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Chapter 18 - U.S. Taxpayer FBAR Tax Compliance Issues

FBAR rules are not found in the Code. Rather, they are set forth in the Bank Secrecy Act,
first enacted by Congress in 1970. Since 2003, however, the IRS bears responsibility for
enforcing these rules.

The FBAR rules require that every U.S. Person report (i) any financial interest or
authority over a (ii) financial account in a foreign country with (iii) an aggregate value
over $ 10,000 at any time during the taxable year. The report must be filed on a Form
TD F 90-22.1, Report of Foreign Bank and Financial Accounts (hence the acronym
“FBAR”). U.S. Persons must also disclose the existence of the account on their Form
1040, Schedule B, Part IIl. This is commonly referred to as “checking the ‘B’ box.”

Taxpayers who fail to disclose the account on their Form 1040 could be subject to
criminal sanctions for filing a false tax return.

The FBAR report is due on June 30th. This due date is not subject to extensions. The
FBAR report must be filed separately from the U.S. Person’s tax return.

Financial Interest Or Authority

A U.S. Person has a financial interest in a foreign account if he or she is the legal or
beneficial owner. Attribution rules apply in making this determination. A person serving
as a shareholder, partner, and trustee may also be deemed to hold a financial interest if
the owner of the account is (i) a person acting as an agent on behalf of the U.S. Person,
(ii) a corporation where the U.S. Person owns, directly or indirectly, more than 50
percent of the outstanding stock, (iii) a partnership in which the U.S. Person owns more
than 50 percent of the profits, or (iv) a trust in which a U.S. Person has either a present
interest in more than 50 percent of the assets or from which the U.S. Person receives
more than 50 percent of the income. If these thresholds are met, the U.S. Person has an
FBAR reporting obligation, regardless of whether he or she has any authority over the
account.

Non-owners with authority over a foreign account are also subject to the FBAR reporting
rules. Authority means the U.S. Person has the ability to order a distribution or
disbursement of funds or other property held in the account. This is not limited to
signature authority, but includes the ability to order distributions by verbal commands
or other communication. Authority does not include persons who have the right to
invest, but not distribute, the foreign account funds.

There is no limitation for taxpayers who have authority over a foreign account, but only
in an official capacity. (For example, the president of a corporation, the general partner
of a partnership, or the manager of an LLC may be subject to these rules.)

Both the entity, as beneficial owner, and the representative, who has control over the
account, may be required to file an FBAR report. Similarly, when more than one U.S.



Person has authority over an account, i.e., president and vice president, both persons
may have an FBAR reporting obligation.

Even when the account is subject to joint control, and the signature of someone other
than the taxpayer is required to cause a distribution, the taxpayer is still considered to
have authority over the account for FBAR reporting purposes.

Financial Account In A Foreign Country

The term financial account is broadly defined as any asset account and encompasses
simple bank accounts (checking or savings), as well as securities or custodial accounts. It
also includes a life insurance policy or other type of policy with an investment value (i.e.,
surrender value).

Foreign country naturally refers to any country other than the United States. Puerto
Rico, U.S. possessions and territories are included as part of the United States (as they
should) for these purposes. Accounts held by U.S. Persons in these areas are not foreign
accounts subject to FBAR reporting.

The IRS has indicated that a traditional credit card with a foreign bank is not a foreign
account. However, use of a credit card as a debit or check card could trigger foreign
account status and thus an FBAR reporting obligation.

$10,000 Threshold

To be reportable, the account must have assets the value of which during the year,
exceeds $10,000.

The Instructions to the FBAR report state that if the aggregate value of all financial
accounts exceeds $10,000 at any time during the year, the U.S. Person must file an FBAR
report. A U.S. Person who possesses multiple foreign accounts, all of which have less
than $10,000, but which collectively exceed $10,000, may have an FBAR reporting
obligation.

Taxpayers may transfer an appreciating asset to a foreign account, such as stock or
securities. As these assets increase in value, they may trigger an FBAR reporting
requirement.

Whether the account generates any income is not relevant.
Penalties

In an attempt to improve compliance, Congress enhanced the FBAR penalties in 2004.
Under pre-2004 law, civil penalties applied only to willful violations. In 2009, civil
penalties up to $10,000 may be imposed on non-willful violations. This penalty may be
avoided if there was reasonable cause and the U.S. Person reported the income earned
on the account. 31 U.S. C. §5321(a)(5).



Although reasonable cause is not defined, the IRS will likely apply the reasonable cause
standard for late-payment/Iate-filing penalties.

The penalty for willful violations is far more severe. It is equal to the greater of $100,000
or 50 per-cent of the balance of the account at the time of the FBAR violation. No
reasonable cause exception exists for a willful violation. 31 U. S. C. §5321(a)(5)(c).

The IRS has six years to assess a civil penalty against a taxpayer that violates the FBAR
reporting rules.



Chapter 19 - Amended Tax Returns (Voluntary Disclosure)

U.S. Taxpayers who fail to report offshore accounts by filing FBAR (TD F 90.22-1) face
criminal and civil penalties:

1. Failure to Report Income

(3 Felonies and 1 Misdemeanor) up to 14 years in jail, plus 75% Civil Tax Fraud Penalty,
25% Failure to Pay Tax Penalty.

2. Failure to File FBAR’s

(a maximum annual penalty of 50% of the account balance, up to 10 years in jail a
$500,000 fine).

3. Perjury

Taxpayers Form 1040/Schedule B must declare whether Taxpayers have any authority
over, or interest in foreign accounts with a total of more than $10,000.

In the IRS 6/24/09 FAQ update the IRS stated:

What is the distinction between filing amended returns to correct errors and filing a
voluntary disclosure?

An amended return is the proper vehicle to correct an error on a filed return, whether a
taxpayer receives a refund or owes additional tax. A voluntary disclosure is a truthful,
timely and complete communication to the IRS in which a taxpayer shows a willingness
to cooperate (and does in fact cooperate) with the IRS in determining the taxpayer’s
correct tax liability and makes arrangements in good faith to fully pay that liability. Filing
correct amended returns is normally a part of the process of making a voluntary
disclosure under IRM 9.5.11.9. Taxpayers and practitioners trying to decide whether to
simply file an amended return with a Service Center or to make a formal voluntary
disclosure under the process described in IRM 9.5.11.9 and the March 23, 2009
memoranda should consider the nature of the error they are trying to correct.

Taxpayers with undisclosed foreign accounts or entities should consider making a
voluntary disclosure because it enables them to become compliant, avoid substantial
civil penalties and generally eliminate the risk of criminal prosecution. 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. It is anticipated
that the voluntary disclosure process is appropriate for most taxpayers who have
underreported their income with respect to offshore accounts and assets. However,
there will be some cases, such as where a taxpayer has reported all income but failed to
file the FBAR (FAQ 9), or only failed to file information returns (FAQ 42), where it
remains appropriate for the taxpayer to simply file amended returns with the applicable
Service Center (with copies to the Philadelphia office listed in FAQ 9).



The IRS stated position is that a Taxpayer’s voluntary disclosure entitles the Taxpayer to
become compliant, avoid substantial civil penalties and generally eliminate the risk of
criminal prosecution.

In reality, a taxpayer who makes a voluntary disclosure may:
1. Spotlight their “tax crimes”

2. If the voluntary disclosure is not accepted, jeopardize them and subject them to
criminal prosecution

The IRS SBSE 3/23/09 memorandum, Subject: Routing of Voluntary Disclosure Cases,
which addresses a change in the processing of voluntary disclosure requests containing
offshore issues.

1. Such requests will continue to be initially screened by Criminal Investigation to
determine eligibility for voluntary disclosure, and, if involving only domestic issues will
be forwarded to Area Planning and Special Programs for Civil Processing;

2. Voluntary disclosure eligibility for offshore issues will be initially screened by Criminal
Investigation and forwarded to the Philadelphia Offshore Identification Unit (POIU) for
processing.

Voluntary Disclosure risks include:

1. Heightened risk of criminal prosecution (since initial screening is by the IRS Criminal
Investigation Division);

2. A voluntary disclosure may be used as an evidentiary admission of Taxpayer’s
unreported income;

3. A voluntary disclosure may waive Taxpayer’s 5th Amendment right against self-
incrimination;

4. While a voluntary disclosure is pending the IRS may request more information,
commence an audit or initiate criminal prosecution.

As an alternative strategy to a voluntary disclosure, the “quiet filing” (for the Tax Years
at issue) of an amended tax return (or original tax return) may instead:

1. Pre-empt criminal charges for the failure to file FBAR returns, Form 1040 tax returns
and failure to pay tax;

2. Pre-empt a 75% civil tax fraud penalty, for failure to file or pay tax and a 25% failure
to pay tax penalty;



3. If the income is properly reported (i.e., no substantial understatements which are
subject to a 6 year statute of limitations), the tax filing will commence the 3-year statute
of limitations (for each year) for IRS audit.
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