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CONSTITUTIONAL
BAD SEARCH/GOOD
EVIDENCE

Recent changes in the Supreme Court will
certainly have an effect on both our system of
jurisprudence and on the laws that govern our
daily lives. This is readily apparent when re-
viewing a Supreme Court decision rendered in
June of this year involving constitutional rights
and protections under the Fourth Amendment
dealing with search and seizure. The case,
Hudson v. Michigan, involved an appeal by
Booker T. Hudson, who was convicted of drug
possession even though the State of Michigan
acknowledged that entry into his home prior
to his arrest was in violation of the fiknock
and announce0 requirement governing Fourth
Amendment searches.

Detroit police, who were executing a search
warrant for narcotics and weapons, entered
Hudsonbs home without waiting a reasonable
time for Hudson to respond to their knock
seeking entry. The fiknock and announceo
mandate requires that police ofycers executing
awarrant yrst knock and then afford the hom-
eowner a reasonable time to respond, unless
exigent circumstances of violence, destruc-
tion of evidence or other similar facts exist.
In this instance the police entered Hudsonds
home almost immediately after knocking, al-
though no exigent circumstances existed, and
seized evidence that the Michigan trial court
excluded from evidence as being the fruit of
a bad search. The Michigan Court of Appeals
reversed the trial courtds exclusion and Hudson
was ultimately convicted. The U.S. Supreme
Court ultimately took the case on certiorari to
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TAX
TAX PENALTIES: IS THERE
ANY RELIEF?

The Internal Revenue Service (IRS) wastes
no time in adding penalties to a taxpayerts
debt. These penalties are added to a defi-
ciency amount without taking into account the
taxpayerds individual circumstances and can
turn a manageable debt into an overwhelming
burden. Fortunately, in certain circumstances,
the IRS does allow delinquent taxpayers an
opportunity to explain why they were unable
to pay their taxes and to request an abatement
of assessed penalties.

The Internal Revenue Service Penalty
Handbook (IRM 20.1) sets forth guidance for
evaluating and requesting penalty abatement.
While each abatement request is unique and
based on each taxpayers circumstances, four
key categories for penalty abatement are: (1)
Reasonable Cause, (2) Statutory Exceptions,
(3) Administrative Waivers, and (4) Undue
Hardship.

(1) Reasonable Cause

A. Ordinary Business Care and

Prudence

Inaccordance with IRM 20.1.1.3.1,
fireasonable cause is based on all
facts and circumstances and is
generally granted when the tax-
payer exercises ordinary business
care and prudence in determining
their tax obligations but is unable
to comply with those obligations.o
In order to establish fiordinary
business care and prudence,6 the
taxpayer must show that actions
were taken to the degree that a
reasonably prudent person would
have exercised, but was neverthe-
less unable to comply with the law.
A tax compliance ofycer will likely
review the following information in
making a determination of whether
a delinquent taxpayer had reason-
able cause for non-payment and
is deserving of an abatement of
penalties:

1. Taxpayer’s Reason:

Taxpayerfs reason should address
the penalty and the dates and ex-
planations should correspond with

B.

events on which the penalties are
based.
Compliance History: If a taxpayer
has a pattern of noncompliance, that
will likely indicate that the taxpayer
was not exercising ordinary busi-
ness care. On the other hand, a yrst
time failure to comply does not by
itself establish reasonable cause.
Length of Time: Factors that will be
considered are: (1) when the act was
required by law, (2) the period dur-
ing which the taxpayer was unable
to comply with the law due to cir-
cumstances beyond the taxpayerds
control, and (3) when the taxpayer
complied with the law.
Circumstances Beyond the
Taxpayer’s Control: Reasonable
cause is generally established
when the taxpayer exercised ordi-
nary business care and prudence
but, due to circumstances beyond
the taxpayerds control, the taxpayer
was unable to timely meet the obli-
gation. Ordinary business care and
prudence requires that the taxpayer
continue to meet the requirements,
even though late.

Ignorance of the Law

In some cases, taxpayers may not
be aware of speciyc obligations
to yle a return and/or pay taxes.
However, the fiordinary business
care and prudence standardo
requires that taxpayers make rea-
sonable efforts to determine their
tax obligations. Thus, a taxpayer
may be able to establish reasonable
cause if the taxpayer can show (a)
a reasonable and good faith effort
was made to comply with the law,
or (b) that the taxpayer was un-
aware of a requirement and could
not reasonably be expected to know
of the requirement.

Mistakes and Forgetfulness

A taxpayer may try to establish

reasonable cause by claiming that
the noncompliance was caused by

(1) a mistake, (2) forgetfulness, or
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LEGAL UPDATE

CARR, MORRIS & GRAEFF, P.C.

BUSINESS/SECURITIES
SEC UNANIMOUSLY
APPROVES FINANCIAL
PENALTY POLICY - PART I

On January 4, 2006, the Securities and
Exchange Commission (SEC) unanimously
issued its new policy on ynancial penalties.
The authority to impose penalties is relatively
recent in the SECGs history and the use of very
large penalties is of more recent vintage still.
The SEC has acknowledged that recent cases
have not produced a clear public view of when
and how the SEC would use penalties; and,
within the Commission itself, there has been
a variety of views never reconciled. In order
to provide the maximum possible degree of
clarity, consistency and predictability in pen-
alty assessment, the SEC decided to explain
in detail the framework for its future penalty
determinations. Moreover, to illustrate the
application of its new policy, the SEC also
announced the settlement of two cases against
corporate issuers. In one a penalty was applied
and in the other one the penalty was waived.
This statement of principles is opportune,
as the ynancial scandals of the past several
years, especially as they relate to fraudulent
accounting, have resulted in loss of investor
conydence in ynancial markets.

Part | of this article will discuss the SEC0s
new policy, and Part 11 will discuss the two
cases which pesh out the policy.

In 1990, Congress passed the Securities
Enforcement Remedies and Penny Stock
Reform Act (the Act) giving the SEC the
authority generally to seek civil penalties in
enforcement cases. Before the Act the SECos
penalty authority was essentially limited to
seeking penalties in Federal district court for
insider trading violations. The penalty provi-
sions in the Act expressly authorize penalties
to be paid by entities, including corporate is-
suers, and enhance the Commissionds author-
ity to yne individuals. Although the penalty
provisions apply to all entities that are issuers,
for simplicity the SEC refers to corporations,
although the term should be understood to en-
compass issuers of securities generally.

In penalty determinations a key question
for the SEC is whether the issuerbs viola-
tion has provided an improper beneyt to the
shareholders of the corporation or, conversely,
whether the violation has resulted in harm to
shareholders. Where shareholders have been
victimized by the violative conduct or by the
resulting negative effect on the corporation
following its discovery, the Commission will
seek penalties from culpable individuals,
principally ofycers and directors, acting for
the corporation. The SEC will also take into

consideration Section 308 of the Sarbanes-
Oxley Act of 2002. We have discussed this
legislation extensively in prior issues of this
publication. This law, enacted in reaction to
the financial scandals of the late twentieth
century and early twenty-yrst century, seeks
to strengthen the ynancial controls of issuers
with a view to preventing accounting abuses
and other securities laws violations.

Section 308, knows as the Fair Funds provi-
sion, allows the SEC to take penalties paid by
individuals and corporations in enforcement
actions and add them to disgorgement funds
for the beneyt of victims. If the victims are also
shareholders of a corporation being penalized,
they will initially bear the cost of issuer pen-
alty payments, but those sums will be returned
ultimately to some or all of the investors,
thus making them whole. Thus, the SEC will
proceed from the fundamental principle that
penalties are an essential part of an aggressive
and comprehensive program to enforce Federal
securities laws and that the availability of penal-
ties, as one of a range of remedies, will have a
deterrent effect.

In assessing penalties against corporations,
as distinct from penalties against individuals,
the SEC will be guided by two principal con-
siderations and seven subsidiary considerations.
The two principal considerations are:

The presence or absence of a direct beneyt
to the corporation as a result of the violation.
The fact that a corporation itself has received
a direct and material beneyt from the offense
weighs in support of imposition of a corpo-
rate penalty. Examples of corporate beneyts
are reduced expenses or increased remedies.
Conversely, the weakest case for the imposi-
tion of a corporate penalty is one where the
shareholders are the principal victims of the
securities laws violations.

The degree to which the penalty will
recompense or further harm the injured
shareholders. Because the protection of in-
nocent investors is a principal objective of the
securities laws, the imposition of a penalty on
the corporation itself carries with it the risk that
shareholders who are innocent of the violation
will nonetheless bear the burden of the penalty.
In some cases, however, the penalty itself may
be used as a source of funds to recompense
the injury suffered by victims. Thus, the pres-
ence of an opportunity to use the penalty as a
meaningful source of compensation to injured
shareholders is a factor in support of its impo-
sition. The SEC gives no illustration of how a
penalty imposed upon a corporation could be
a source of funds for shareholder recompense,
but one would assume it is referring to Section

308 of Sarbanes-Oxley.
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In addition to the two principal consid-
erations, the SEC will weigh the following
additional seven factors in determining the
appropriateness of a corporate penalty:

The need to deter the particular type of of-
fense. The likelihood that a corporate penalty
will serve as a strong deterrent to others simi-
larly situated weighs in favor of imposition of a
corporate penalty. Conversely, the prevalence
of unique circumstances that render the par-
ticular offense unlikely to be repeated in other
contexts is a factor weighing against the need
for a penalty on the corporation as opposed to
a penalty on the responsible individuals.

The extent of the injury to innocent par-
ties. The egregiousness of the harm done, the
number of investors injured and the extent of
societal harm if the violation goes unpunished
will point to a corporate penalty.

Whether complicity in the violation is
widespread throughout the corporation. The
more pervasive the participation in the offense
by responsible persons within the corporation
the more appropriate is the use of a corporate
penalty. Conversely, isolated conduct by a
few individuals would not support a corpo-
rate penalty.

The level of intent on the part of the per-
petrators. When the culpability and fraudulent
intent of the perpetrators are manifest, a corpo-
rate penalty is appropriate. A corporate penalty
is less likely to be imposed if the violation is
not the result of deliberate, intentionally mali-
cious, fraudulent, premeditated conduct.

The degree of difyculty in detecting the
particular type of offense. Because offenses
which are difycult to detect call for a high level
of deterrence, this factor weighs in support of
imposition of a corporate penalty.

Presence or lack of remedial steps by the
corporation. Because the aim of securities
laws is investor protection, the prevention of
future harm is a priority. SEC decisions are
intended to encourage the management of cor-
porations accused of securities laws violations
to do everything within their power to take
remedial steps from the yrst moment the vio-
lation is brought to their attention. Exemplary
conduct by management in this respect weighs
against corporate penalties.

Extent of cooperation with the SEC and
other law enforcement agencies. Because
effective compliance with securities laws
depends upon effective enforcement, the
SEC considers that, when violations are
discovered by management, it is incumbent
upon the managers to report the violations to
the Commission and other law enforcement
agencies. The degree to which a corporation

continued on page 3
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(3) an oversight by the taxpayer
or another party. Generally, these
excuses do not provide a basis for
reasonable cause. As for the fidele-
gation defense,0 IRM 20.1.3.1.2.3.
states, firelying on another person
to perform a required act is gener-
ally not sufycient for establishing
reasonable cause. It is taxpayerds
responsibility to yle a timely and
accurate return and to make timely
deposits or payments. This respon-
sibility cannot be delegated.o
D. Death, Serious Iliness, or
Unavoidable Absence
Death, serious illness, or unavoid-
able absence of the taxpayer may
establish reasonable cause for a
late yling, payment, or deposit.
For a corporation, estate or trust,
it must be established that there
was death, serious illness or
other unavoidable absence of the
taxpayer (or a member of such
taxpayerds immediate family), and
that taxpayer had the sole author-
ity to execute the return, make the
deposit or pay the tax.
Statutory Exceptions
The Internal Revenue Code may pro-
vide an exception to a penalty.
Administrative Waiver
The IRS may formally interpret a pro-
vision to provide administrative relief
from a penalty that would otherwise be
assessed. For example, an administra-
tive waiver may be necessary when
there is a delay by the IRS in (a) print-
ing or mailing forms or (b) publishing
guidance, writing or regulations.
Undue Hardship
Undue hardship may support relief
from additional penalties attached to
a base tax amount due if the explana-
tion for noncompliance supports such
a determination. However, the mere
inability to pay does not ordinarily
provide the basis for granting penalty
relief. Under Treas. Reg. 301.6651-
1(e), taxpayers must also show that
they exercised ordinary business care
and prudence in providing for the pay-
ment of tax liabilities. For instance, a
taxpayer may claim that enough
funds were on hand, but, as a result
of unanticipated events, the taxpayer
was unable to pay the taxes. The IRS
will consider a taxpayerds inability to

pay a factor when considering penalty
relief if the taxpayer shows that, had
the payment been made on the payment
due date, undue hardship (as deyned in
Treas. Reg. 1.6161-1(b)) would have
resulted. In the case of withholding
taxes, employers must reserve money
withheld from employeesé wages in
trust until deposited with the Treasury
Department. The employer should not
use this money for any other purpose,
and, in this case, the undue hardship
claim does not support a request for
penalty abatement relief.

When requesting penalty relief, the burden
of proof is generally on the taxpayer. A tax-
payer considering a penalty abatement should
consider that a successful request will require
as much proof as possible of the facts and
circumstances that led to the tax deyciency.
While it is every taxpayerds right to request
a tax penalty abatement, the quality of the
documentation and the good faith efforts of
the taxpayer to satisfy their tax obligations will
affect their chances of getting relief.

SARA SCARLETT

BUSINESS/SECURITIES
Continued from page 2

has self-reported an offense or otherwise coop-
erated with an investigation is a factor the SEC
will consider in assessing a corporate penalty.
This last factor is bound to be controversial
as it conpicts with the privilege against self-
incrimination. Volumes can be and have been
written on this particular subject, therefore it
is impossible to discuss it appropriately in the
space allotted. It is important, however, for
clients to consult their attorneys before they
contact the SEC or other law enforcement
agencies. It is also vital to be represented
during the course of a securities investigation.
Cooperation is yne provided oneds rights and
interests are protected.

Taken as awhole the new penalty guidelines
make much sense. Nevertheless, they are likely
to turn out to be too imprecise in their applica-
tion, especially in close cases. There are nine
factors to consider but they are not assigned any
weights. They are qualitative factors that some-
how must be translated into a single penalty
ygure ranging from zero to millions of dollars.
Companies penalized under the guidelines will
surely argue that in their case the application
of the guidelines was arbitrary and capricious
under general administrative law principles.
The guidelines will probably prove to be most
useful in negotiated cases, such as the two we

will discuss in Part Il of this article. In such
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cases the new policy will serve to bracket the
top and bottom of the possible penalty, with the
precise amount to be the result of give and take
between the SEC and the respondent corpora-
tion. If you have any questions on this subject
please call Roy Morris or the author.
NESTOR CRUZ

CONSTITUTIONAL
Continued from page 1

address the constitutional questions.

Prior to the decision in Hudson v. Michigan,
all evidence seized from Hudsonds home in vio-
lation of the fiknock and announced requirement
would have been excluded from use at trial as
being the fruit of an unreasonable search and
seizure in violation of the Fourth Amendment.
Courts have almost uniformly held that the
harshness of exclusion is justiyed to ensure
compliance with fundamental constitutional
protections. As will be explained below,
though, Hudson was convicted not because the
Supreme Court changed the fiknock and an-
nounce mandateo but rather because it changed
the remedy in dealing with a violation of that
requirement.

In a decision written by Justice Scalia, the
Supreme Court ruled that the fisocial costso of
excluding the evidence was too high and that
fi[r]esort to the massive remedy of suppression
of evidence of guilt is unjustiyed.o Instead
the Court found that individual lawsuits and
administrative proceedings were sufycient to
ensure that police comply with the knock and
announce requirement. As stated, although that
requirement does remain the law, signiycantly,
the remedy for violation of that requirement has
been drastically changed.

Not surprisingly, the 30-page dissenting
opinion written by Justice Steven Breyer
expressed a markedly different view. Justice
Breyer wrote, fiTodaybds opinion weakens, per-
haps destroys, much of the practical value of the
Constitutionés knock and announce protection.o
The dissent argued that only the exclusion of
evidence seized in an illegal search would have
the practical effect of curtailing constitutionally
inyrm conduct by law enforcement.

Concerning the impact of the change in the
Supreme Court, it is worth noting that when
the case was argued in January of 2006, the
position taken during oral argument by then-
Justice Sandra Day OdConnor strongly indicated
that her views were more aligned with those
of Justice Breyer than those of Justice Scalia.
Justice Alito, who heard the case on reargument
after Justice OdConnords retirement, turned out
to be the critical vote in the 5-4 majority deci-
sion.
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CARR, MORRIS
& GRAEFF, P.C.

Carr, Morris & Graeff, P.C., was
established in 1982 by the named prin-
cipalstLawrence Carr, Roy Morris and
Stephen Graeff. It is a diversiyed yrm
structured primarily to meet the legal
needs of businesses and their principals.

The yrm strives to provide full ser-
vice representation to its corporate and
individual clients. It is designed to
provide such service by organization
and presentation of an array of attorneys
with diverse backgrounds in specialized
areas of the law as well as a generalized
background which enables them to look
beyond a narrow specialty or need. The
academic and cultural backgrounds of the
attorneys of the yrm are as diverse as their
experience and specializations.

Carr, Morris & Graeff, P.C., specializes
in the following areas: Corporate/General
Business; Taxation/Estate Planning;
Civil/Commercial Litigation; Alternative
Dispute Resolution; Employment/Labor;
Discrimination; and Wage-Hour.

The yrm maintains its ofyce in the
Metro Center region of downtown
Washington. It has attorneys admitted
to all of the local judicial jurisdictionsT
the District of Columbia, Maryland and
Virginia.

STAFF NOTES

Bragging rights. Bragging about the accomplishments of oneds children is common in every
workplace. Several years ago Alfredo Caputo retired the proverbial trophy at CMG when he
mentioned that his daughter Lisa Nowak had been accepted for fithe programoSthat is, the NASA
astronaut program. Years of training paid off on July 4 when Mission Specialist Lisa Nowak and
six fellow astronauts blasted off aboard the Shuttle Discovery. Lisa, a Naval Academy graduate
and career Naval aviator, served as Flight Engineer on STS-121. Lisads responsibilities included
assisting the pilot and commander during pying operations, operating the robotic arm and serving
as part of the Rendezvous team. On July 17, after a highly successful mission, Discovery returned
to Earth and a soft landing at Cape Canaveral. Al and Jane Caputo were present for both launch
and landing. Congratulations to Lisa—and congratulations to the supportive Caputo family!

Steve Graeffos recent trip to Brazil coincided with the World Cup. Steve reports that Redskins-
mania is childds play compared to futbol hysteria in Brazil.

Phil Schwartzs tenure as President of Springyeld Golf and Country Club has thus far been
uneventful. No revolutions or counter-revolutions. No (known) impeachment movement. On
the down side, hopes for a designated parking spot have been dashed. Priority tee times are an
unfulylled dream.

Roy Morris, ever the evangelist for his driving passions, is now taking clients with an interest
in performance driving out to Summit Point Raceway on Fridays, where they attend the classroom
sessions and he serves as their in-car instructor. 1tds not exactly a round of golf but itds the closest
he can do. So far no sheet metal has been harmed.

Yes, lawyers read€and generally not just court cases or Grisham novels€&here are our recom-
mendations for your summer reading:

B Larry Carr:
O The Greatest Game Ever Played by Mark Frost
O  One Bullet Away by Nathaniel Fick
B Steve Graeff:
0  Saturday by lan McEwan
0 Wicked by Gregory Maguire
O  Blink by Malcolm Gladwell
B Roy Morris: The Great Tax Wars: Lincoln to Wilson—The Fierce
Battles Over Money and Power That Transformed the Nation by Steven
R. Weisman
B Phil Schwartz: Who's Your Caddie? by Rick Reilly
B Nestor Cruz:
0 A Monarchy Transformed: Britain 1603-1714 by Mark
Kishlansky
O  The Young Apollo and Other Stories by Louis Auchincloss
B Dana Theriot: The Time Traveler s Wife by Audrey Niffenegger
B Sara Scarlett: The Kite Runner by Khaled Hosseini
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