

Antecedent (Qualifying) Component

To determine whether the antecedent component
applies, we must consider the taxpayer’s set of
trades or businesses (call this set T)2; the subset of T
(call it R) consisting of the taxpayer’s real property
trades or businesses3; and the subset of R (call it M)

1Subparagraph C defines the term ‘‘real property trade or
business,’’ and subparagraph D provides special rules for
closely held C corporations and for personal services performed
as an employee. I do not consider subparagraph D henceforth in
this article.

2See reg. section 1.469-9(b)(1) for the definition of trade or
business.

3See section 469(c)(7)(C) for the definition of real property
trade or business. The determination of a taxpayer’s real prop-
erty trades or businesses depends on all the relevant facts and
circumstances, and a taxpayer may use any reasonable method
of applying the facts and circumstances in grouping the section
469(c)(7)(C) endeavors into real property trades or businesses
(subject to a consistency requirement). A real property trade or
business may include more than one section 469(c)(7)(C) en-
deavor. Reg. section 1.469-9(d).

Kenneth N. Orbach

Kenneth N. Orbach is a
professor at Florida Atlantic
University in Boca Raton.

This article responds to
an April 30 article by Tom
Daley about the Tax Court’s
decision in Bailey. Orbach
provides a detailed analysis
of section 469(c)(7) and dis-
cusses the court’s more re-
cent decision in Jafarpour.
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