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l. Introduction

The IRS is conducting a long list of international enforcement “campaigns,” one
of which focuses on non-compliance by U.S. taxpayers with respect to foreign
trusts. As one would expect, penalties for violations can be quite large. What
might be surprising, though, is that the IRS sometimes imposes multiple pen-
alties, against the same taxpayer, with respect to the same foreign trust, for the
same year, in connection with the same event. This is precisely what occurred
in a recent case, Wilson, where the IRS attempted to sanction the taxpayer, as
both the owner and sole beneficiary of an unreported foreign trust.! This article
identifies the main duties related to foreign trusts, analyzes the recent case, and
describes interesting, yet unaddressed, issues triggered by the case.

Il. Overview of Applicable Rules, Forms,
and Consequences

To appreciate the significance of Wilson, one must first have some background
on the applicable rules.

A. Form 3520 and Form 3520-A Filing Requirements

Taxpayers must file Form 3520 (Annwual Return to Report Transactions with
Foreign Trusts and Receipt of Certain Foreign Gifts) and/or Form 3520-A (Annual
Information Return of Foreign Trust with a U.S. Owner) in certain situations. A
summary of the relevant terms and requirements is set forth below.

1. Duties of Responsible Parties

A “responsible party” generally must file a Form 3520 within 90 days of certain
“reportable events.” For these purposes, the term “responsible party” means (i)
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the grantor, in cases involving the creation of an inter
vivos trust, (ii) the transferor, where there is a reportable
event, other than a transfer upon death, and (iii) the ex-
ecutor of a decedent’s estate.> Moreover, the term “re-
portable event” includes the creation of any foreign trust
by a U.S. person, the transfer of any money or other pro-
perty (directly, indirectly or constructively) to a foreign
trust by a U.S. person, and the death of a U.S. person,
if such person was treated as the “owner” of any portion
of the foreign trust under the grantor trust rules or any
portion was included in the person’s gross estate.*

2. Duties of Owners

If a U.S. person is treated as the “owner” of any portion
of a foreign trust under the grantor trust rules at any time
during a year, then, under the law in effect since March
2010, the person (i) “shall submit” such information
as the IRS prescribes with respect to the trust, and (ii)
“shall be responsible to ensure” that the trust files Form
3520-A and furnishes the information required by the
IRS to each U.S. person who is treated as the owner of
any portion of the trust, or who receives (directly, indi-
rectly, or constructively) any distribution from the trust.’

3. Duties of Beneficiaries

A U.S. person ordinarily must file a Form 3520 if such
person receives during the year any distribution from a
foreign trust.® The IRS has issued guidance amplifying
the concept of “distribution,” as follows’:

Generally, a U.S. person who receives a distribu-
tion, directly or indirectly, from a foreign trust ...
is required to report on Form 3520 the name of the
trust, the aggregate amount of distributions received
from the trust during the taxable year, and such
other information as the [IRS] may prescribe ....
Except as otherwise provided below, a distribution
from a foreign trust includes any gratuitous transfer
of money or property from a foreign trust, whether
or not the trust is owned by another person. A dis-
tribution from a foreign trust includes the receipt of
trust corpus and the receipt of a gift or bequest ....
In addition, a distribution is reportable if it is either
actually or constructively received.®

B. Additional Disclosure Duties on Tax
Returns

In addition to the mandate to file Forms 3520 and/or
Forms 3520-A, taxpayers have disclosure obligations
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on their income tax returns. For instance, in the case of
individuals, Part IIT (Foreign Accounts and Trusts) to
Schedule B (Interest and Ordinary Dividends) of Form
1040 (U.S. Individual Income lax Return) presents the
following question and warning about foreign trusts:

During [the relevant year], did you receive a distri-
bution from, or were you the grantor of, or trans-
feror to, a foreign trust? If “Yes,” you may have to file
Form 3520. See instructions on back.’

The IRS’s Instructions to Schedule B expand on the for-
eign trust concept, providing the following guidance:

If you received a distribution from a foreign trust,
you must provide additional information. For this
purpose, a loan of cash or marketable securities gen-
erally is considered to be a distribution. See Form
3520 for details. If you were the grantor of, or trans-
feror to, a foreign trust that existed during [the rel-
evant year|, you may have to file Form 3520 ....
If you were treated as the owner of a foreign trust
under the grantor trust rules, you are also respon-
sible for ensuring that the foreign trust files Form
3520-A....1°

C. Penalty Issues

The penalty for not filing a timely, complete, accurate
Form 3520 is $10,000 or 35 percent of the so-called
“gross reportable amount,” whichever is larger."

If the violation involves Form 3520-A (pertaining to
owners of foreign trusts) instead of Form 3520 (pertain-
ing to responsible parties and beneficiaries), then the
penalty is reduced from 35 percent to five percent.” To
be precise, the relevant provision indicates that the IRS
shall apply the general penalty after “substituting” five
percent for 35 percent.'

Taxpayers might also be hit with a so-called “contin-
uation penalty,” if they fail to submit to the IRS the
necessary Forms 3520 and/or Forms 3520-A, after the
IRS notifies them of the infraction. Specifically, if tax-
payers refuse to become compliant within 90 days of
notice, then the IRS will assess an additional penalty
of $10,000 per month.' This continuation penalty is
limited, though. The relevant provision calls for the fol-
lowing cap:

At such time as the gross reportable amount with re-
spect to any failure can be determined by the [IRS],
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any subsequent penalty ... with respect to such failure
shall be reduced as necessary to assure that the ag-
gregate amount of such penalties do not exceed the
gross reportable amount (and to the extent that such
aggregate amount already exceeds the gross report-
able amount the [IRS] shall refund such excess to
the taxpayer)."”

The preceding makes it apparent that, in determining
the proper penalty amount, the key is calculating the
“gross reportable amount.” Consistent with the notion
that all things tax are ultra-complicated, whether they
need to be or not, this term has three different mean-
ings. First, in the case of a violation by a “responsible
party” to file a Form 3520 under Code Sec. 6048(a), it
means “the gross value of the property involved in the
[reportable] event (determined as of the date of the [re-
portable] event).”'® Second, in instances when an owner
does not file a Form 3520-A under Code Sec. 6048(b),
it means “the gross value of the portion of the trusts
assets at the close of the year treated as owned” by the
U.S. person." Lastly, where a U.S. beneficiary overlooks
Form 3520 under Code Sec. 6048(c), it means “the
gross amount of the distributions.”"® As explained later
in this article, these disparate definitions can be pivotal
in a tax dispute.

The IRS will not assert Form 3520 or Form 3520-A
penalties where there is “reasonable cause” for the vio-
lation and it was not due to “willful neglect.””” Because
the IRS has never issued regulations explaining the sig-
nificance of “reasonable cause” for purposes of Form
3520 and Form 3520-A, the courts have been receptive
to arguments applying the reasonable cause standards
set forth elsewhere in the Internal Revenue Code and
Internal Revenue Manual.*

Importantly, unlike the long list of penalties that are
linked to tax returns (such as negligence, late-filing,
late-payment, substantial understatement of tax, civil
fraud, ezc.), Form 3520 and Form 3520-A penalties are
“assessable” penalties, which means that the IRS imme-
diately imposes them and starts collection actions, and
the normal deficiency procedures do not govern.?'

Ill. Analysis of Wilson

The ultimate holding by the District Court in Wilson
centered on a novel issue, yet it received little attention
from the tax community. An analysis of this important,
obscure case is set forth below.
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A. Relevant Facts

The facts in Wilson are not entirely clear from the
major pleadings filed by the parties or the decision
published by the District Court, but the following
constitutes a best effort.”” The taxpayer, in anticipa-
tion of a divorce action by his spouse and the resulting
need for asset protection, formed Perfect Partner Trust
(“PPT”) in 2003. The taxpayer constituted both the
grantor and sole beneficiary. PPT was administered by
a U.K. company and it held accounts in Switzerland
and Liechtenstein. The taxpayer did not start out with
problems; indeed, he funded PPT with approximately
$9 million that had already been taxed by the IRS. The
divorce proceeding began in 2004, as suspected by the
taxpayer, and they concluded around 2007. With no
further need for asset protection abroad, the taxpayer
terminated PPT in 2007 and had all funds openly
wire-transferred to his accounts with major U.S. finan-
cial institutions. The funds had grown by that time to
around $9.2 million.

The decision in Wilson is positive for
taxpayers in that it seemingly limits
the IRS’s ability to penalize taxpayers
occupying a dual role as owner and
beneficiary of a foreign trust.

The documentation related to Wilson is vague
with respect to tax and information-reporting com-
pliance by the taxpayer during the existence of PPT.
For instance, the Complaint alleged that, for 2003
and 2004, “information returns pertaining to [PPT]
and its assets were timely filed with the IRS,” but for
2005, 2006, and 2007, “information returns were not
timely filed.” The Complaint further stated that “var-
ious income tax and information returns ... with the
IRS reported the trust assets and [the taxpayer’s] earn-
ings for it.” Similarly, the taxpayer filed a Claim for
Refund well before the Complaint, which argued that
“[i]t is beyond dispute that the taxpayer paid all taxes
due on those earnings [by PPT] well before any IRS
audit.” The Department of Justice (“DOJ”) did not
seem to challenge any of the taxpayer’s positions re-
garding compliance, and the District Court ultimately
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determined the following: “From 2003-2007, [the
taxpayer] filed various income tax and information
returns with the IRS, reporting [PPT’s] assets and the
interest it accrued” and maintained “general compli-
ance with the IRS requirements.”

To be clear, Wilson referenced neither a Tax Court
proceeding involving supposed income tax liabilities
related to PPT nor an action concerning FBAR penal-
ties for the foreign accounts held by PPT. For purposes
of this article, suffice it to note that Wilson centered
on just one issue, the proper penalty or penalties to
be assessed against the taxpayer for failure to file Form
3520 and/or Form 3520-A for 2007, only, with respect
to PPT.

The IRS began an audit of the taxpayer at some point
and eventually assessed a penalty of $3,221,183 based
on the theory that (i) the taxpayer was the “beneficiary”
of PPT, (ii) he received a distribution from PPT in 2007
(i.e., the wire-transfer comprised of approximately $9
million in after-tax corpus and $200,000 in after-tax ac-
cretion), (iii) as a beneficiary, he was required to file a
timely, accurate, complete 2007 Form 3520 reporting
the distribution under Code Sec. 6048(c), (iv) because
he failed to do so, the proper penalty was 35 percent
of the total distribution amount, and (v) in situations
where the taxpayer is both an owner and beneficiary of
a foreign trust, and the taxpayer fails to file Form 3520
and Form 3520-A, the IRS can assess one penalty for
35 percent of the gross reportable amount under Code
Sec. 6048(c) and/or one for five percent under Code Sec.
6048(b).

In July 2017, the taxpayer paid the entire penalty
under protest, and then filed a Form 843 (Claim for
Refund) soon thereafter, in August 2017.

Let’s take a step back to understand what happened
procedurally in Wilson. The IRS may allow a Claim for
Refund in cases where a taxpayer has overpaid.”® The
first step to recouping the cash is for the taxpayer to file
a timely Claim for Refund.? If the IRS formally denies
it (in full or in part) by issuing a Notice of Disallowance,
then the taxpayer can seek immediate help from the
courts by initiating a Suit for Refund.” The taxpayer
can also file a Suit for Refund if the IRS simply fails to
respond to the Claim for Refunds within six months.*
The latter is what occurred, or perhaps did not occur, in
Wilson. The taxpayer filed a timely Claim for Refund,
and the IRS simply ignored him. Therefore, the taxpayer
exercised his right to file a Suit for Refund with the
District Court in March 2018. Some tedious procedural
wrangling initiated by the DOJ followed, the result of
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which was the taxpayer filing an Amended Claim for
Refund, the IRS completely ignoring it again, and the
taxpayer filing another Suit for Refund with the District
Court in September 2019. Notably, the taxpayer, who
was already in his late 80s back when he formed PPT
many years ago, died in 2019 amid the procedural
squabbling. The estate assumed the battle from that
point forward.

B. Main Arguments Presented by
Taxpayer

The Complaint filed by the taxpayer’s estate, as well as
various other pleadings lodged with the District Court,
reveal three main argument as to why the taxpayer was
entitled to a full refund of the previously-paid pen-
alty. First, the taxpayer was both the owner/grantor
and sole beneficiary of PPT, such that the IRS only
had the right to assess a penalty equal to five percent
under Code Sec. 6048(b) (as the owner of PPT), not
a penalty of 35 percent under Code Sec. 6048(c) (as
the beneficiary of PPT). In support of this first ar-
gument, the estate emphasized, among other things,
that (i) the legislative history indicates that Congress
did not intend for the 35 percent penalty to apply to
taxpayers with a dual owner/beneficiary role, (ii) the
relevant tax provisions are ambiguous, and the rules
of statutory construction state that murkiness must be
interpreted in favor of the taxpayer, (iii) there is no
caselaw directly on point, and (iv) IRS guidance, sup-
plied as Instructions to Form 3520 and Form 3520-A,
is consistent with the inapplicability of the 35 percent
penalty.

Second, the estate argued that any penalty would be
based on the “gross reportable amount,” which, in the
case of the failure by an owner to file a Form 3520-A
under Code Sec. 6048(b), means the gross value of
the portion of “the trusts assets at the close of the year”
treated as being owned by the U.S. person. The taxpayer
completely emptied the foreign accounts held by PPT
during 2007 by wiring all funds to U.S. financial insti-
tutions, such that the value of the assets held by PPT
as of the key date (i.c., December 31, 2007) was $0.
Consequently, the penalty, even if one were to apply,
would be $0.

Third, regardless of which penalty is applicable, the
taxpayer should be exempt because there was “reason-
able cause” for the violation in 2007 and he did not act
with willful neglect. The Complaint and other filings
with the District Court were remarkably scant on this
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point, simply stating that the taxpayer was a retired busi-
nessman in his late 80s when he formed PPT, he was
unaware of the information-reporting requirements in
2007, he was never advised about such requirements,
and the Internal Revenue Manual indicates that igno-
rance of the law equates to reasonable cause in certain
circumstances.

C. Analysis by the District Court

The District Court first framed the issue as follows:

At the outset, it is imperative to understand that
a person in [the taxpayer’s] situation—i.e., a sole
grantor/owner and sole beneficiary of a foreign
trust—would have only been required to file a single
Form 3520 for fiscal year 2007. So the question then
becomes, whether [Section 6677] permits a single
person untimely filing a single IRS form to be penal-
ized as two different people—as an owner and as a
beneficiary.

The District Court then went on to rule in favor of
the taxpayer on the following grounds. First, apply-
ing longstanding doctrines of statutory construc-
tion, the District Court determined that Code
Sec. 6677 is clear on its face in that the IRS cannot
penalize the owner of a foreign trust as a ben-
eficiary. This is because Code Sec. 6677(b)(2)
provides “a clear instruction” to “substitute” or “re-
place” the five percent penalty for the 35 percent pen-
alty, not to select between the two, not to impose both,
and not to ignore one. From the District Court’s per-
spective, “[w]hen a foreign trust owner is required to
file Form 3520, it falls under [Section 6048(b)’s] pur-
view of ‘such information as the [IRS] may prescribe
with respect to’ an owner of a foreign trust.”

Second, even if the preceding conclusion were not “in-
escapably evident” from the text of Code Sec. 6677, the
District Court held that ambiguous tax statutes must
be interpreted strongly against the IRS and in favor of
taxpayers.”

Third, the District Court reasoned that, if it were to ac-
cept the position advanced by the IRS, this would result
in “an irreconcilable textual conflict.” Code Sec. 6677
indicates that once the IRS has determined the “gross
reportable amount,” it must ensure that the penalties
do not surpass it. The District Court acknowledged that
this limit is primarily concerned with large “continua-
tion penalties” for ongoing non-compliance after the
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IRS issues a penalty notice, but explained that the under-
lying directive appears to place a ceiling on all penalties.
Consequently, concluded the District Court, “it follows
that a taxpayer should not be liable for any two penal-
ties if their combined assessment would add up to more
than the gross reportable amount for any one violation.”
Because the “gross reportable amount” for a violation of
Code Sec. 6048(b) is the gross value of the foreign trust’s
assets at the close of the relevant year, and because the
value of PPT was $0 as of December 31, 2007, any addi-
tional penalty, such as the penalty of $3,221,183 assessed
by the IRS, would exceed $0, and thus violate Code Sec.
6677.

Fourth, guidance from the IRS supports the notion
that an owner of a foreign trust who receives a distri-
bution should be treated as an owner, not a benefi-
ciary. The District Court pointed to Part IIT of the IRS’s
Instructions to the 2007 Form 3520, which stated the
following:

If you received an amount from a portion of a for-
eign trust of which you are treated as the owner
and you have correctly reported any information
required on Part II and the trust has filed a Form
3520-A with the IRS, do not separately disclose dis-
tributions again in Part I11.

The District Court explained that Part II of Form
3520 is only to be completed by the “U.S. Owner
of a Foreign Trust” and Form 3520-A is the “Annual
Information Return of Foreign Trust with a U.S.
Owner.” Thus, stated the District Court, if a foreign
trust owner has received a distribution and reported
it on Form 3520-A, he is not required to otherwise
report it on Form 3520. Extrapolating from this, the
District Court concluded that Form 3520 disregards
the beneficiary status of the trust owner in favor of his
owner status, at least for purposes of tracking distribu-
tions to the owner.

Finally, the District Court confirmed that the penalty
amount, the “gross reportable amount,” in this situation
is five percent of the gross value of “the trust’s assets at
the close of the year.” Because the value of PPT was $0
at the end of 2007, the penalty, even under the lower five
percent rule, would still be $0.

The District Court described its overall holding as fol-
lows: “The IRS can therefore assess only the 5% penalty
under [Section 6677]—not both or either the 5% and/or
35% penalty—for [the taxpayer’s] untimely filing of his
2007 Form 3520.”
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IV. Interesting and Unaddressed
Aspects

Peopled are bombarded with information these days, in-
cluding tax-related data, in the form of cases, legislation,
regulations, IRS pronouncements, and more. Therefore,
the reality is that few will even remember Wilson, and if
they do, the recollection will be superficial. This is re-
grettable because, as explained below, Wilon triggers a
number of interesting issues that were not addressed by
the parties or the District Court.

A. The Importance of Statutory Evolution
and Effective Dates

At the core, the DOJ found itself in problems in Wilson
because the taxpayer took the position that he was both
the owner and the sole beneficiary of PPT, and the pen-
alties applicable to owners supersede those pertinent to
beneficiaries. Logic dictates, then, that if the taxpayer
were only a beneficiary, and not also an owner, there
would have been no dispute that (i) the higher penalty
of 35 percent of the gross reportable amount applied to
the taxpayer and (ii) such amount means the total dis-
tribution of approximately $9.2 million. Interestingly, it
appears that the DOJ could have successfully made this
argument with respect to a Form 3520 violation in 2007,
but failed to raise it.

The provision containing the duties of owners, Code
Sec. 6048(b)(1), generally provided as follows before
Congress enacted the Foreign Account Tax Compliance
Act (“FATCA”) in March 2010:

If, at any time during any taxable year of a United
States person, such person is treated as the owner
of any portion of a foreign trust under the [grantor
trust rules], such person shall be responsible to en-
sure that (A) such trust makes a return for such year
which sets forth a full and complete accounting of all
trust activities and operations for the year, the name
of the United States agent for such trust, and such
other information as the Secretary may prescribe,
and (B) such trust furnishes such information as the
Secretary may prescribe to each United States person
(i) who is treated as the owner of any portion of such
trust or (ii) who receives (directly or indirectly) any
distribution from the trust.

FATCA expanded the duties of owners of foreign trusts
in critical ways starting in 2010. The revised provision is
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set forth below, with the new language underlined and
italicized:

If, at any time during any taxable year of a United
States person, such person is treated as the owner
of any portion of a foreign trust under the [grantor
trust rules], such person shall submit such informa-
tion as the Secretary may prescribe with respect to
such trust for such year and shall be responsible to
ensure that (A) such trust makes a return for such
year which sets forth a full and complete accounting
of all trust activities and operations for the year, the
name of the United States agent for such trust, and
such other information as the Secretary may pre-
scribe, and (B) such trust furnishes such informa-
tion as the Secretary may prescribe to each United
States person (i) who is treated as the owner of any
portion of such trust or (ii) who receives (directly or
indirectly) any distribution from the trust.”®

The legislative history makes it clear that owners did not
have any legal duty to personally file a Form 3520-A until
the change introduced by FATCA in 2010. It states that
the amended version of Code Sec. 6048(b)(1) “requires a
U.S. person that is treated as an owner of any portion of
a foreign trust under [the grantor trust rules] to provide
information as the [IRS] may require with respect to the

trust, in addition to ensuring that the trust complies with
its [own] reporting obligations.”* Likewise, commentary

by tax practitioners regarding the changes introduced by
FATCA confirms that owners had no personal duty to
file Forms 3520-A, and thus could not be penalized for
not doing so, until 2010.

Although Code Sec. 6048(b)(1) purports to make

U.S. owners of foreign grantor trusts file Form
3520-A, the change in law seems to signal the gov-
ernment’s realization that such U.S. owners often
have neither the legal authority nor the practical

ability to make the trustees cooperate. U.S. owners

in this situation sometimes take the proactive step
of filing Form 3520-A themselves, based on what-
ever information is available to them, and disclosure
that the signature provided is the U.S. owner’s, not
the trustee’s. In other instances, U.S. owners that
cannot convince the trustees of the foreign grantor
trusts to file Form 3520-A simply do nothing, e.g.,
because it does not occur to them that they should,
or even could, purport to act for the trusts when
they clearly are not authorized to do so. Therefore,

the imposition of a new reporting obligation on the
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U.S. owners themselves should enable the IRS to ob-
tain at least some information about foreign grantor
trusts with uncooperative trustees.*

The sole year involved in Wilson was 2007, Congress
did not impose the new filing duty on owners of for-
eign trusts until 2010, and, practically speaking, the duty
did not take effect until 2011.*' Consequently, the DO]
might have argued that the taxpayer in Wilson was just a
beneficiary, not an owner, such that the only applicable
penalty was 35 percent of the distribution from PPT of
around $9.2 million. The DOJ did not, and the taxpayer

prevailed.

B. Not the First Time

It is interesting to note that the IRS has previously
adopted a position similar to that advanced in Wilson.
Specifically, in Chief Counsel Advice 201150029, which
dealt with the issue of whether multiple penalties assessed
under Code Sec. 6677 could be considered a “divisible
tax” for purposes of payment and jurisdiction, the IRS
advanced the notion that Code Sec. 6048 mandates
“three distinct and separate reporting obligations,” such
that various penalties might apply to the same situation.
Taxpayers had no opportunity to dispute this position,
of course, because the IRS propagated it viz an internal

document, not during litigation. The relevant portion of
Chief Counsel Advice 201150029 states the following:

[Slection 6048 imposes three distinct and separate
reporting obligations on the following parties: (1)
U.S. persons that create, or transact with, a foreign
trust (or in the case of a decedent who is a U.S. resi-
dent or citizen treated as owning a foreign trust, the
responsible party); (2) U.S. persons that are treated
as owning a foreign trust (as well as the trust itself);
and (3) U.S. persons that receive a distribution from

a foreign trust. Section 6677 imposes a penalty for
each failure to meet the requirements of section
6048. Accordingly, where there are multiple, unre-
ported transactions during the taxable year, the U.S.

person will owe a penalty for each unreported trans-
action. Similarly, where a U.S. person is treated as
the owner of multiple foreign trusts for which no
Forms 3520-A have been filed, the U.S. person will
owe a penalty with respect to each foreign trust. The
amount of each penalty will depend on the gross
amount of the unreported transaction or the amount
of the assets in the unreported trust. A penalty assess-

ment under section 6677, therefore, can reflect an

JANUARY-FEBRUARY 2020

aggregate of penalties imposed for multiple failures
to meet any of the reporting obligations imposed by
Section 6048. Because that single assessment can in
actuality be an accumulation of separable penalties
specific to each failure, the penalty assessment would
appear to be a “divisible tax.”**

Interestingly, Chief Counsel Advice 201150029, which
was issued the year after FATCA was enacted, supports
the theory discussed in the preceding segment of this ar-
ticle that the DOJ might have found success in Wilson had
it argued that the taxpayer did not have any owner-based
duties in 2007. Chief Counsel Advice 201150029 stated
the following in this regard: “A U.S. person treated as
the owner of a foreign trust who fails to file Form 3520
when required under Section 6048(b) will be subject to

a penalty for such failure only with respect to tax years
beginning after March 18, 2010.”%

C. Potential Theory for Penalty-Free
Resolution

As explained earlier in this article, the materials filed
in connection with Wilson were vague regarding tax
and information-reporting compliance by the taxpayer
during the existence of PPT. However, at the end of the
day, the critical point is that the Districc Court ruled
that, during all relevant years, the taxpayer “filed various
income tax and information returns with the IRS, re-
porting the [PPT’s] assets and the interest it accrued” and
maintained “general compliance with the IRS require-
ments.” In other words, it appears that the violations in
Wilson solely related to information-reporting, not unre-
ported or underreported income generated by PPT.

At the time that the taxpayer paid the penalty of
$3,221,183 and filed the original Claim for Refund in
2017, the IRS already had in place various voluntary dis-
closure programs, one of which was specially designed for
taxpayers whose problems are limited to information-re-
porting mistakes.** The pertinent program, which was
introduced in 2014 and is still available today, is called
the delinquent international information return submis-
sion procedure (“DIIRSP”). It provides that taxpayers
who/that have not filed one or more international in-
formation returns can file them, on a penalty-free basis,
if the taxpayers (i) previously filed U.S. tax returns each
year, reporting all income, (ii) have “reasonable cause”
for not timely filing the information returns, (iii) are
not under a civil examination or a criminal investiga-
tion by the IRS or DOJ, and (iv) have not already been
contacted by the IRS about the delinquent information
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returns. The guidance that the IRS issued later about
the DIIRSP relaxed the eligibility criteria. In particular,
Frequently Asked Question (“FAQ”) #1 expressly states
that the existence of unreported income in earlier years
does not necessarily exclude a taxpayer from the DIIRSP:

QUESTION. Are the Delinquent International
Information  Return  Submission  Procedures
announced on June 18, 2014 different from the
[previous] procedures?

ANSWER. Yes. The IRS eliminated 2012 OVDP
FAQ 18, which gave automatic penalty relief, but was
only available to taxpayers who were fully tax com-
pliant. The Delinquent International Information
Return Submission Procedures clarify how taxpay-
ers may file delinquent international information
returns in cases where there was reasonable cause for
the delinquency. Taxpayers who have unreported in-

come or unpaid tax are not precluded from filing
delinquent international information returns ....%

The taxpayer in Wilon did not strictly meet the eligi-
bility criteria for the DIIRSP because he was audited by
the IRS, instead of pro-actively approaching the IRS.
Nevertheless, given the policy of the IRS, as reflected in
the DIIRSP, of not penalizing taxpayers who only have
information-return problems, and given that the IRS has
broadened the DIIRSP to allow participation by taxpay-
ers with both information-return and income tax issues,
the taxpayer in Wilson might have strengthened his case
by discussing the relevance and effect of the DIIRSP.

D. Measuring Dates Make All the
Difference

How and when penalties are determined is critical, but
not always predictable. As explained above, the key in the
context of foreign trust violations is the “gross reportable
amount,” which has three distinct definitions. Where
an owner does not file a Form 3520-A under Code Sec.
6048(b), it means “the gross value of the portion of the
trust’s assets az the close of the year treated as owned” by the
U.S. person.*® The District Court in Wikon focused on
this snapshot, holding that the five percent penalty would
be $0 because the value of PPT was $0 as of December
31, 2007; the taxpayer had fully domesticated all funds
from the underlying foreign accounts by that time.

A similar, yet slightly more complicated issue, would
have arisen if the IRS were to have asserted penalties
against the taxpayer in Wilson for not filing a Form TD
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F 90-22.1 (“FBAR”) for the only relevant year, 2007, to
report the two foreign accounts held by PPT.

FBARs must be filed “with respect to foreign financial
accounts exceeding $10,000 maintained during the pre-
vious calendar year.”” The breadth of this requirement is
evident; an FBAR must be filed if the combined value of
the foreign accounts surpasses the $10,000 threshold at
any time from January 1 to December 31. The rules have
radically changed since 2007, but for that year, the relevant
regulations explained that the deadline for filing FBARs
related to the preceding calendar year was June 30.%* For
instance, if'a U.S. person had a financial interest in foreign
accounts during calendar year 2007, and if the value of
such accounts topped $10,000 at any time during 2007,
then the person had to file an FBAR by June 30, 2008.

In terms of timing, the amount of the FBAR penalty
is determined by looking at the balance in the relevant
account “at the time of the violation.”® This raised a crit-
ical question back in 2007, the year relevant to Wilson:
When did the violation occur? June 30 (the deadline for
filing the FBAR)? December 31 (the last day of the cal-
endar year)? Any day on which the balance in the account
exceeded $10,000? Neither the law nor the regulations
specifically address this issue, but other documents re-
veal the IRS’s position. For example, an IRS legal mem-
orandum stated the following:

The decision to base the FBAR penalty on the
highest balance in the account during the year was a
policy decision made during the development of the
FBAR mitigation guidelines. Section 5321(a)(5),
however, limits the amount of the penalty to [a par-
ticular amount] or the balance of the account at the
time of the violation which, for failure to report ac-

counts, is June 30 of the succeeding year.*

The IRS’s position on when a violation occurs is also evi-
dent from the FBAR penalty guidelines.*' In determining
the proper penalty amount, this document directs IRS
personnel to the balance in the account “as of the due
date for filing the FBAR.”

The impact of the preceding rules could be signifi-
cant. Say a U.S. person had a financial interest in 2007
in foreign accounts whose aggregate value reached $5
million at some point during the year. Further assume
that the person closed the account on June 29, 2008,
thereby making the balance $0 as of the filing deadline,
June 30, 2008. The person did not file an FBAR. The
maximum penalty would have been $100,000, or 50
percent of the balance in the account “at the time of the
violation,” whichever amount is larger.”? The time for
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determining the penalty was the filing deadline, i.e., June
30, 2008. On that date, the balance in the account was
$0. Therefore, although the person violated the law, the
maximum penalty that the IRS could impose would have
been $100,000, 70z 50 percent of the highest balance in
the account at any time during 2007 (i.e., $2.5 million).

A recent FBAR case involved this issue, Horowitz.*® In
that case, the IRS asserted various FBAR penalties, one of
which pertained to an unreported account in 2008. The
taxpayers closed an account at UBS bank in November
2008 and transferred all the funds elsewhere. Accordingly,
as of the filing deadline for the 2008 FBAR (i.c., June 30,
2009), the balance in the UBS account was $0, and the
IRS was precluded from assessing large penalties.

V. Conclusion

The decision in Wilson is positive for taxpayers in that it
seemingly limits the IRS’s ability to penalize taxpayers

occupying a dual role as owner and beneficiary of a
foreign trust. This defeat for the IRS will not derail it
for long, though. As highlighted in the introduction of
this article, the IRS is actively scouring its data now to
identify foreign trust non-compliance and is attacking
the likely violators as part of its international enforce-
ment “campaign.” These challenges by the IRS come
in the form of audits, automatically assessed penalties
upon receipt of late or incomplete Forms 3520 and
Forms 3520-A, and letters to taxpayers warning them
to get compliant fast because the IRS has already re-
ceived data from third-parties about potential foreign
trust infractions.* Taxpayers still have several options
for resolving foreign trust problems on favorable terms,
depending on the circumstances. Given the IRS’s cur-
rent focus in this area, taxpayers would be wise to con-
sult tax professionals with foreign trust and tax dispute
experience to analyze their situation and determine the
best course of action, before the proverbial knock on
the door.
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