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I. Introduction
On January 9, 2012, the Internal Revenue Service 
(IRS) reopened the Offshore Voluntary Disclosure 
Program (“2012 OVDP”) “on the heels of strong 
interest in the 2011 and 2009 programs.”2 Although 
the IRS maintains that it may “end the 2012 program 
at any time in the future,”3 there is no indication 
that it will abandon its well-established pattern 
of announcing new iterations of the OVDP with 
slight changes to form and slightly more signifi cant 
changes to substance. The steadily increasing rate of 
the miscellaneous penalty—currently 27.5 percent 
of the highest aggregate value of foreign accounts 
and/or assets that are connected in any way to the 
taxpayer’s noncompliance, a signifi cant increase 
from the 20-percent miscellaneous penalty in the 
2009 Offshore Voluntary Disclosure Program (“2009 
OVDP”)—suggests that the IRS is seeking to deter 
noncompliant taxpayers from taking a “wait and 
see” approach.4 

As Doug Shulman stated four days before the 
expiration of his term as IRS Commissioner, the IRS 
has “fundamentally changed the risk calculus of 
taxpayers who are thinking about hiding their money 
overseas . . . .”5  The problem with “fundamentally 
chang[ing] the risk calculus” is that the OVDP has 
consistently focused on deterrence for a specifi c 
group of individuals—“[w]ealthy people who un-
lawfully hide their money offshore [and who] aren’t 
paying the taxes they owe”6—without addressing 
the potential impact of the program on permanent 



26 ©2013 CCH. All Rights Reserved

One Size Does Not Fit All

residents, “substantial presence” residents and new 
citizens of the United States whose compliance issues 
stem from misunderstanding of tax laws rather than 
intentional concealment of income.7  The archetype of 
the wealthy United States citizen, born and raised in 
the United States, who opens a Swiss bank or broker-
age account for the purpose of evading United States 
income tax laws, is too simplistic to capture the full 
spectrum of OVDP participants. 

When new permanent residents, substantial pres-
ence residents and new citizens suddenly become 
subject to U.S. income tax on their worldwide income 
rather than just their U.S.-source income, there will 
inevitably be a “compliance gap” associated with the 
transition to a new set of tax rules and regulations. 
Clustering these new citizens and residents caught 
in the compliance gap with archetypal tax evaders 
may actually undermine the central objective of the 
OVDP by discouraging voluntary compliance. The 
purpose of this article is to propose a solution to the 
overly broad “one size fi ts all” OVDP penalty struc-
ture by creating a “compliance gap exception” for 
permanent residents, substantial presence residents 
and new citizens of the United States.

Part II of this article provides an overview of the 
background and mechanics of the OVDP and similar 
offshore disclosure initiatives. Part III identifi es some 
of the major problems of the OVDP for new residents 
and citizens of the United States. Part IV proposes a 
solution to the problems associated with a “one size 
fi ts all” penalty structure by advocating a compliance 
gap exception to the OVDP miscellaneous penalty.  

II. Background and Mechanics 
of the 2012 OVDP and 
Similar Initiatives

Since March 2009, the IRS has attempted to bring 
taxpayers with previously unreported foreign in-
come into compliance by offering a promise to not 
recommend the taxpayers for criminal prosecution 
in exchange for the taxpayers’ full cooperation with 
the rigid terms of the various voluntary disclosure 
programs. The following is a brief overview of the 
background and mechanics of these programs. 

A. The 2009 OVDP
On March 23, 2009, the IRS opened admission to 
its fi rst Offshore Voluntary Disclosure Program (2009 
OVDP). The widely reported response from taxpay-

ers surprised IRS offi cials who had expected around 
1,000 participants.8 Instead, nearly 15,000 taxpayers 
came forward by the October 15, 2009, deadline, 
and about 3,000 came forward to request admission 
to the 2009 OVDP after that deadline.9 

The terms of the 2009 OVDP, at least on the face 
of the Frequently Asked Questions posted on the IRS 
website,10 are straightforward and mechanical. The 
basic requirements of the program are as follows: 
1. Meet the deadline. The deadline for the 2009 OVDP 

was originally September 23, 2009, which is six 
months after the program was announced. The IRS 
extended the deadline to October 15, 2009, with 
no further extensions. However, prospective par-
ticipants in the 2009 OVDP needed only to make 
their initial voluntary disclosure (in the form of the 
“Optional Format” or similar letter) by October 15, 
2009, in order to be accepted to the program.11 

2. Include the correct scope of tax years in the dis-
closure. The relevant timeline of the 2009 OVDP 
is the six full tax years following the disclosure. 
Thus, a taxpayer who came forward under the 
2009 OVDP in August 2009, needed to prepare 
and fi le amended returns and Forms TD F 90-22.1 
(FBARs) (or original returns and FBARs if not previ-
ously fi led) for tax years 2003 through 2008.12 

3. File the correct forms. In addition to amended 
income tax returns and FBARs—or original re-
turns and FBARs if not previously fi led—a 2009 
OVDP participant needed to prepare and fi le all 
information returns associated with their foreign 
income. These forms include, but are not limited 
to: Form 3520 (relating to gifts from foreign per-
sons and transactions with foreign trusts), Form 
5471 (information return for U.S. persons with 
respect to foreign corporations) and Form 8865 
(information return for U.S. persons with respect 
to foreign partnerships). 

4. Explain the nondisclosure. A 2009 OVDP par-
ticipant needed to provide “[a]n explanation of 
previously unreported or underreported income 
or incorrectly claimed deductions or credits 
related to undisclosed foreign accounts or un-
disclosed foreign entities, including the reason(s) 
for the error or omission.”13 A 2009 OVDP par-
ticipant also needed to explain her disclosure 
through a preliminary letter (often referred to as 
the “Optional Format Letter” or “Intake Letter”), a 
Form 8275: Disclosure Statement if the taxpayer 
is taking an uncertain tax position, and a fi nal 
2009 OVDP submission letter.  
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5. Pay (or make arrangements to pay)14 the additional 
income tax plus interest. The interest on the ad-
ditional income tax liability accrues from the due 
date of the original income tax return.15 

6. Pay (or make arrangements to pay) the accura-
cy-related penalty. Regardless of whether the 
amount of additional income tax qualifi es as a 
“substantial understatement of income tax” as 
that term is defi ned in Code Sec. 6662(d)(1), a 
2009 OVDP participant is required to pay an 
“accuracy-related penalty” equal to 20 percent 
of the additional income tax due.16 Interest will 
accrue on the accuracy-related penalty, in addi-
tion to the additional income tax, from the due 
date of the original return.17  

7. Pay (or make arrangements to pay) the “offshore 
penalty.” Under the terms of the 2009 OVDP, the 
taxpayer must pay an “offshore penalty” equivalent 
to 20 percent of the highest aggregate account bal-
ance of any foreign account that was connected 
in any way to the taxpayer’s noncompliance.18 

B. The 2011 OVDI 
On February 8, 2011, the IRS announced its second 
offshore disclosure initiative in less than two years, 
changing the name of the program to the 2011 
Offshore Voluntary Disclosure Initiative (“2011 
OVDI”).19 The terms of the 2011 OVDI are substan-
tially identical to the terms of the 2009 OVDP, with 
the following exceptions: 
1. Deadline: Like the 2009 OVDP, participants in the 

2011 OVDI needed to submit their names, dates of 
birth, social security numbers and as much of the 
other information on the “optional format” letter as 
possible before the September 9, 2011, deadline.20 

2. Amount of the “offshore” or “miscellaneous” 
penalty: The amount of the “offshore” or “mis-
cellaneous” penalty increased from 20 percent 
in the 2009 OVDP to 25 percent in the 2011 
OVDI.21 The 2011 OVDI FAQs also introduced 
a 12.5-percent penalty for taxpayers whose 
highest aggregate account balance is less than 
$75,000. The 2011 OVDI FAQs also provided a 
more detailed framework for the imposition of 
the fi ve-percent penalty in cases (1) in which the 
taxpayer (a) did not open or cause the account 
to be opened, (b) exercised minimal, infrequent 
contact with the account, (c) did not withdraw 
more than $1,000 from the account in any year 
(except for a withdrawal closing the account and 
transferring the funds to an account in the United 

States), and (d) can establish that all applicable 
U.S. taxes have been paid on funds deposited 
to the account; (2) in which the taxpayer is a 
foreign resident who is unaware that he or she 
is a United States citizen; and (3) in which the 
taxpayer is a foreign resident who (a) resides in 
a foreign country, (b) made a good-faith showing 
that he or she complied with tax fi ling and pay-
ment requirements in the foreign country, and (c) 
had $10,000 or less of U.S. income each year.22 

3. Scope of included tax years: Unlike the 2009 
OVDP—which only required returns and FBARs 
for the six full tax years preceding the disclosure 
(2003 to 2008)—the 2011 OVDI includes tax 
years 2003 to 2010.23 The 2011 OVDI FAQs do 
not address the situation in which a taxpayer’s 
2010 return has not yet been fi led (either prior 
to the extended deadline of October 15, 2011, 
or the standard deadline of April 15, 2011) and 
the original return fi led prior to the standard or 
extended deadline is true, correct and complete 
in all respects (reporting the taxpayer’s worldwide 
income). In this situation, the scope of the dis-
closure period would remain the same (2003 to 
2010) even though the taxpayer’s noncompliance 
is limited to tax years 2003 to 2009. 

C. The 2012 OVDP 
On January 9, 2012, the IRS announced its third 
offshore disclosure initiative in less than three years, 
changing the name of the program to the 2012 Off-
shore Voluntary Disclosure Program (2012 OVDP).24 
The terms of the 2012 OVDP are substantially 
identical to the terms of the 2011 OVDI, with the 
following exceptions: 
1. Deadline: Unlike the 2011 OVDI, there is no set 

deadline for taxpayers to apply for participation 
in the 2012 OVDP.25  

2. Amount of the miscellaneous penalty: The 
amount of the “offshore” or “miscellaneous” 
penalty increased from 25 percent in the 2011 
OVDI to 27.5 percent in the 2012 OVDP.26 The 
2012 OVDP FAQs reiterate the same guidance 
set forth in the 2011 OVDI FAQs regarding the 
imposition of the 12.5-percent and fi ve-percent 
penalty rates.27 

3. Scope of included tax years: The 2012 OVDP 
FAQs contain detailed guidance regarding the 
scope of tax years in the voluntary disclosure 
period. For calendar-year taxpayers, the scope 
of the disclosure period is the “most recent eight 
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tax years for which the due date has already 
passed.”28 The eight-year period “does not include 
current years for which there has not yet been 
non-compliance.”29 Thus, for a calendar-year tax-
payer who fi les a voluntary disclosure on March 
1, 2012—prior to the fi ling of her 2011 personal 
United States income tax return—will have to fi le 
returns and FBARs from 2003 to 2010. Needless 
to say, this taxpayer has to (a) report her world-
wide income on a timely fi led original income 
tax return for tax year 2011 and (b) report her 
foreign accounts (if any) on a timely fi led FBAR 
for 2011.30 

III. Problems with the OVDP 
for New Residents and New 
Citizens of the United States

Although the 2012 OVDP, 2011 OVDI and 2009 
OVDP are slightly different in both form and sub-
stance, the basic objective of all three programs is the 
same: “to bring taxpayers that have used undisclosed 
foreign accounts and undisclosed foreign entities 
to avoid or evade tax into compliance with United 
States tax laws.”31 

Predictability is the hallmark of all three programs. 
A taxpayer with $1 million of unreported income 
and $10 million in unreported foreign accounts and 
assets knows, to a reasonable degree of certainty, 
what her liability will be under the 2012 OVDP: 
(1) income tax and interest on the $1,000,000 in 
unreported income,32 (2) an accuracy-related pen-
alty equal to 20 percent of the additional income 
tax (plus interest), and (3) a miscellaneous penalty 
equal to $2.75 million. The taxpayer also knows 
what she will get in return for her unquestioning 
acceptance of the penalty structure: a promise from 
the IRS that it will not recommend her to the Depart-
ment of Justice for criminal prosecution.33 Without 
the predictable and mechanical application of the 
2012 OVDP penalty structure, this taxpayer would 
likely be paralyzed with fear of criminal prosecution 
and uncertainty regarding her potential exposure to 
civil penalties.34 

There is another cost associated with the predict-
ability of the OVDP that is harder to quantify than 
the miscellaneous penalty: the potential impact of 
the program on permanent residents, substantial 
presence residents and new citizens of the United 
States. The following is an overview of some of the 

problems associated with the “one size fi ts all” 
OVDP penalty structure for new United States citi-
zens and residents: 

A. The transition to the United 
States income tax regime is sudden. 
New permanent residents, substantial presence resi-
dents and new citizens of the United States typically 
have no idea that they are subject to U.S. income tax 
on their worldwide income immediately following 
a sudden change in immigration or tax status (the 
“triggering event”).  

The following fact pattern, loosely based on one 
of our OVDP cases, illustrates how a “triggering 
event” can have a dramatic impact on a taxpayer’s 
U.S. income tax compliance: 

Example 1: John is a citizen and lifetime resident 
of the Cayman Islands. Mary, John’s wife, is a 
U.S. citizen who lived and worked in the Cayman 
Islands for approximately 25 years (1980-2005). 
John and Mary met in the Cayman Islands and 
were married in 1985. Mary moved back to the 
United States in 2004 and asked John to join her 
after he obtained his green card. John applied 
for his green card in October 2004 and received 
his green card in February 2005. As soon as John 
received his green card, he joined Mary in the 
United States. John sold his home in the Cayman 
Islands in March 2005 and did not report the 
proceeds from the sale of his home on his U.S. 
income tax return for that or any other year. There 
is no income tax in the Cayman Islands. John and 
Mary both fi led their 2005 U.S. income tax returns 
as “married, fi ling separately.” John’s capital gain 
on the sale of the house—after application of the 
Code Sec. 121 exclusion for sale of a principal 
residence—is approximately $750,000. If John 
sold the Cayman Islands property before receiving 
his green card, he would have owed no income 
tax to Cayman Islands or the United States.  

If John had sold his home in the Cayman Islands in 
January 2005 instead of March 2005, then there would 
not be any U.S. or Cayman Islands income tax liability 
associated with the sale. John did not become subject 
to the U.S. worldwide income tax regime until Febru-
ary 2005, which is when he received his green card. 
Therefore, the fact that John sold his house one month 
after receiving his green card subjected him to U.S. 
capital gains tax on $750,000. Timing is everything, 
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and a difference of two months in the sale of John’s 
house could have reduced his U.S. capital gains by 
$750,000. This example illustrates just how diffi cult 
it can be for foreign nationals to minimize their U.S. 
income tax exposure by liquidating all of their foreign 
assets prior to the “triggering event” that subjects them 
to U.S. income tax on their worldwide income.35 

B. New permanent residents and 
substantial presence residents often 
do not retain qualifi ed tax counsel 
in the United States or abroad 
to assist in the transition to U.S. 
income tax laws. 
As Example 1 illustrates, 
John needed to consult 
with competent tax coun-
sel prior to transitioning 
to the United States in 
order to minimize his U.S. 
income tax exposure. A 
competent tax profes-
sional in the Cayman 
Islands who is familiar 
with the U.S. income tax 
regime would have told 
John to liquidate all of 
his foreign assets prior 
to applying for his green 
card. Without adequate 
tax counsel, John had no 
way of anticipating the disastrous tax consequences 
resulting from an earlier-than-expected approval of 
his green card application.  As Nina Olsen, National 
Taxpayer Advocate, states in the Taxpayer Advocate 
2011 Report to Congress, the inability of international 
taxpayers to access tax advice and other IRS services 
from abroad contributes to “growing confusion and 
frustration about U.S. tax administration.”36

C. Noncompliance for permanent 
residents and new U.S. citizens is 
usually unintentional. 

One problem with the predictably rigid OVDP 
penalty structure is that is does not account for the 
fundamentally different reasons for taxpayers’ non-
compliance. A wealthy U.S. hedge fund manager 
who opens an account in the Cayman Islands with 
the intent to evade U.S. income tax on the earnings 

in that account is treated—within the confi nes of 
the OVDP penalty structure—exactly the same as 
a retired middle-class government employee from 
India with $100 in unreported interest income in 
his Indian savings accounts. IRS examiners do not 
have the discretion to mitigate the miscellaneous 
penalty or the accuracy-related penalty on the basis 
of reasonable cause: if a taxpayer wants to participate 
in the OVDP, then she will have to pay the fl at-rate 
penalties without mitigation, regardless of the reasons 
for his or her noncompliance. 

In an attempt to mitigate the harsh fi nancial im-
pact of the OVDP penalties on taxpayers whose 
noncompliance is completely unintentional, the 
IRS offers the possibility of “opting out” of the 

OVDP penalty structure 
to request mitigation of 
civil penalties on the ba-
sis of “reasonable cause” 
in a full-scale audit. As 
will be discussed in sec-
tions D and E of Part III, 
below, the “risk calculus” 
for permanent residents, 
substantial presence resi-
dents, and new citizens of 
the United States—with 
respect to both the initial 
decision to participate in 
the OVDP and the sub-
sequent decision to “opt 
out” of the OVDP—is 

fundamentally different than the “risk calculus” for 
lifetime U.S. citizens.

D. Permanent residents, substantial 
presence residents and new U.S. 
citizens are more likely to apply for 
participation in the OVDP because 
of fear of criminal prosecution and 
deportation.
Many permanent residents, substantial presence 
residents and new citizens of the United States are 
intimidated by the threat of criminal prosecution and 
deportation back to their country of origin. As Nina 
Olsen explains in the Taxpayer Advocate Annual 
Report to Congress, much of the fear surrounding 
the IRS’s ability and willingness to impose severe 
penalties on bad actors and benign actors alike is 
attributable to “tough talk” in the FAQs.37 Some of 

IRS examiners do not have 
the discretion to mitigate the 
miscellaneous penalty or the 

accuracy-related penalty on the 
basis of reasonable cause: if a 

taxpayer wants to participate in 
the OVDP, then she will have to 
pay the fl at-rate penalties without 

mitigation, regardless of the reasons 
for her noncompliance.
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this “tough talk” includes a threat that taxpayers who 
“do not submit a voluntary disclosure run the risk of 
detection by the IRS and the imposition of substantial 
penalties, including the fraud penalty and foreign 
information return penalties, and an increased risk 
of criminal prosecution.”38 

Criminal prosecution for a U.S. permanent resident 
or “substantial presence resident” on a temporary 
visa will likely result in deportation back to the tax-
payer’s country of origin.39 Thus, in consideration of 
this threatening posture of the IRS, the “risk calcu-
lus” of a new U.S. citizen or resident when deciding 
whether to apply for participation in the OVDP is 
fundamentally different from the “risk calculus” of a 
lifetime citizen of the United States. While a lifetime 
citizen of the United States with a small amount of 
unreported income who has not willfully failed to 
report her income may decide to take her chances 
by submitting a “quiet disclosure” or by not taking 
any action at all (“zero disclosure”), a new resident 
or citizen of the United States may decide that the 
risk of criminal prosecution, loss of employment in 
the United States and eventual deportation outweighs 
the potential cost savings associated with a quiet or 
zero disclosure.  

The following fact pattern, loosely based on another 
OVDP case in our inventory, illustrates the tension as-
sociated with this decision-making process: 

Example 2: Karthik was born and raised in India. 
He has two sons, both of whom were born and 
raised in India and are Indian citizens. Both sons 
moved to the United States when they turned 18 
to attend college. After his youngest son moved 
to the United States in 2005, Karthik also moved 
to the United States. Karthik retained his Indian 
citizenship but became a permanent resident of 
the United States in August 2005. Karthik retained 
his Indian bank and brokerage accounts and did 
not report the earnings from these accounts on 
his U.S. income tax returns for tax years 2005 to 
2011. Karthik hopes to become a citizen of the 
United States as soon as he resolves his income 
tax compliance problems. Karthik’s children both 
plan to become U.S. citizens and have no desire 
to return to India. 

Even though his failure to report his foreign in-
come was not willful, Karthik is not willing to take 
his chances with a quiet or zero disclosure because 
the stakes are simply too high. If he does nothing or 

the IRS decides to examine the “quiet disclosure,” 
Karthik runs the risk of being criminally prosecuted 
and possibly deported back to India. A lifetime U.S. 
citizen who failed to report the same amount of in-
come may feel more comfortable with the risks of a 
quiet or zero disclosure because she is confi dent that 
she could prevail if the IRS chose to prosecute and 
there are no attendant risks of deportation.40 

E. The risks of “opting out” 
outweigh the benefi ts of potential 
penalty abatement. 

The IRS offers taxpayers the possibility of “opting out” 
of the OVDP penalty structure and subjecting them-
selves to full-scale audits after the voluntary disclosure 
is certifi ed as complete, in which case the IRS prom-
ises that it will not recommend taxpayers who have 
“opted out” for criminal prosecution.  After a taxpayer 
has been admitted to the program, the “risk calculus” 
involved in an opt-out decision—which appears to be 
so clearly defi ned in the 2012 OVDP FAQs41—is fun-
damentally different for a permanent resident or new 
U.S. citizen than for a lifetime citizen of the United 
States. Similar to the “risk calculus” associated with 
the initial decision to participate in the OVDP, the 
“risk calculus” associated with a permanent resident 
or new citizen’s decision to “opt out” is infl uenced by 
(1) the fear and uncertainty of civil penalties outside 
the OVDP42 and (2) the potential impact of a detailed, 
time-consuming and potentially expensive audit on 
the taxpayer’s immigration and employment status.   

F. The requirements for the fi ve-
percent penalty are too rigid. 
The eligibility requirements for the fi ve-percent pen-
alty are far too rigid to offer a meaningful mitigation 
of the OVDP penalty structure for the vast majority of 
new citizens and new residents of the United States. 
As addressed in the 2011 OVDI section, Part II.B.2 
discussed earlier, the fi ve-percent penalty is limited 
to cases (1) in which the taxpayer (a) did not open 
or cause the account to be opened, (b) exercised 
minimal, infrequent contact with the account, (c) has 
not withdrawn more than $1,000 from the account in 
any year (except for a withdrawal closing the account 
and transferring the funds to an account in the United 
States), and (d) can establish that all applicable U.S. 
taxes have been paid on funds deposited to the ac-
count; (2) in which the taxpayer is a foreign resident 
who is unaware that she is a U.S. citizen; and (3) 
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in which the taxpayer is a foreign resident who (a) 
resides in a foreign country, (b) made a good-faith 
showing that he or she complied with tax fi ling and 
payment requirements in the foreign country, and 
(c) has $10,000 or less of U.S. income each year.43 

Two of the three categories of taxpayers that qualify 
for the fi ve-percent penalty do not even apply to 
permanent residents, substantial presence residents 
or new citizens of the United States. The last two 
“foreign resident” categories are directed to U.S. 
expatriate citizens who are either unaware that they 
are citizens or who have made every effort to comply 
with the tax requirements of their resident country.44 

The fi rst category is the only category under which 
permanent residents, substantial presence residents 
or new U.S. citizens can 
qualify for the reduced 
fi ve-percent penalty. For 
the reasons set forth later 
in this article, however, 
the fi rst category is direct-
ed at inherited accounts 
and is too limited to offer 
meaningful relief to the 
vast majority of new citi-
zens and residents. Each 
of the four eligibility re-
quirements under the fi rst 
category creates unique 
challenges for new U.S. 
citizens and residents whose ownership of foreign 
accounts did not originate from inheritance:  
1. Did not open or cause the account to be opened: 

There are some permanent residents, substantial 
presence residents, and new U.S. citizens who 
did not open or cause the account to be opened 
because the foreign account was inherited from 
a family member or opened by a family member 
as a joint or benefi ciary account. Most new resi-
dents and U.S. citizens, however, have opened 
accounts for themselves when they were living 
in their countries of origin. These accounts may 
be in the form of current checking accounts, 
savings accounts, brokerage accounts or other 
investment accounts. Regardless of the par-
ticular type of their accounts, these individuals 
will not be eligible for the reduced fi ve-percent 
penalty if they opened or caused the account 
to be opened, even if they were not subject to 
U.S. income tax laws at the time of the accounts 
were opened.

2. Exercised minimal, infrequent contact with the ac-
count: “[M]inimal, infrequent contact” is loosely 
defi ned in the FAQs as communications with the 
foreign fi nancial institution “to request the account 
balance, or update accountholder information such 
as a change in address, contact person, or email 
address.”45 Again, this requirement is directed at 
the archetype of an inherited account. Most com-
munications with a foreign fi nancial institution, 
especially in the case of foreign brokerage or other 
investment accounts, are necessarily more involved 
then providing administrative details such as the 
accountholder’s contact information. Furthermore, 
foreign accounts established for the management 
costs of foreign real estate—even if all applicable 

foreign taxes are paid on 
the rental income from 
that real estate and there 
is no U.S. income tax li-
ability after application of 
the foreign tax credit—will 
disqualify all of the par-
ticipant’s accounts from 
eligibility for the fi ve-per-
cent penalty because of 
the extent of activity in the 
account in the form of de-
posits (rental income) and 
withdrawals (for mortgage 
and/or maintenance costs). 

3. Did not withdraw more than $1,000 from the 
account in any year: This requirement is also di-
rected at the archetype of an inherited account. 
For example, foreign accounts established for 
the management costs of foreign real estate—
addressed in discussion of Requirement 2, 
above—will disqualify all of the participant’s ac-
counts from eligibility for the fi ve-percent penalty 
because withdrawals from the account will likely 
exceed $1,000 in any given year in order to pay 
mortgage and/or maintenance costs. 

4. All applicable U.S. taxes have been paid on 
funds deposited to the account (if the deposited 
funds are subject to U.S. income tax):  Answer 
52.1, Example 2, of the 2012 OVDP FAQs pro-
vides a fact pattern with an inherited account in 
which $40,000 was deposited into the account 
in 1995, which precedes the eight-year scope of 
the OVDP period. In this situation, the taxpayer 
“would have to identify the source of the de-
posit and, if the source was taxable in the U.S., 

In order to mitigate the draconian 
impact of the OVDP penalty 

structure, the IRS should 
immediately consider adopting a 
“compliance gap” exception for 
low-compliance-risk permanent 
residents, substantial presence 

presidents, and less-than-fi ve-year 
United States citizens.
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prove that U.S. income tax was paid on those 
funds.”46 This requirement—although once again 
directed at an inherited account—does provide 
a much-needed exception for accounts seeded 
with funds not subject to U.S. income tax. If all 
the requirements for the reduced fi ve-percent 
penalty were structured with the same sensitiv-
ity to the circumstances of the account’s initial 
opening (regarding the purposes of the account 
and whether the taxpayer was subject to U.S. 
income tax when the account was fi rst opened), 
then new permanent residents, substantial pres-
ence residents and new U.S. citizens might have 
an opportunity for some relief from the severe 
miscellaneous penalty.

Nina Olsen, National Taxpayer Advocate, shares 
the opinion that the fi ve-percent penalty rate “is too 
narrow to apply in some sympathetic cases.”47

G. Relief for U.S. citizens living 
abroad is too narrowly drawn. 
On June 26, 2012, the IRS announced new stream-
lined fi ling procedures for nonresident U.S. taxpayers 
who present a “low compliance risk.”48 These new 
fi ling procedures enable nonfi ling taxpayers with 
less than $1,500 in tax due in each tax year to fi le 
delinquent tax returns for the past three years and 
FBARs for the past six years. The relief for nonresi-
dent U.S. taxpayers—which in the vast majority of 
cases will apply to U.S. expatriates—is a step in the 
right direction, but does not go far enough. The IRS 
should immediately considering implementing a 
streamlined fi ling procedure for new citizens and 
residents caught in the “compliance gap” who are 
deemed to be a “low compliance risk” through a 
similar set of objective criteria. The details of this 
proposed “compliance gap” exception are explained 
in detail immediately below.

IV. A Possible Solution to the 
“One Size Fits All” Dilemma: 
The “Compliance Gap” 
Exception for Permanent 
Residents, Substantial Presence 
Residents and New Citizens of 
the United States
The IRS can no longer stand behind the nondis-
cretionary rigidity of its “one size fi ts all” OVDP 

penalty structure. From the inception of the OVDP, 
the FAQs have repeated the mantra that “[v]oluntary 
disclosure examiners do not have discretion to settle 
cases for amounts less than what is properly due and 
owing.”49 In order to mitigate the draconian impact 
of the OVDP penalty structure on new residents and 
new citizens of the United States, the IRS should 
immediately consider adopting a “compliance 
gap” exception for low-compliance-risk permanent 
residents, substantial presence residents and less-
than-fi ve-year United States citizens. 

A. Eligibility for the 
“compliance gap” exception
The “compliance gap” exception to the OVDP mis-
cellaneous penalty would be limited to taxpayers 
who meet the following conditions: 
1. Meet the immigration status test. Taxpayers must 

fall into one of the following categories for each 
of the eight full tax years preceding their voluntary 
disclosures to be considered for the “compliance 
gap” exception: 
a. Permanent residents: These individuals meet 

the permanent resident or “green card test” 
as set forth in Code Sec. 7701(b)(1)(A).50 

b. “Substantial presence residents”: These in-
dividuals are residents of the United States 
who meet the “substantial presence test” as 
set forth in Code Sec. 7701(b)(3).51

c. “New” U.S. citizens: A “new” U.S. citizen 
would be defi ned as a foreign national who 
became a United States citizen less than fi ve 
years prior to the date of her disclosure to 
the IRS.

2. Meet the “low compliance risk” test. In addition 
to the threshold eligibility requirements outlined 
above, a taxpayer must qualify as “low compli-
ance risk.” The term “low compliance risk” for 
new U.S. citizens and residents would be defi ned 
the same as for U.S. expatriates: less than $1,500 
in unreported income for each year in the eight-
year disclosure period.52 

Assuming that the taxpayer meets the immigration 
status and low-compliance-risk requirements, she 
will be eligible for participation in a streamlined 
amended fi ling program and penalty structure. The 
details of the new proposed program are as follows: 
1. File amended income tax returns, FBARs and other 

information returns (or original returns, FBARs and 
information returns if not previously fi led) for the 
eight full tax years preceding the disclosure; 
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2. Pay or make arrangements to pay the full amount 
of additional income tax (plus interest) for each 
of the eight years preceding the disclosure; and 

3. P ay the “accuracy-related” penalty without miti-
gation (20 percent of additional tax) for each year 
in which additional income tax is due. 

Note that the “miscellaneous penalty” is conspicu-
ously absent from the “compliance gap” streamlined 
procedures detailed above. This is because the “mis-
cellaneous penalty” should not be imposed on benign 
actors who have been intimidated into OVDP partici-
pation by the IRS’s “tough talk” on consequences for 
deciding not to apply for a voluntary disclosure or 
opting out of the OVDP penalty structure after their 
preliminary acceptance to the program.  

B. Public policy objectives of the 
compliance gap exception
It may seem unfair to carve out an exception to the 
OVDP miscellaneous penalty on the basis of the 
taxpayer’s immigration status, but that is exactly 
what the IRS has already done for U.S. expatriates.53  
A new set of streamlined criteria for new citizens 
and residents is necessary to retain the fundamental 
objective of the OVDP to promote compliance with 
U.S. income tax laws. The IRS acknowledges in its 
“Penalty Handbook” portion of the Internal Revenue 
Manual that “[a] wrong [penalty] decision, even 
though eventually corrected, has a negative impact 
on voluntary compliance.”54 Stated in the simplest 
possible terms, the imposition of the OVDP miscel-
laneous penalty on compliance gap taxpayers who 
meet the criteria set forth in Part IV.A above is the 
wrong penalty decision.   

V. Conclusion
New residents and new citizens of the United States 
have no lobbying power. They pay their income 
taxes just like lifetime citizens of the United States, 

but they may not necessarily be aware of the require-
ment to report their worldwide income immediately 
after the “triggering event,” such as meeting the 
substantial presence test or receiving a green card. 
They may own certain accounts and assets in for-
eign countries that generate income subject to tax 
in the United States, but they might assume that this 
income is not subject to tax because (1) the seed 
funding for the account was not U.S.-source or (2) all 
foreign taxes have been paid on this income. These 
taxpayers are not bad actors intending to evade U.S. 
income tax; rather, they are benign actors caught in 
the “compliance gap.”  

In order to avoid the overly harsh imposition of a 
miscellaneous penalty inside the OVDP or a failure-
to-fi le FBAR penalty up to 50 percent of the account 
balance outside the OVDP,55 the IRS should offer 
these benign actors the opportunity to come forward 
under the “compliance gap exception” to the OVDP 
miscellaneous penalty. These taxpayers would apply 
for participation in the OVDP just like every other 
participant, but would be eligible for a complete 
elimination of the miscellaneous penalty if they can 
prove that they are a low compliance risk and meet the 
immigration status requirement as new citizens, per-
manent residents or “substantial presence” residents.

The overarching objective of the OVDP is to pro-
mote voluntary compliance. Unfortunately for many 
new residents and citizens of the United States, the 
overarching impact of the OVDP has been to pro-
mote an atmosphere of fear and perceived hostility 
to international taxpayers. In order to mitigate the 
disproportionately harsh penalties on these benign 
actors in comparison to the relatively small amount 
of income tax noncompliance, the IRS should im-
mediately consider adopting a “compliance gap 
exception” to the OVDP penalty structure. A failure to 
adopt such an exception will continue to undermine 
the incentive for new citizens and residents to comply 
with their U.S. income tax obligations. 
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