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l. Introduction

Voluntary compliance is a hallmark of the U.S. tax system; taxpayers are ex-
pected to proactively file all appropriate returns with the Internal Revenue
Service (“IRS”) and pay all amounts due. Many taxpayers fail to meet that
commitment, of course, either intentionally or out of ignorance. This is where
so-called whistleblowers come into play. If they can provide data to the IRS that
leads to the collection of taxes, penalties, and interest from non-compliant tax-
payers, they stand to receive a percentage of the take. This financial reality has
incentivized whistleblowers to bring to the IRS’ attention taxpayers falling into
various categories, including “accidental Americans.”

The article explains obligations of U.S. persons with income, assets, or activi-
ties abroad, describes the exit tax imposed on expatriating individuals, identifies
a special relief program for former U.S. citizens, summarizes the whistleblower
process, and examines a recent Tax Court case that brings these concepts together.

Il. Worldwide Duties and Downfalls

Generally, U.S. persons, including U.S. citizens and U.S. residents, are subject
to federal income tax on #// income derived, regardless of where the income
originates." In other words, U.S. persons face a system of worldwide taxation,
requiring them to declare to the IRS on Form 1040 (U.S. Individual Income Tax
Return) all income, whether it was earned, obtained, received, or accrued in the
United States or a foreign country. This, of course, creates potential issues for
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U.S. persons who have lived, worked, or invested abroad
at any point.

A. Overview of Tax and Information
Reporting

Individual taxpayers with foreign involvement ordinarily
must do several things with the IRS, including, but cer-
tainly not limited to, the following:

®  They must declare on Form 1040 income from all
sources around the globe;

m  They must disclose on Schedule B (/nterest and
Ordinary Dividends) to Form 1040 the existence and
location of foreign accounts;

m  They must electronically file a FinCEN Form 114
(“FBAR’) to provide more details about foreign
accounts;

m  They must report foreign financial assets, as this
term is broadly defined, on Form 8938 (Statement of
Specified Foreign Financial Assets);

m In situations where taxpayers own or have certain
other links to foreign entities, they must report them
onForm 5471 (Information Return of U.S. Persons with
Respect to Certain Foreign Corporations), Form 8865
(Return of U.S. Persons with Respect to Certain Foreign
Partmerships), Form 8858 (Information Return of U.S.
Persons with Respect to Foreign Disregarded Entities and
Foreign Branches), Form 8621 (Information Return by
Shareholder of a Passive Foreign Investment Company
or Qualified Electing Fund), or Form 3520 (Annual
Return to Report Transactions with Foreign Trusts and
Receipt of Certain Foreign Gifts), depending on the
classification of the entities; and

m  They must file a Form 8833 (7reaty-Based Return
Position Disclosure) if they are claiming that the appli-
cation of a treaty between the United States and an-
other country overrules or modifies normal treatment.”

B. Sanctions for Violations

Failure to maintain compliance with the duties described
above can trigger significant penalties. Some common
punishments imposed by the IRS are recapped below.
First, taxpayers omitting foreign income often confront
U.S. tax liabilities, as well as sizable penalties related di-
rectly to the taxes. Examples include negligence penalties
equal to 20 percent of the tax debt, penalties rising to
40 percent of the tax debt in situations involving undis-
closed foreign financial assets, and penalties reaching 75
percent of the tax debt if the IRS can prove civil fraud.’
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Second, large sanctions for unfiled, late, inaccu-
rate, or incomplete FBARs can overwhelm taxpayers.
Congress was concerned about widespread FBAR
non-compliance for many years; therefore, it enacted
stringent penalties in 2004.* In the case of non-willful
violations, the maximum penalty is $10,000 per viola-
tion.” Higher penalties apply where willfulness exists.
Specifically, when a taxpayer willfully fails to file an
FBAR, the IRS may assert a penalty equal to $100,000
or 50 percent of the balance in the undisclosed ac-
count at the time of the violation, whichever amount
is larger.

Third, if a taxpayer fails to file a proper Form 8938,
then the IRS generally will assert a penalty of $10,000
per violation.” The penalty increases to a maximum of
$50,000 if the taxpayer does not rectify the problem
quickly after contact by the IRS.®

Fourth, a variety of penalties come into play when
taxpayers do not disclose their relationships with for-
eign entities. For instance, U.S. persons who are officers,
directors, and/or shareholders of certain foreign corpora-
tions ordinarily must file a Form 5471 with the IRS.” If
they neglect to do so, then the IRS may assert a penalty
of $10,000 per violation, per year.'

The penalties described above can be significant, even
when considered separately. They can become untenable,
though, when the IRS decides to “stack” penalties, assert-
ing several in connection with the same foreign item. As
recently as 2019, a District Court held the “stacking’
of certain penalties by the IRS is not prohibited by the

constitution.!!

C. Endless Assessment Periods

Failure to file nearly all international information
returns not only triggers the penalties described above,
but also gives the IRS an unlimited period of time to
audit the Form 1040 to which the information returns
should have been attached, and then assess additional
taxes, penalties, and interest. A relatively obscure proce-
dural provision contains a powerful tool for the IRS."?
It generally states that, where a taxpayer does not file
required international information returns, the assess-
ment period remains open “with respect to any tax re-
turn, event, or period” to which the information returns
relate, until three years after the taxpayer ultimately files
the returns.” Consequently, if a taxpayer never files, say,
a Form 8938 to reveal his interest in foreign financial
assets, then the assessment period never begins to run

against the IRS."
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Ill. Expatriation and Code Sec. 877A

Understanding this article requires some knowledge
about what happens when a U.S. citizen decides to seek
greener pastures, permanently extricating himself from
the United States.

A. Evolution

In 1966, Congress enacted the expatriation tax rules to
discourage U.S. citizens from moving abroad and sur-
rendering their citizenship to avoid paying U.S. taxes."
Code Sec. 877 originally imposed taxes on individuals
who surrendered their U.S. citizenship with a tax-avoid-
ance purpose. Later that same year, Congress expanded
Code Sec. 877 to cover long-term residents who termi-
nated their U.S. residency, t0o.'® Congress again revised
Code Sec. 877 in 2004 based on various recommenda-
tions from the Joint Committee on Taxation."” Finally,
in 2008, Congress made its final changes thus far by
replacing Code Sec. 877 with a new provision, Code
Sec. 877A." The IRS has not yet issued regulations con-
cerning Code Sec. 877A, but it provided guidance in
Notice 2009-85." Code Sec. 877A is described in more
detail below.

B. Concepts and Definitions

Code Sec. 877A generally imposes a mark-to-market tax
regime on certain taxpayers who decide to abandon the
United States. They generally must pretend to sell all
their property at fair market value the day before their
“expatriation date” and pay the corresponding U.S. in-
come taxes on any gains.”

Expatriation by a U.S. citizen occurs when (i) the in-
dividual renounces his U.S. nationality at a diplomatic
or consular office,?' (ii) the individual furnishes to the
Department of State a signed statement of voluntary re-
linquishment of U.S. nationality,* (iii) the Department
of State issues the individual a certificate of loss of U.S.
nationality, or (iv) a U.S. court cancels an individual’s
certificate of naturalization.”* The “expatriation date” is
the day on which one of these four events takes place.”

The so-called “exit tax” only applies to “covered expa-
triates.”* For purposes of Code Sec. 877A, this term
means an “expatriate” who has an average annual U.S.
income tax liability for the past five years over a particular
amount (“Tax Liability Test”), or who has a net worth ex-
ceeding a certain threshold (“Net Worth Test”), or who
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cannot certify to the IRS that he maintained full U.S.
tax compliance during the past five years (“Certification
Test”).”” An individual failing just one of the preceding
three tests normally is considered a “covered expatriate.”
U.S. citizens who relinquish their U.S. citizenship, and
who are subject to the Code Sec. 877A rules (even if they
are exempt from the exit tax), must file a Form 8854
(Initial and Annual Expatriation Statement) either as soon
as possible after expatriation or by the due date for filing
their first U.S. tax return as a nonresident alien.?® Various
sources contain details about filing Form 8854.%

C. Exemptions from the Exit Tax

There are exceptions to classification as a “covered expa-
triate.” Specifically, an individual shall 7oz be treated as a
“covered expatriate,” and thus shall 7oz be subject to exit
tax, in the following circumstances. First, an individual is
not a “covered expatriate” where he became both a U.S.
citizen and a citizen of a foreign country at birth and, as of
the expatriation date, he continues to be a citizen of, and
is taxed as a resident of, the foreign country, and he has
not been a U.S. resident under the “substantial presence”
test for more than 10 years during the 15-year period
before his expatriation date.”” Second, an individual also
will not be deemed a “covered expatriate” where his re-
linquishment of U.S. citizenship occurs before he is 18%2
years old and he has not been a U.S. resident for more
than 10 years before his expatriation date. According to
legislative history, Congress created these two exceptions
to relieve from the exit tax individuals whose principal
purpose for expatriating was not tax avoidance and who
were previously unaware of their status as U.S. citizens.*?
Those falling into this category are often referred to as
“accidental Americans.”

IV. Relief Program for Former U.S.
Citizens

The IRS announced an initiative in late 2019 called Relief
Procedures for Certain Former Citizens (“RPCFC”),
whose goal is to allow some taxpayers to avoid classifica-
tion as “covered expatriates” and exposure to the exit tax

under Code Sec. 877A.3

A. Eligible Participants

The RPCFC is designed to benefit a narrow group of
taxpayers who (i) were U.S. citizens, (ii) have already
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expatriated, (iii) had either no U.S. income tax liability
or a minimal liability in the years preceding expatriation,
(iv) were effectively “off the grid” in terms of U.S. tax
compliance in that they never filed Forms 1040 or in-
ternational information returns with the IRS, (v) had no
problems with the Tax Liability Test or Net Worth Test,
but were liable for exit tax solely because they failed the
Certification Test, and (vi) did not pay the exit tax.*

B. General Information

The IRS recognizes that “[sJome U.S. citizens, born in
the United States to foreign parents, or born outside
the United States to U.S. citizen parents, may be una-
ware of their status as U.S. citizens or the consequences
of such status.” The IRS later explains that in order
to comply with existing law and avoid significant tax
liabilities, citizens who relinquish their U.S. citizenship
must comply with U.S. tax obligations for the year of
expatriation, as well as the previous five years.*® The IRS
goes on to clarify that, in order to meet the Certification
Test and thus avoid being classified as a “covered expa-
triate,” taxpayers must file a Form 8854 with their final
Form 1040 and certify full U.S. compliance for the past

five years.”

With mounting pressure from

both IRS enforcement campaigns
and whistleblower allegations,
taxpayers who have fallen short of
full U.S. compliance in past years,
such as the target in Whistleblower
15977-18W v. Commissioner, find
themselves in a race against time.

The RPCFC is an alternative means for satisfying the
Certification Test for U.S. citizens who expatriated after
March 18, 2010. If the individuals submit the manda-
tory documents and meet the eligibility requirements for
the RPCFC, then they will not be “covered expatriates”
under Code Sec. 877A, will not be subject to the exit tax,
will not be required to pay back income taxes, and will
not suffer penalties for unfiled international information
returns.”® The IRS emphasizes that the RPCFC is only

INTERNATIONAL TAX JOURNAL

available to taxpayers whose violations were attributable
to “non-willful conduct.”

C. Examples

The IRS provided nine examples of how the RPCFC
functions. The two examples most relevant to this ar-
ticle are set forth below, with certain modifications to
enhance readability.*

B Example 1. John was born in the United States while
his foreign parents were attending university for
post-graduate studies. Shortly after John was born,
the family returned to Country E. John is a citizen of
Country E and lives and works in Country E. John
renounced his citizenship on October 1, 2019, and
received a Certificate of Loss of Nationality. John
has never filed a U.S. income tax return and never
applied for or received a Social Security Number.
He wants to use the RPCFC to come into compli-
ance with his U.S. tax obligations. He must report
his worldwide income for 2019 and the preceding
five tax years (and may claim all available deductions
and credits, including foreign tax credits, to the ex-
tent permitted) to determine the total tax. In each
year, John had various sources of income, including
small amounts of income from foreign mutual funds
that are passive foreign investment companies. John
submits the following tax returns: (i) 2019 Form
1040NR (with Form 1040 attached reporting
worldwide income through October 1, 2019), with
a total tax of $1,000, and (ii) Forms 1040 for 2014
through 2018, each of which shows a total tax of
$4,800. John uses his best efforts in computing his
total tax for each year. John computed the income
from his foreign mutual funds and reported them
as ordinary income on his Forms 1040. He should
have also used Form 8621 (/nformation Return by a
Shareholder of a Passive Foreign Investment Company
or Qualified Electing Fund) to make additional com-
putations, but he failed to include it with his Form
1040. John adds the “total tax” amounts for all his
six tax returns submitted under the procedures; the
amount is $25,000. John’s total tax liabilities are
within the limit. John is eligible to use the RPCFC.

B Example 2. Jane was born in the United States. Her
parents, citizens of a foreign country, were in the
United States on a temporary work assignment with
a multinational company when she was born. While
on that temporary work assignment, Jane’s parents
purchased a house in the United States. Jane and
her family returned to their country shortly after
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she was born. Although they left the United States,
Jane’s parents kept the house in the United States
and rented it to tenants. Jane lives and works out-
side the United States. When her parents died, Jane
inherited the rental house (with a fair market value
of $300,000). Jane wants to renounce her U.S. cit-
izenship and use the RPCFC to come into compli-
ance with her tax obligations. Jane has never filed
a U.S. income tax return and never applied for or
received a Social Security Number. Jane must re-
port her worldwide income on her U.S. income tax
returns, including any income from the U.S. rental
home. Jane renounces her citizenship on December
31, 2019. Then, Jane submits the tax returns re-
quired under the RPCFC for 2014 through 2019
(including a Form 8854). Assuming the aggregate
total tax amount is less than $25,000 and Jane’s net
worth is below $2 million, Jane may use the RPCFC.

V. Whistleblower Awards

The IRS is authorized to pay “such sums as [it] deems
necessary” for purposes of detecting tax underpayments
and punishing persons guilty of violating tax laws or
“conniving at the same.”*' Thus, individuals who provide
information to the IRS might receive a financial award,
if such information results in the collection of taxes, pen-
alties, interest, or other amounts from a non-compliant
taxpayer, otherwise known as the target.?

To receive an award, a whistleblower must provide
the IRS with “specific and credible information” about
the target.” This normally includes the identity of the
target, as well as “substantive information” and “all avail-
able documentation” regarding the violations.* The
whistleblower must send a Form 211 (Application for
Award for Original Information) to a specialized IRS of-
fice, ensuring under penalties of perjury that it is accu-
rate and complete.” In situations where the Form 211
is deficient for some reason, the IRS can give the whis-
tleblower an opportunity to fix matters, or it can issue a
rejection, after which the whistleblower can remedy and
resubmit Form 211.%

The magnitude of the IRS awards varies. Ordinarily,
in cases where the amount in dispute exceeds $2 million
dollars and the IRS takes administrative or judicial action
based on the information provided by the whistleblower,
the award is between 15 percent and 30 percent of pro-
ceeds collected from the target.”” If the whistleblower
disagrees with the amount, he can file a Petition with
the Tax Court seeking review, on an anonymous basis.**
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VI. Recent Tax Court Case

In a recent Tax Court case, Whistleblower 15977-18W v.
Commissioner, the whistleblower first tried to convince
the Whistleblower Office of the IRS (“WBQO?”) that the
target was a dual citizen of the United States and a foreign
country, was thus subject to U.S. taxes, and failed to pay
them.® The whistleblower filed a Form 211, along with
a narrative statement and various exhibits to support the
claim. The exhibits consisted of a copy of the target’s birth
certificate showing that he was born in the United States,
information about activities of his parents in the United
States at the time of the target’s birth, details about how
the target now occupies a position of prominence and
influence in the foreign country, and data about his for-
eign wealth. Not surprisingly, the whistleblower did not
have, and thus did not supply, the target’s Social Security
Number with the application materials.

The WBO sent the whistleblower an acknowledgement
letter and then began its own investigation. Ultimately,
the WBO rejected the application on grounds that the
target was not sufficiently identified because of the
missing Social Security Number, the allegations were not
“specific and credible,” and no bank statements, finan-
cial records, or other documents were supplied by which
the IRS could determine foreign income amounts, rele-
vant years, related entities, or validity of the claims. The
whistleblower challenged the WBO’s decision by filing a
Petition with the Tax Court.

After the Whistleblower and the IRS completed their
initial pleadings with the Tax Court, various Motions
were filed, including a Motion for Summary Judgment
(“MSJ”) by the IRS. In short, the IRS argued that the
administrative record supported its decision to reject the
claim, while the whistleblower urged the Tax Court to
find that the rejection constituted an abuse of discretion
because it was based on a misstatement of the facts, in-
adequately explained, and not representative of reasoned
decision-making.

The Tax Court issued a ruling in December 2021 that
has already been subject to criticism; adding to the list of
possible shortcomings is not the purpose of this article.”
Suffice it to summarize what the Tax Court said, without
commentary. The Tax Court explained that the informa-
tion provided by the whistleblower was largely derived
from public sources, it did not demonstrate that the
target exercised fundamental rights or privileges of a U.S.
citizen (such as obtaining a Social Security Number or a
U.S. passport), and failed to include the Social Security
Number of the target. The Tax Court further indicated
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that the fact that the target became a prominent and
influential person in the foreign country “casts serious
doubt” on the idea that the target retained his U.S. citi-
zenship into adulthood, even if he were a U.S. citizen at
birth. The written record underlying the rejection by the
WBO was “relatively sparse,” but the Tax Court none-
theless held that the WBO followed applicable proce-
dures and did not abuse its discretion in concluding that
the whistleblower “did not provide specific and credible
information” to support his claim.

VII. Conclusion

This article serves as a reminder of several important
lessons. First, U.S. persons generally face worldwide
taxation, along with expansive information-report-
ing requirements. Failure to meet all these obligations
can trigger taxes, large and overlapping penalties, and
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indefinite assessment periods. Second, U.S. citizens who
expatriate often get hit with the exit tax, unless they
manage to meet one of the exceptions designed for “ac-
cidental Americans.” Third, certain former U.S. citizens,
including many “accidental Americans,” can rectify past
violations with the IRS on favorable terms through the
RPCEFC. Fourth, whistleblowers looking to profit from
non-compliance by others, particularly in the interna-
tional arena, often file claims with the WBO and chal-
lenge unsatisfactory awards with the Tax Court. With
mounting pressure from both IRS enforcement cam-
paigns and whistleblower allegations, taxpayers who have
fallen short of full U.S. compliance in past years, such as
the target in Whistleblower 15977-18W v. Commissioner,
find themselves in a race against time. They would be
wise to retain international tax specialists, scrutinize all
their options, and implement the most beneficial one,
before actions by the IRS or a whistleblower render them
ineligible.
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