PKF PERSPECTIVES

INTERNATIONAL TAX GAP:
Offshore Voluntary Disclosure Program

The Obama administration has made it clear that
one key element in its tax enforcement efforts,
both administratively and legislatively, will be to
address the perceived “tax gap” related to
international tax issues.

Specifically, the administration is concerned
with multi-national enterprises and individuals
who fail to pay their fair share of U.S. tax due to
international tax planning. The focus will be on
perceived abuses using offshore financial
institutions and what is known as “earnings-
stripping techniques” and also transfer price
methodologies.

In this regard, the IRS has recently announced
that it has expanded its international tax
personnel by some 3,500 frontline enforcement
personnel, 700 of whom will deal with
international issues. Thus, inbound and
outbound investors alike should be concerned
with heightened IRS scrutiny.

PKF tax advisors are closely monitoring devel-
opments in this area and will periodically advise
our clients and others of developments. In some
cases, our publications will closely resemble the
actual alerts being provided by the IRS to tax
practitioners on the IRS website.

This is the first in a series of PKF Perspectives
which will cover the international tax gap. In this
issue, we discuss IRS guidance on its Offshore
Voluntary Disclosure Program. The information
provided here can be obtained in more detail
from the IRS website. Posted on the website are
30frequently asked questions (FAQs) explaining
in detail what is, in effect, a settlement offer for
those who voluntarily and timely disclose
unreported offshore income and financial
accounts. Here are a few of those questions.

What is the Offshore Voluntary Disclosure
Program?

This program is a practice that has been employed
by IRS investigators in criminal matters for many
years. The objective of the program is to bring
taxpayers, that have used undisclosed foreign
financial accounts and undisclosed foreign
entities to avoid or evade tax, into compliance
with United States tax laws.

Another peripheral goal of the program is to enable
the IRS to gather information on how foreign bank
accounts are being promoted as a way to avoid or
evade tax. Data gathered during this process will
be used in developing additional IRS strategies to
inhibit promoters and facilitators from soliciting new
clients.

Taxpayers are strongly encouraged to make a
voluntary disclosure because it will enable them to
become compliant, avoid substantial civil penalties
and generally eliminate the risk of criminal
prosecution. Voluntary disclosure is especially
important because the IRS takes into account
“timely,” accurate and complete voluntary
disclosures when deciding which cases get
recommended to the Department of Justice for
criminal prosecution. “Timely” for these
purposes is before the IRS has initiated a civil
examination regardless of whether it relates to
undisclosed foreign accounts or entities.

How does a person make a voluntary disclo-
sure?

A voluntary disclosure is made by following
procedures described in the IRS Internal Revenue
Manual. Individuals can initiate the process by
calling their local IRS Criminal Investigation (Cl)
office followed by a letter stating their intention to
make a voluntary disclosure. Ideally, the letter
should include all identifying information: name,
address, social security number, date of birth and



passport number. The letter should provide details
of the unreported income or incorrectly claimed
deductions or credits taken related to the
undisclosed foreign accounts or foreign entities
including a reason for the omission. It should also
include a Power of Attorney (Form 2848) if the
person wishes to be represented by a CPA or
attorney. If amended returns or delinquent returns
have already been prepared, they should be
included in the disclosure.

The IRS CI office will follow up on the facts and
circumstances to assess the timeliness, com-
pleteness and truthfulness of the voluntary disclo-
sure. Based on their findings, recommendations will
be made.

What if you reported all your taxable income but
recently learned that you should befiling foreign
bank account reports (FBARs) (Form TD 90-
22.1)? Should you usethe Voluntary Disclosure

Program?

According to IRS guidance, if you reported all
taxable income from all accounts, you should not
use the voluntary disclosure process. Instead,
delinquent FBARs should be prepared in
accordance with the instructions and should be filed
with a statement attached explaining why the forms
are being filed late, together with a copy of the tax
returns for all relevant years. The forms should be
sent to IRS Philadelphia Offshore Identification Unit
by September 23, 2009. If these steps are
followed, the IRS has stated that no penalties
will be imposed for the failure to file FBARS.

What if, in addition to delinquent FBARs, addi-
tional taxable income needs to be reported?

Summary of IRS Proposed Settlement

The IRS announced that the tax liabilities related to
offshore issues of taxpayers that make “voluntary
disclosure requests” will be settled as follows:

» Taxes and interest due going back six years will
be assessed. The taxpayer must file or amend
all returns, including information returns, and
FBARs.

» The IRS will assess either an accuracy or

delinquency penalty for all years (no reasonable
cause exception will be applied).

e In lieu of all other penalties that may apply
(including FBAR and information return
penalties), the IRS will assess a penalty equal
to 20% of the amount in a foreign bank
account or entity in the year with the highest
aggregate account or asset value. The penalty
is reduced to 5% if, with respect to the accounts
or entities formed:

a. the taxpayer did not open them or cause
them to be opened or formed;

b. there has been no activity during the period
the accounts/entities were controlled by the
taxpayer; and

c. all applicable U.S. taxes have been paid on
the funds in the accounts/entities (where only
the earnings have escaped U.S. taxes).

The above terms will apply only to taxpayers that
“fully cooperate with IRS both civilly and criminally.”
The terms will remain in effect only for six months
from March 23, 2009 (the date that IRS released its
voluntary disclosure offer).

lllustration of how settlement would work as
described in IRS FAQs

In FAQ 12, a taxpayer deposits $1 million in a
foreign account in 2003. It is assumed this amount
is not unreported income. The account earns
$50,000 of income each year, and the account
balance in 2008 is $1.3 million.

Amount on Interest Account
Year Deposit Income Balance
2003 $ 1,000,000 $ 50,000 $ 1,050,000
2004 50,000 1,100,000
2005 50,000 1,150,000
2006 50,000 1,200,000
2007 50,000 1,250,000
2008 50,000 1,300,000




The taxpayer is in the 35% bracket, files a return but
does not report the foreign account or the interest
income on it, and the maximum applicable penalties
are imposed.

If the taxpayer takes advantage of the IRS voluntary
disclosure offer he would pay a total of $386,000,
plus interest. This sum consists of:

» tax of $105,000 (six years at $17,500 [$50,000 x
.35]) plus interest;

e an accuracy-related penalty of $21,000 (i.e.,
$105,000 x .20); and

e an additional penalty, in lieu of the FBAR and
other potential penalties that may apply, of
$260,000 (i.e., $1,300,000 x .20).

If the taxpayer does not come forward and the IRS
discovers his/her offshore activity, the taxpayer
would face up to $2,306,000 in tax, accuracy-related
penalty, and FBAR penalty. The taxpayer would
also be liable for interest and possibly additional
penalties, and an examination could lead to criminal
prosecution.

The civil liabilities potentially include:
- Tax and accuracy-related penalty, plus interest

- Penalties totaling up to $2,175,000 for willful
failures to file complete and correct FBARs (2003
- $100,000, 2004 - $100,000, 2005 - $100,000,
2006 - $600,000, 2007 - $625,000 and 2008 -
$650,000)

- The potential of having the fraud penalty (75
percent) apply, and

- The potential of substantial additional information
return penalties if the foreign account or assets
is held through a foreign entity such as a trust or
corporation and required information returns
were not filed.

IRS FAQs 14 and 15 list in detail the criminal and
civil penalties that might apply to taxpayers who do
not take advantage of the voluntary disclosure offer.

Who is eligible and ineligible for relief under the
voluntary disclosure initiative?

The offer is open to all taxpayers that comply with
IRS terms, including corporations, partnerships and
trusts (FAQ 19), and those taxpayers that have an
offshore merchant account (FAQ 8). The offer does
not apply if the IRS has initiated a civil examination
of the taxpayer, regardless of whether it relates to
undisclosed foreign accounts or undisclosed foreign
entities. (FAQ 7)

What if you are having difficulty obtaining
information from foreign financial institutions?

The IRS has stated that if assistance is needed, an
agent will be assigned to the case to prepare a
request acceptable by the foreign institution. The
key, they have stated, is to notify the Service of your
intent to make a voluntary disclosure as soon as
possible, and in any event, by September 23, 2009.

What happens at the end of six months? Will
you get a better deal if you wait to see what the
IRS does at the end of six months?

Taxpayers should not wait until the end of the six-
month period to make their voluntary disclosures as
there is no guarantee that the taxpayer will still be
eligible or that the current penalty terms will be
available after six months.

Taxpayers who wait until the end of the six-month
period run the risk that they will be disqualified from
the Voluntary Disclosure Program. The IRS has
stepped up its enforcement efforts, including the
use of John Doe summonses, to identify taxpayers
using offshore accounts and entities to avoid tax. In
addition, the IRS continues to receive information
from whistle blowers and other taxpayers making
voluntary disclosures.

If the IRS receives specific information about a
taxpayer's noncompliance before the taxpayer
attempts to make a voluntary disclosure, the
disclosure will not be timely and the taxpayer will
not be eligible for the criminal and civil penalty relief
available under the voluntary disclosure program.



Finally, taxpayers run a substantial risk that the
uniform penalty structure described in the internal
guidance will not be available past the six-month
deadline or that the terms will be less beneficial to
taxpayers.

Should taxpayers make a “quiet disclosure” to
become compliant?

The IRS says it is aware that some taxpayers are
attempting “quiet disclosure” by filing amended
returns and paying any related tax and interest for
previously unreported offshore income without
otherwise notifying IRS.

In FAQ 10, the IRS strongly encourages such
taxpayers to come forward under the voluntary
disclosure offer. Those taxpayers making “quiet”
disclosures should be aware of the risk of being
examined and potentially criminally prosecuted for all
applicable years. The IRS says it has identified, and
will continue to identify and closely review, amended
tax returns reporting increases in income.

What is a tax practitioner’s responsibility?

The IRS tells practitioners that if a client seeks their
advice but nonetheless decides not to make a
voluntary disclosure, then practitioners are required
under Circular 230, section 10.21, to advise the
client of the fact of his or her noncompliance and the
consequences of that noncompliance under the
Code and regs. (FAQ 29)

Observation:  Taxpayers and their advisors
considering whether to come forth under the IRS
voluntary disclosure offer also need to consider the
state tax impact of their decision.

PKF Recommendations

All taxpayers should review their financial matters to
ensure they have not omitted income from foreign
financial bank accounts and to determine whether all
foreign bank accounts have been disclosed.
Financial account reporting includes any financial
interest in or signature authority over any foreign
financial accounts including bank, securities or

other types of financial accounts in a foreign
country.

PKF tax advisors have begun the process of
voluntary disclosure for their clients. In many
cases, PKF works in conjunction with tax attorneys
especially in cases where criminal sanctions are
possible. If you have any questions on IRS
voluntary disclosure, please contact us.

People who complain about taxes

can be divided into two classes:

men and women.
... Anonymous

Iltems in this publication should not be considered official
statements of position, nor advice for individuals or organizations
without consulting a professional advisor. This information is not
intended to be, nor can it be, used by any taxpayer for the
purpose of avoiding tax penalties. For more information, please
contact tax directors Leo Parmegiani or Joe Lee or the director
in charge of your account.
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