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IRS
Winning Game
of Offshore

Hide
and Seek

Update on FBARs, IRS Offshore
Voluntary Disclosure Initiative and
New FATCA Reporting Requirements
for Foreign Financial Assets
By Paul Marcotte

T

he federal government continues to view offshore tax
evasion as a major contributor to the tax gap. As a
consequence, the government has been intensifying
enforcement efforts in the international arena, specifically targeting United States persons with undisclosed foreign accounts
or holdings. After breaching the formerly impenetrable wall of
bank secrecy in Switzerland, the government is now relentlessly
pursuing U.S. holders of undisclosed accounts in Europe and
Asia where offshore private banking is increasingly migrating. As a result of taxpayers that have come forward to date
and voluntarily disclosed their offshore holdings (over 30,000
according to the Internal Revenue Service), the government is
engaged in extensive data mining of leads, information gleaned
through these disclosures and informants and sources to widen
the net. Armed with such information, the government is
increasing the risk by pursuing criminal charges against private
client advisors at foreign banks that have facilitated or assisted
U.S. persons in hiding wealth offshore. Most recently, the government successfully prosecuted a centuries old Swiss bank for
conspiring to assist U.S. taxpayers in hiding accounts offshore
notwithstanding that that this bank had no affiliate or physical
presence in the U.S.. Lastly and perhaps most importantly, the
tools available to the government to detect and combat offshore tax evasion have been greatly expanded with the enactment of new legislation commonly known as FATCA.
May 2013

Maryland Bar Journal

5

FBAR and Other Offshore
Reporting Requirements
A detailed discussion of the extensive and ever increasing reporting
requirements for US persons with
foreign accounts or activities and
severe penalties for non-compliance
is beyond the scope of this article.
For a brief primer on the special tax
regimes and information reporting
requirements for US beneficiaries of
foreign trusts or persons with ownership (both direct and indirect) in offshore holding company structures,
6
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please refer to the author’s article
in the September 2009 Maryland Bar
Journal, Mon Dieu! Your Client is
Now the Beneficiary of an Offshore
Trust.
As a result of much attention
in the media of late and extensive
public outreach efforts by the IRS,
many laypersons have become
familiar with the requirement to file
Treasury Form TD F 90-22.1 (commonly known as “FBAR”) which
is an annual report separate from
one’s income tax return disclosing

the existence of foreign accounts.
Reporting is required where one has
a financial interest in, or signature
authority over, one or more foreign
accounts where the aggregate highest balance of all such accounts at
any time during the year exceeds
$10,000.
Since the author ’s 2009 article,
the definition of “financial account”
subject to FBAR reporting has been
expanded to include financial assets
or interests not typically viewed
as traditional bank accounts such
as: (1) a life insurance policy with
cash value (i.e., a whole life policy)
where the insurer is foreign; and (2)
foreign mutual funds where there
is a daily net asset value available.
IRS has now subjected these types
of assets to FBAR reporting as they
have been found to facilitate money
laundering.
In addition to the information
returns required of beneficiaries of
a foreign trust (IRS Form 3520) or
holders of interests in foreign corporations (IRS Form 5471), reporting may be required of interests
held in foreign entities treated as
partnerships for US tax purposes
(IRS Form 8865) as well where one
simply holds an interest in a single
member foreign LLC that elects to
be treated as a disregarded entity for US tax purposes (IRS Form
8858). As a result of another recent
change in the law, reporting is now
required for interests in so-called
passive foreign investment companies or PFICs (IRS Form 8621)
notwithstanding that a taxable distribution or disposition does not
occur during the tax year. This is a
significant change from prior law
where no such reporting for a particular tax year was required absent
taxable distributions or a disposi-

tion that would trigger gain recognition. Given the multitude of
reporting requirements for U.S. persons with interests (direct and indirect) in foreign entities or holdings,
it is not at all inconceivable for honest or well intentioned taxpayers
(even their professional advisors) to
trip up over some of these requirements and end up being exposed to
potentially sizeable penalties.

Coming into Compliance;
Seeking Forgiveness/
Leniency Under IRS
Voluntary Disclosure
Initiative (OVDI)
The IRS has traditionally had in
place an internal voluntary disclosure practice intended to encourage taxpayers to disclose previously

unreported income, unfiled returns
and/or other non-compliance. As
long as a taxpayer makes a truthful, timely, and complete disclosure
before the disclosed information is
discovered by the government, the
IRS will generally not recommend
any criminal prosecution although
this is not an absolute grant of immunity. See generally Internal Revenue
Manual (I.R.M.) Section 9.5.11.9.
Beginning in 2009, the IRS made
available a variant of this program
intended to apply to taxpayers with
undisclosed foreign accounts or
holdings with more formal procedures and ground rules known as
the offshore voluntary disclosure
initiative or OVDI. The initial OVDI
program was available for just a
short period of time (a little over six
months) and was offered again in

2011 also for a relatively short period
of time. The OVDI is a formal program (what tax practitioners refer
to as a “noisy” disclosure) whereby
a taxpayer voluntarily announces
that it has been non-compliant in
an attempt to come clean with the
government. The major reason to
disclose under this program is to
avoid potential criminal prosecution
and achieve more certainty as to
financial exposure since the penalties for not timely filing the FBAR
and other international information
returns can be quite steep. Unlike
the traditional voluntary disclosure
practice, the IRS has stated that disclosure under this program is the
only way to make a valid voluntary
disclosure where offshore holdings
are involved as opposed to so-called
“quiet disclosures” discussed below.
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This program is available not just
to taxpayers having failed to file
FBARs, but is also available for nonfilers of the various international
information tax returns such IRS
Forms 3520 and 5471.
The IRS announced reopening of
the OVDI in January with no set
expiration although the IRS reserves
the right to modify or terminate this
program at any time. Notice IR-20125 (January 9, 2012). The current version is similar to the 2011 version but
with some less attractive features.
The new program has a higher top
level penalty as compared to prior
iterations. Taxpayers are required
to file amended returns and FBARs
for the past eight years (an earlier
version required just prior six years
returns) as well as pay any back taxes
and all related penalties that apply
where delinquent taxes are owed
plus statutory interest. IRS will not
consider claims of reasonable cause
in an attempt to avoid imposition
of penalties such as the accuracy
penalty. Much of the guidance from
earlier versions of the OVDI still
applies and can be found in a series
of frequently asked questions and
answers or FAQs which the IRS publishes and periodically updates on its
website, some of which are cited in
this article. The link is http://www.
irs.gov/Individuals/InternationalTa x p a y e r s / O ff s h o re - Vo l u n t a r y Disclosure-Program-FrequentlyAsked-Questions-and-Answers.
Under the basic penalty structure, in lieu of all other civil penalties for late filed FBARs and other
information type returns such as
where offshore holdings include a
foreign trust or holding company,
a single penalty is applied equal
to 27.5 percent of generally all foreign accounts based on the highest
8
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account balances in the past 8 years.
FAQ No. 8. If assets other than financial accounts such as foreign real
estate involve tax non-compliance
such as where the property was
acquired with income not reported to the IRS, such assets are also
included in the penalty base. FAQ
No. 35. This penalty was less under
prior versions of the program (20
percent in 2009 version of program
and increased to 25 percent in 2011
version).
A 5 percent penalty applies to
accounts if: (a) the taxpayer did
not open or cause the account to
be opened and had minimal contact and withdrawals (i.e., inherited
accounts); (b) the account is held by
a so-called accidental citizen (i.e.,
a taxpayer born in the U.S. but has
since been living abroad unaware
of his or her U.S. citizenship and
reporting obligation); or (c) U.S. citizens residing abroad whose U.S.
source income is $10,000 or less in
each year (FAQ No. 52). In cases
where this lower 5 percent penalty applies, assets such as directly
owned foreign real estate are not
included in the penalty base, just
foreign accounts. A 12.5 percent penalty rate generally applies where
the highest aggregate balance for all
accounts does not exceed $75,000.

Options Under Latest
OVDI and Less Costly
Alternatives to Making
Formal OVDI Submission
A continuing problem, even as IRS
has refined the program in this
recent version, is that many of the
procedures and the penalty structure
adopt a one size fits all type approach
apparently out of concern that one
or more less than honest taxpayers

may escape the harshest treatment.
Although IRS has provided some
exceptions and circumstances where
lower levels of penalties apply, many
taxpayers find that they do not meet
strict requirements to be eligible for
a lower level of penalties and stand
to essentially forfeit a substantial
portion of their offshore wealth. As
a result, a taxpayer can still make a
submission under the formal OVDI
program and avoid more serious
consequences such as threat of prosecution, but “opt out” of the standard penalty framework described
above and go through the normal
audit process. This is typically for
taxpayers who can establish reasonable cause for non-compliance. If a
taxpayer can’t establish reasonable
cause, then although this is still a
good voluntary disclosure and can
help avoid the potential for government prosecution, the taxpayer does
not have the benefit of the penalty
framework discussed above. Instead,
the IRS will generally conduct a full
scope audit and apply penalties that
are appropriate given the facts and
circumstances presented. FAQ No.
51. In such case, the IRS may look
at more than the prior 8 years and
if the IRS finds that the taxpayer’s
non-compliance was willful, then
the potential penalty exposure could
be greater than if the taxpayer did
not opt out in the first place. For this
reason, opting out has its own risk.
The formal OVDI program is
intended for taxpayers who have
not properly reported all of their
income from foreign accounts or
holdings. FAQs No. 17 and No. 18, if
all income from an undisclosed foreign account or holding was reported on the original return and the
taxpayer just did not file FBARs or
information returns such as Forms

Attn:	
  Personal	
  Injury	
  Attorneys.	
  

Do	
  you	
  have	
  clients	
  who	
  are	
  in	
  a	
  bind	
  
and	
  can’t	
  wait	
  for	
  their	
  settlement	
  
checks?	
  We	
  have	
  a	
  low	
  cost	
  solution.	
  
	
  
InsurAdvance	
  

	
  

If	
  some	
  of	
  your	
  “especially	
  anxious”	
  clients	
  would	
  like	
  to	
  
receive	
  a	
  Post-‐Settlement	
  same	
  day	
  cash	
  payoff	
  see	
  our	
  low	
  
prices	
  below.	
  

	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  There	
  is	
  NO	
  COST	
  TO	
  YOU	
  and	
  only	
  
	
  	
  	
  	
  	
  	
  	
  	
  	
  $25	
  per	
  $1000	
  cost	
  to	
  your	
  clients.	
  

	
  
Clients	
  Net	
  Settlement	
  	
  	
  	
  InsurAdvance	
  “Instant	
  Check”	
  
	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  $3500	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  $3405	
  
	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  $5000	
   	
  
	
  
	
  
	
  
	
  	
  	
  	
  	
  	
  	
  $4875	
  
	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  $10,000	
  
	
  
	
  
	
  
	
  	
  	
  	
  	
  	
  	
  $9750	
  
	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  $25,000	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  	
  
	
  
	
  
	
  	
  	
  	
  	
  $24,375	
  
	
  

How	
  it	
  Works	
  

If	
  your	
  client	
  has	
  agreed	
  to	
  a	
  net	
  settlement	
  of	
  $4000	
  (after	
  all	
  expenses)	
  and	
  has	
  signed	
  the	
  
Insurance	
  company	
  release	
  and	
  your	
  settlement	
  statement,	
  we	
  will	
  issue	
  them	
  an	
  “Instant	
  
Check”	
  for	
  $3900	
  on	
  that	
  very	
  same	
  day,	
  cashable	
  immediately.	
  Your	
  client	
  eliminates	
  
the	
  2	
  to	
  4	
  week	
  wait	
  for	
  the	
  Insurance	
  company	
  check,	
  and	
  is	
  happier	
  as	
  a	
  result.	
  

	
  
	
  

We	
  charge	
  a	
  flat	
  fee	
  of	
  2.5%	
  of	
  the	
  settlement	
  amount	
  (minimum	
  $95)	
  
With	
  your	
  approval,	
  we	
  pay	
  your	
  assistant	
  $10	
  for	
  emailing	
  us	
  minimal	
  paperwork.	
  
An	
  “Instant	
  Check”	
  will	
  be	
  issued	
  to	
  your	
  client	
  within	
  30	
  minutes	
  of	
  receiving	
  your	
  email.	
  

To	
  learn	
  more,	
  please	
  call	
  InsurAdvance	
  at	
  561-‐445-‐7181	
  or	
  email	
  us	
  at	
  contact@insuradvance.com	
  	
  
We	
  would	
  be	
  happy	
  to	
  	
  answer	
  all	
  questions	
  and	
  provide	
  references.	
  
	
  	
  
	
  InsurAdvance,	
  LLC,	
  102	
  NE	
  2nd	
  Street,	
  Suite	
  141,	
  Boca	
  Raton,	
  Florida	
  33432	
  	
  

	
  

Phone	
  561-‐445-‐7181	
  	
  	
  	
  	
  	
  Website:	
  Insuradvance.com	
  

May 2013

Maryland Bar Journal

9

3520 or 5471, the IRS will generally
permit late FBARs or informative
returns to be filed with no penalties.
According to the IRS, there is no
de minimis amount of unreported
income is acceptable – just one dollar of unreported income eliminates
availability of this program.

Special Procedure/Relief
for Dual Nationals and US
Citizens Living Abroad
Those streamlined procedures
became effective September 1, 2012
and generally apply to U.S. citizens
living abroad filing simple returns
who represent a low compliance risk
(i.e., taxpayers who do not owe more
than $1,500 of tax in any year). See
notice IR-2012-65 (June 26, 2012).
Eligible taxpayers will be required
to file returns for three years and
FBARs for 6 years. No FBAR penalties will be imposed and this procedure avoids the necessity of making
a full submission under the formal
OVDI program.
10
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The IRS has since issued more
guidance and instructions to describe
what factors IRS will use to assess
compliance risk and has published a
questionnaire on its website to elicit
information to determine eligibility.
The website link is http://www.
irs.gov/uac/Instructions-for-NewStreamlined-Filing-ComplianceProcedures-for-Non-Resident-NonFiler-US-Taxpayers.
The IRS indicates that this streamlined procedure does not apply if
a taxpayer has resided in the U.S.
since 2009 or has filed original U.S.
tax returns since 2009. An exception
does apply where the only reason
an amended return is necessary is
to make a late election regarding
deferral under Canadian retirement
plans. Taxpayers who do not meet
these requirements will be treated
as a higher compliance risk and may
be subjected to closer scrutiny or
a full audit for more than 3 years.
Also, the submission will not be
treated as a qualifying voluntary
disclosure which would avoid more

serious consequences. The IRS cautions that this procedure may not be
best option for taxpayers concerned
with possible criminal sanctions.

Taking a Shortcut and
Bypassing OVDI – Quiet
Disclosures
Taking advantage of this program, a
taxpayer merely submits delinquent
FBARs and corrected tax returns
(with payment of any additional tax
plus interest) to an IRS Service Center
like any other normal tax filings with
the hope of not attracting any attention or being flagged. The IRS’s consistent position, however, has been
that where undisclosed offshore holdings that this is not a valid voluntary
disclosure and it reserves the right to
audit these returns, impose penalties
and, where appropriate, recommend
prosecution. FAQ No. 16. The IRS
also indicates that its Service Centers
are on the lookout for these types of
filings so that they can be flagged for
extra scrutiny.

Recent FATCA Reporting
Requirements; Overview
In addition to existing reporting
requirements, the tools available to
the government to detect and combat
tax evasion associated with U.S. taxpayers holding undisclosed offshore
wealth has been greatly expanded
with 2010’s Foreign Account Tax
Compliance Act (FATCA).
FATCA has two key components.
First, U.S. taxpayers holding a threshold level of financial assets outside
the United States must now annually
report those assets to the IRS as part
of their income tax return. FATCA
also requires foreign financial institutions to report directly to the IRS
certain information about financial
accounts held by U.S. taxpayers, or
by foreign entities of which U.S. taxpayers hold a substantial ownership

interest, or be subject to mandatory
tax withholding on income received
from U.S. sources.

Reporting by U.S.
Taxpayers Holding
Specified Foreign
Financial Assets
FATCA added new §6038D to the
Internal Revenue Code which
requires certain U.S. taxpayers
holding “specified foreign financial assets” with an aggregate value
exceeding $50,000 (or such higher
level as established by the IRS) to
report certain information about
those assets to IRS. Reporting is
to be made on a new form (IRS
Form 8938) that must be attached
to the taxpayer’s annual income tax
return. This reporting requirement

At the end of the day...

Who’s Really Watching Your Firm’s 401(k)?
And, what is it costing you?

started to apply for most taxpayers
with respect to their 2011 tax return.
IRS has issued temporary and proposed regulations which provide
much needed guidance and provide
higher reporting thresholds such as
for persons living abroad who can be
expected to have more foreign holdings than taxpayers living in the US.
See Treas. Reg. §1.6038D-2T.
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is in addition to, and not in lieu of,
reporting required under FBAR. As
a result, the two reporting regimes
are at times duplicative, but the
new FATCA requirements are much
broader in scope as to the types of
assets required to be reported. As a
consequence of these new FATCA
reporting requirements are often
referred to as “son of FBAR” or
“super FBAR.” For example, not
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only are traditional bank and brokerage accounts included in the category of “specified foreign financial
assets,” but also interests such as
stocks or securities issued by foreign
issuers as well as any other interests in foreign entities such as foreign partnerships, limited liability
companies and foreign trusts. Also
included is any financial instrument
or contract held for investment if the
issuer or contract party is a foreign
person. Foreign holdings such as
stock or securities which are held in
an account with a US custodian or
institution such as a domestic bank
or brokerage are not required to be
separately reported.
As an example of how broad the
reporting is for FATCA as compared
to FBARs, implicates directly owned
real estate. Although real estate may
not be subject to reporting on either
an FBAR or Form 8938, it may be
12
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reported if the property is leased
to a tenant under a triple net lease.
Although the real estate itself is not
a specified foreign financial asset
required to be reported, the lease
may be reportable if it falls under the
definition of a financial instrument
or contract. Similarly, a beneficiary of
a foreign trust whose has a less than
50 percent interest in trust income is
not subject to FBAR reporting as to
such interest, but could be subject to
the new FATCA reporting if the actuarial present value of such interests
meets the reporting threshold.
Failure to report foreign financial
assets on Form 8938 will result in
a penalty of $10,000 (and a penalty up to $50,000 for continued
failure after IRS notification). The
IRS has advised that the deficiency
procedures allowing appeal of an
income tax assessment to the United
States Tax Court prior to payment

do not apply to this penalty. CCA
201226028. Further, underpayments
of tax attributable to non-disclosed
foreign financial assets will be subject to an additional substantial
understatement penalty of 40 percent. Finally, failure to include this
return with one’s Form 1040 will
cause the statute of limitations to be
postponed for three years until this
filing is made on an amended return
even as to items on a return deriving
from purely domestic sources. IRC
§6501(c)(8)(A).

Reporting by Foreign
Financial Institutions
Although beyond the scope of this
article, the FATCA also requires foreign financial institutions, or FFIs, to
enter into special agreements with
the IRS whereby they commit to:
(i) identify accounts held by U.S.

taxpayers and conduct periodic due
diligence; (ii) report annually to the
IRS account information on its U.S.
customers; and (iii) withhold and
pay over to the IRS 30 percent of
any payments of U.S. source income
(including gross proceeds from sales
not just gains) otherwise due recalcitrant account holders. If a FFI fails to
enter into such agreement, then any
payors of U.S. source income to any
accounts maintained by the FFI are
subject to 30 percent withholding. To
ease concerns of this country’s major
trading partners who who believe
these new requirements may cause
their banks and other institutions
to violate data privacy and similar
laws, the IRS has developed model
inter-governmental agreements, or
IGAs. Under an IGA, such information can be reported by an FFI
directly to its own host government
which can then provide the informa-

tion to IRS under authority of existing tax information exchange agreements or TIEAs. As a result of the
uproar created by FATCA overseas,
several overseas institutions that do
not want to incur the sizeable costs
of complying with FATCA are refusing to do business with US persons
and in fact have closed accounts of
their US customers and told them to
take their business elsewhere.

Conclusion; Future
Developments
Although the IRS has extended a
velvet glove to encourage non-compliant taxpayers to comply, it shows
no mercy in its attack on other taxpayers seeking to hide wealth offshore. With rising cooperation from
foreign governments who share
similar concerns and forced cooperation from major foreign financial

institutions as a result of FATCA,
it is becoming increasingly harder,
and significantly more dangerous,
for U.S. taxpayers to hide wealth
overseas. It is not inconceivable
that someday under the auspices
of one or more international organizations such as the Organization
for Economic Cooperation and
Development (OECD), there will be
a concerted effort resulting in some
form of multi-lateral information
reporting/sharing by the U.S. and
its major trading partners patterned
after FATCA with the result that the
ability to maintain secret or hidden
accounts will become a quaint relic
of the past.
Mr. Marcotte is a principal in the
Bethesda law firm Paley Rothman,
where he Co-Chairs the firm’s Tax
Department. He may be reached at
pmarcotte@paleyrothman.com.
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What Hath

WynneWrought?
The Dormant Commerce
Clause, Substantial Effect
and State Tax Credits
By Brian L. Oliner
Taxes are what we pay for a civilized society. Compania
General de Tabacos v. Collector, 275 U.S. 87, 100 (1927) (Justice
Holmes dissenting). Taxes measured by a resident’s net
income are an equitable method to pay for this civilized
society. “The obligation of one domiciled within a state to
pay taxes there, arises from the unilateral action of the state
government in the exercise of the most plenary of sovereign
powers, that to raise revenue to defray the expenses of government and to distribute its burdens equally among those
who enjoy its benefits. Hence, domicile in itself establishes
a basis for taxation. Enjoyment of the privileges of residence
within the state, and the attendant right to invoke the protection of its laws, are inseparable from the responsibility of
sharing the costs of government.” So stated Justice Stone in
Lawrence v. State Tax Commission of State of Mississippi, 286
U.S. 276, 279 (1932). See also, Oursler v. Tawes, 178 Md. 471,
482 (1940).
“Neither the privilege nor the burden is affected by the
character of the source from which the income is derived…A
state may tax its residents upon net income from a business
whose physical assets, located wholly without the state,
are beyond its taxing power…It may tax net income from
operations in interstate commerce, although a tax on the
commerce is forbidden.” People of the State of New York, ex rel.
Cohn v. Graves, 300 U.S. 308, 312-313 (1937). And, as Justice
Marshall stated, “It is not the purpose of the Commerce
Clause to protect state residents from their own state taxes.”
Goldberg v. Sweet, 488 U.S. 252, 266 (1989).
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In general, states tax their residents
on all income regardless of its source.
Consequently, because of different
income sourcing rules, some income
may be taxed by two different states.
This arises when the person generating
the income does so in one state and
has his tax residence in another state.
To address this problem, most states
provide tax credits to their residents for
income taxes they pay to another state
on the same income. Though all states
with a broad base income tax provide
such credits, the extent to which a
taxpayer’s state of residence is constitutionally required to provide such a
credit is an issue which has yet to be
addressed by the federal courts. For a
general overview of state tax credits
see Hellerstein, Walter, State Taxation,
§20.10, 3d Ed. (2012).
Recently the Maryland Court of
Appeals issued a decision on this
issue in the matter of Maryland State
Comptroller of the Treasury v. Brian
Wynne, et ux., No. 107, September
Term 2011 (January 28, 2013). At
issue in that case was the constitutionality of §10-703 of the Tax
General Article (“TG”) of the
Maryland Annotated Code. In this
provision, the Maryland Legislature
has attempted to alleviate some of
the consequences a Maryland resident may encounter when another state lays a tax on income the
Maryland resident earned in that
other state. The provision allows the
Maryland resident to claim on her
Maryland resident return a credit
but only against the State income tax
for state income taxes paid to another state on the same income. Going
beyond the statutory language, the
Wynnes’ took an additional credit
to reduce their county income tax
liability. When denied this credit
they appealed, contending that the
16
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Maryland statute imposed an unconstitutional burden on interstate commerce in violation of the dormant
Commerce Clause.
In Comptroller of the Treasury
v. Blanton, 390 Md. 528 (2006), the
Maryland Court of Appeals unequivocally held that TG §10-706 did not permit the credit allowed under this section to be taken against the Maryland
resident’s local or county income tax
liability. Id. at p. 543. The court went
through the history of the credit statute and prior Maryland cases that
interpreted and applied the statute.
The court noted that a prior version of
the statute, Art. 81, § 290, was found
in Stern v. Comptroller, 271 Md. 310
(1974), to permit the credit against
both the state and local income tax
liabilities. However, emergency legislation enacted in 1975 amended §290
to add paragraph (b), which provides
that the credit only operates to reduce
the State income tax payable by the
taxpayer. The Court in Blanton, in a
decision primarily decided on principals of statutory interpretation, held
the credit only applied to reduce State
income tax liabilities. The Court, in
dicta, stated that the credit should
not be applied so as to produce the
“absurd result [of one county resident] paying little or no local tax for
the services provided by the county
while a neighbor with similar income,
exemptions, and deductions might be
paying a substantial local tax to support those services.” Blanton, 390 Md.
at 536, n. 9.
Thus, since 1975 this credit has
only been permitted against the
State income tax and not the local
or county income tax. In the intervening 30 plus years nothing has
changed in the statute or the status
of constitutional law. Nonetheless,
the Wynnes have now raised a con-

stitutional attack on TG §10-703. The
Wynnes argument is that, at least as
applied to them, the limitation on
the credit has a substantial impact
on interstate commerce, consequently requiring an evaluation under
the 4-pronged test articulated by
the United States Supreme Court in
Complete Auto Transit, Inc. v. Brady,
430 U.S. 274 (1977), to determine its
constitutional validity.
The United States Supreme Court
succinctly stated the competing interests to be weighed when evaluating a
tax under the rubric of the dormant
Commerce Clause as follows:
The modern law of what has come
to be called the dormant Commerce
Clause is driven by concern about
“economic protectionism—that is,
regulatory measures designed to
benefit in-state economic interests
by burdening out-of-state competitors.” The point is to “effectuat[e]
the Framers’ purpose to ‘prevent a
State from retreating into [the] economic isolation,’ that had plagued
relations among the Colonies and
later among the States under the
Articles of Confederation.
The law has had to respect a
cross-purpose as well, for the
Framers’ distrust of economic
Balkanization was limited by their
federalism favoring a degree of
local autonomy. (“The essence of
our federal system is that within
the realm of authority left open
to them under the Constitution,
the States must be equally free to
engage in any activity that their
citizens choose for the common
weal”).
Department of Revenue of Kentucky
v. Davis, 553 U.S. 328,337-338
(2008), (internal citations omitted.)

The
sky
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limit.
“My plane is a complex machine.
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business. Needles gives me
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This article does not address the
4-pronged test. Rather it asks the
threshold question to any dormant
Commerce Clause challenge: what
was the substantial impact on interstate commerce that is affected by
limiting the tax credit a Maryland
resident can claim on income
he earned as a shareholder of a
Maryland corporation?
Stated more generally, has the
challenger demonstrated that the
statute in question has a substantial
effect on an identifiable interstate
economic activity and that the effect
is more than merely incidental? “In
the absence of actual or prospective competition between supposedly favored and disfavored entities in a single market there can
be no local preference, whether
by express discrimination against
interstate commerce or undue burden upon it, to which the dormant
Commerce Clause may apply. The
dormant Commerce Clause protects
markets and participants in markets, not taxpayers as such.” General
Motors Corp. v. Tracy, 519 U.S. 278,
300 (1997). The primary purpose
of the dormant Commerce Clause
is to preserve national markets for
competition without conferring preferential advantages by a State upon
its residents. Brown v. Hovatter, 516 F.
Supp. 2d 547, 560 (Md. 2007), quoting General Motors Corp. v. Tracy. A
state law that does not discriminate
on its face, but regulates evenhandedly to effectuate a legitimate public
interest, will withstand constitutional challenge unless the burden on
commerce is clearly excessive. Id. at
560-561.
No one contends that TG §10-703
discriminates on its face. Hence leaving to be answered the question of
the statutes’ burden, if any, on inter18
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state commerce.
In the context of a state’s taxation of
its own citizens there is little federal
judicial guidance related to the dormant Commerce Clause. However, a
number of states have looked at this
issue. One such case is In Re BartonDobenin, 9 P.3d 9 (Kan. 2000), cert
denied, 531 U.S. 1073 (2001), decided
by the Supreme Court of Kansas.
Though coming as a challenge under
the Foreign Commerce Clause of
the United States Constitution, the
court nonetheless used a dormant
Commerce Clause analysis to decide
the case. In this case the Kansas resident challenged the Kansas tax statute that provided a credit for income
taxes paid to other states but not
for income taxes paid to a foreign
nation. The court concluded that the
tax did not burden the activities of
the partnership that did business
in foreign commerce, even though
the partner bringing the challenge
actively managed the foreign business. Id. at 25-26. The court found
that the application of the credit provisions did not burden the activities
of the partnership. Id.
The Supreme Court of Minnesota
was similarly called upon to determine what, if any, impact Minnesota’s
taxation of a resident couple’s entire
income had on interstate commerce.
Stelzner v. Commissioner of Revenue,
621 N.W.2d 736 (Minn. 2001), cert
denied, 534 U.S. 825 (2001). The
Stelzners primarily generated their
income from a currency exchange
business. The business was run
through two non-Minnesota partnerships, of which the Stelzners were
the primary partners, and involved
economic activity carried on in several states. Id. at 738. Citing an earlier Minnesota decision, Luther v.
Commissioner of Revenue, 588 N.W. 2d

502 (1999), cert denied, 528 U.S. 821
(1999), the court found that it was
not the activity of the residents that
was being taxed or that gave rise to
the incidence of the tax. Rather it
was the fact that they were residents
of Minnesota and, as such, availed
themselves of the services, benefits
and protections that subjected their
income to state taxation. Id. at 741.
Having established that the location
and level of the residents’ business
activity was irrelevant to the basis
for taxing their income, the court
found that there was no undue burden on interstate commerce and the
affect was at best incidental. Id.
Similarly, the Court of Appeals of
New York rejected the attempt of a
state resident to invoke the dormant
Commerce Clause to avoid paying
his own state’s taxes. In Tamagni v.
Tax Appeals Tribunal, 695 N.E.2d 1125
(N.Y. 1998), cert denied 525 U.S. 931
(1998), the court held that taxing
income from intangible personnel
property without granting credit for
taxes paid on such income to other
states did not violate the dormant
Commerce Clause. The first step,
concluded the court, was to identify
the interstate market being unduly burdened. Id. at 1131. The court
found that the credit was based on
the taxpayer’s status as a New York
resident, and its denial was made
without regard to any economic
activities incidental to the taxpayer’s
presence in New York. Id. at 1139.
“Because the tax [or credit] at issue
does not operate to the disadvantage
of any identifiable interstate market,
but rather simply taxes residents
based on their status as residents,
it does not violate the dormant
Commerce Clause. That fact that
it may have ‘incidental effects’ on
interstate commerce is not sufficient

to prove a violation of the dormant
Commerce Clause.” Id. at 1131-1132.
In Boone v. Chumley, 2011 WL
5967257 (Tenn.Ct.App. 2011), the
Court of Appeals of Tennessee considered whether Tennessee’s taxation of a dividend received by a
resident shareholder from a South
Carolina S corporation violated the
Commerce Clause. The resident
taxpayer argued that the corporation’s election to be treated as a
sub-chapter S corporation changed
what would have been personal
income (e.g., dividends paid to a
shareholder) to income of the corporation that is simply passed through
to the shareholders for federal taxing purposes. Id. at 7. Taxation of
this corporate income, the taxpayer
argued, was an impermissible burden on interstate commerce. The
court rejected the resident’s argument, calling the distinction one
based on semantics and unsustainable. Id. at 7. The court saw no
more effect on interstate commerce
than the distributive share passed
through to the taxpayer as a shareholder of an S corporation. Id. at 6-7.
Interestingly, the resident taxpayer
did not argue that the distributive
share income passed through to him
and reported on his state return had
such a substantial effect on interstate
commerce that it could not be taxed
by Tennessee. This argument would
be analogous to that made in the
Wynne case by the taxpayers.
The Wynnes, residents of Howard
County, Maryland, filed Maryland
resident income tax returns for the
years at issue. Among the items of
income reported on the Maryland
resident return was income passed
through to Mr. Wynne as a 2.4 percent shareholder of a Maryland
corporation also headquartered
May 2013
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in Howard County. The Maryland
corporation, Maxim Healthcare
Services, Inc. (“Maxim”), had elected to be treated as a sub-chapter S
corporation, meaning that it did not
pay a corporate income tax. Instead
items of income and expenses were
passed through to the shareholders in proportion to each shareholder’s ownership percentage. Maxim,
which operated in multiple states,
20
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paid, or its shareholders paid, state
income taxes in these other states
based upon the income earned in
these other states and the shareholders’ pro rata share of that income.
Neither Maxim nor its shareholders
paid any local or county income
taxes in these other states.
On their joint Maryland resident income tax return, the Wynnes
claimed as a credit the state income

taxes they paid, or their pro-rata share
of the state income taxes paid by
Maxim, to other states. In contravention of TG §10-703, they applied this
credit to reduce not only the Maryland
State income tax liability, but also the
Howard County tax liability.
The facts before the Court of
Appeals do not demonstrate any
preferential treatment accorded instate vs. out-of-state taxpayers by
the Maryland statute. The facts also
demonstrate that it is not the activities of the taxpayers that are being
taxed, but that the incidence of taxation arises due to their status as residents of Howard County, Maryland.
The taxpayers have argued that
because Mr. Wynne is an active officer of Maxim it is his activity that is
being taxed. However, he received
wages for this activity, the taxation
of which was not challenged.
The Wynnes argue that footnote 14
in Frey v. Comptroller of Maryland, 422
Md. 111 (2011), cert denied, 132 S.Ct.
1796 (2012), dictates the conclusion
that there is more than an incidental
impact on interstate commerce in
their case. That footnote addressed
the preliminary question whether the
Special Non-Resident Tax (“SNRT”),
TG §10-106.1, substantially affects
interstate commerce. The court stated
that “the SNRT applies to taxpayers
residing in Pennsylvania and who
conducted business in Maryland. As
such, the tax applies to income produced via the means of, and destined
to flow through, interstate commerce.
Furthermore, the SNRT applies solely
to nonresidents earning income in
Maryland.” Id. at 143. Having reached
this conclusion, the court based its
Commerce Clause analysis of the
SNRT on the premise that the statute
was facially discriminatory against
a non-resident on income he earned

in Maryland. There was a clear and
substantial activity by the taxpayer
involving interstate commerce.
The difficulty in relying on Frey is
that TG §10-703 is not facially discriminatory, its applicability cares
not about the location and level
of the taxpayer’s activities, it only
applies to Maryland residents, and
is based solely upon the taxpayer’s
status as a Maryland resident.
That said, the Court of Appeals in
Wynne held that there was a substantial effect on interstate commerce.
The Court stated that “[t]he limitation of the credit for payments of
out-of-state income taxes to the State
portion of the Maryland income tax
can result in significantly different
treatment for a Maryland resident
taxpayer who earns substantial
income from out-of-state activities
when compared with an otherwise
identical taxpayer who earns income
entirely from Maryland activities.”
The Court never fully articulates
how it reached this conclusion. At
best this conclusion is based on Mr.
Wynne’s 2.4 percent stake in Maxim
and the Internal Revenue Code provision, 26 U.S.C. (“IRC”) §1366(b),
that states the character of income
or loss of the S corporation passes
through to its shareholders “as if
that item were realized directly from
the source from which realized by
the corporation, or incurred in the
same manner as incurred by the corporation.” However, what the Court
has failed to take into consideration
is that such a requirement is necessary because under certain provisions of federal tax law, the character
and source of income or loss has an
impact on how such income or loss
is taxed or accounted for against
other items of income.
Examples of this are the at-risk

and passive activity rules. The atrisk rules disallow losses that exceed
an investor’s amount at risk. IRC §
465. These rules are designed to prevent taxpayers from offsetting trade,
business or professional income by
losses from investments on which
the taxpayer has no personal liability. Under the applicable rules, the
loss deductions are limited to the taxpayer’s adjusted basis in the investment. Similarly, the rules regarding passive activities can limit the
amount of losses that can be claimed
on a taxpayer’s return. IRC §469.
Determining the character of income
and loss under these rules and passing such determination through to
the shareholder’s return is necessary
to correctly determine the amount of
losses that can be claimed as against
other items of income on the taxpayer’s individual return.
This requirement, that the character of the items passes through to the
shareholder, does not create a fiction
that a taxpayer, without any personal action on his part, is now active in
interstate commerce any more then
asserting that such a pass through
eliminates the limitation of liability
afforded by the corporate structure.
As we well know, one of the advantages of the corporate structure is
to limit the liability of shareholders
to the amount of their investment
in the corporation. A shareholder,
generally, cannot be held personally
liable for the acts of the corporation.
IRC § 1366 does not change this. Nor
should it transport the shareholder
across state lines as a fictions active
participant in interstate commerce as
asserted by the Wynnes in this case.
The Court of Appeals also cited
four cases in addressing the “substantial effect” criteria: Camps Newfound/
Owatonna v. Town of Harrison, 520

U.S. 564 (1997); Edwards v. California,
314 U.S. 160 (1941), Boston Stock
Exchange v. State Tax Comm’n, 429
U.S. 318 (1977), and Fulton Corp.
v. Faulkner, 516 U.S. 325 (1996).
Citing these cases for the proposition that “application of the dormant
Commerce Clause is not limited to
circumstances where physical goods
enter the stream of commerce,” the
Court never went any further to
explain what or how there was a
“substantial effect” on interstate
commerce in this case. It should also
be noted that in each of the cases
cited by the Court, the taxpayer was
actively operating in interstate commerce and/or the statute in question discriminated against interstate
commerce on its face; two facts that
do not exist in Wynne.
The citizens of Maryland have
chosen to limit the extent to which a
resident can be excused from paying
his fair share of the costs of the civilized society provided by his county
and state of residence. This limitation is a far cry from any act of economic isolation which the Framers
of our Constitution were attempting to avoid through the Commerce
Clause. “The dormant Commerce
Clause protects markets and participants in markets, not taxpayers as
such.” General Motors Corp. v. Tracy,
519 U.S. 278, 300 (1997). Its purpose
is not to protect residents from their
own taxes.

Mr. Oliner is an Assistant Attorney
General and Principal Counsel to the
Comptroller of Maryland. The contents
of this article are the opinions and
comments of the author and do not
necessarily represent the opinions and
comments of the Maryland Office of the
Attorney General or the Office of the
Comptroller of Maryland.
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“

navigating

the

”

play or pay
affordable care
act penalty
By Herman Rosenthal and Matt Peurach

P

erhaps the most controversial provision
of the Patient Protection and Affordable
Care Act (Public Law No. 111-148), section
4980H of the Internal Revenue Code of 1986, as
amended (the “Code”), dubbed the “play or pay
penalty” or the “employer shared responsibility requirements,” requires employers to offer
health insurance coverage to employees or face a
substantial “assessable payment” (i.e., an excise
tax). Although not the focus of this article, this
is not the infamous “individual mandate” provision that was labeled a “tax” by Chief Justice
Roberts in the Supreme Court opinion, National
Federation of Independent Business v. Sebelius, 567
U.S. ___ (2012), 132 S. Ct. 2566. The section 4980H
excise tax becomes effective January 1, 2014,
in conjunction with the date upon which the
“health insurance exchanges” become operative.
These “exchanges” refer to a state-established
American Health Benefit Exchange, which are
designed to provide consumers with a competitive market for purchasing health insurance
through offering various health plan options and
establishing certain rules concerning the manner
in which health insurance is offered and priced.
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At its most basic level, section 4980H
provides that “large employers” may
be subject to one of two separate
excise taxes if the employer either (i)
fails to offer its “full-time employees” and their dependents “minimum
essential coverage” and it receives
notice from the Department of Health
and Human Services (“HHS”) that at
least one full-time employee enrolls in
exchange coverage and receives a premium tax credit or cost-sharing reduction; or (ii) does, in fact, offer its fulltime employees and their dependents
minimum essential coverage under its
health plan, but a full-time employee still enrolls in exchange coverage
and receives a premium tax credit
or cost-sharing reduction because
the employer-sponsored coverage is
either “unaffordable” or does not provide “minimum value.” The excise
tax for the former violation under section 4980H is $2,000 for each full-time
employee of the employer (disregarding the first 30 full-time employees),
24
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while the excise tax for the latter
violation is $3,000 for each full-time
employee that receives a premium
tax credit or cost-sharing reduction
to purchase health insurance on an
exchange.
On December 28, 2012, the Treasury
Department released proposed regulations, which were published in the
Federal Register on January 2, 2013,
addressing the play or pay penalty of
section 4980H. See 78 F.R. 218. (these
proposed regulations may be relied
upon by employers until final regulations are published and, in the event
the final regulations are more restrictive than the proposed regulations,
the final regulations will not be given
retroactive effect). Shortly thereafter, the Internal Revenue Service (the
“IRS”) issued additional guidance
on section 4980H titled “Questions
and Answers on Employer Shared
Responsibility Provisions Under
the Affordable Care Act” (the “IRS
Q&As”). The proposed regulations

and the IRS Q&As add color to the
key terms of section 4980H that apply
in determining whether an employer
may be subject to the excise tax.
While section 4980H is seemingly uncomplicated at first blush, the
proverbial devil is certainly in the
details. This article will describe the
proposed regulations and the IRS
Q&As, highlighting the key terms referenced above. As this article explains,
navigating the nuances of the excise
tax provisions of section 4980H can
be quite complicated and, in many
cases, determining whether a business is subject to the rules will involve
blurry judgment calls. Given that section 4980H applies to all “applicable
large employers” (as described below)
in Maryland effective January 1, 2014,
including both for-profit and nonprofit enterprises alike, employers
should be deliberate in considering
the implications of the guidance provided by the Treasury Department
and the IRS.

Applicable Large
Employer Status
The threshold inquiry in assessing
the applicability of the play or pay
penalties of section 4980H is determining whether a business constitutes
an “applicable large employer.” An
employer is considered an applicable large employer for the calendar
year if it employed at least 50 fulltime employees in the immediately preceding calendar year (notably,
the proposed regulations indicated
that the final regulations will contain an “anti-abuse rule” that may
be used to combat abusive structures
through which an employer attempts
to avoid gaining status as an applicable large employer by, for example,
using temporary staffing agencies to

hire individuals on a part-time basis).
Thus, the applicable large employer
inquiry is made on a retrospective
basis. For example, if on January 1,
2014 a business determined that it
employed at least 50 full-time employees throughout 2013, it will be considered an applicable large employer for
the forthcoming year. For this purpose, employers that are members of
a controlled group are considered the
same employer, meaning that the fulltime employees of such employers are
added together in determining whether the 50 full-time employee threshold
is satisfied. Sections 414(b), (c), (m)
and (o) of the Code generally provide
that a “controlled group” includes
employees of a controlled group of
corporations (within the meaning of
section 1563(a)), partnerships, proprietorships, etc. under common control,
and affiliated service groups.
Where it is clear that a business
employs well over 50 full-time
employees, there is little ambiguity
in determining that the business constitutes an applicable large employer
and, therefore, must comply with the
provisions of section 4980H. But for
employers that toe the line of the
50 full-time employee threshold, a
number of convoluted rules must be
considered and a determination must
be made as to whether the employer is
required to play or pay.
For example, the full-time employee
calculation is made using monthly data
where the total number of full-time
employees and “full-time equivalencies” (referred to as “FTEs”) employed
during each calendar month of the
year are added together and divided
by 12. In making this computation,
an employee is considered a full-time
employee if s/he worked an average
of 30 hours during each week of the
calendar month (for a total of 120 hours
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stituted with 120 days); and (ii) the
employees exceeding the 50 full-time
employee and FTE threshold are “seasonal workers.” For this purpose, the
proposed regulations provide that the
four month period (or the 120 day
period, if substituted in lieu of the
four month period) is not required
to be consecutive, and reference the
Secretary of Labor’s definition of a
“seasonal worker” as “a worker who
performs labor or services on a seasonal basis.” Importantly, given the
vague definition of “seasonal worker,” the proposed regulations authorize employers to apply a “reasonable,
good faith interpretation” of that term.

Minimum Essential
Coverage

during such month); FTEs are included
in the calculation by aggregating each
FTE’s total number of hours of service
(up to a maximum of 120 hours) and
dividing by 120. If the result of this
calculation is less than 50 full-time
employees, the employer is not an
applicable large employer for the current year, but must make the appropriate computations again the following
year to determine whether it has since
become subject to the provisions of section 4980H. If the calculation resulted
26
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in an amount of more than 50 full-time
employees, the employer is considered
an applicable large employer for the
current year unless the employer is
exempt under the so-called “seasonal
worker exception.”
The proposed regulations provide
an affirmative two-part test in determining if the seasonal worker exception is satisfied: (i) the 50 full-time
employee and FTE threshold for the
calendar year exceeds 50 for no more
than four months (which may be sub-

Assuming that a business constitutes an applicable large employer, the next inquiry is to determine
whether the health plan offered to
its employees provides “minimum
essential coverage” (“MEC”). MEC
is defined in section 5000A(f) of the
Code to generally mean any government sponsored plan, an employersponsored plan, a plan offered in the
individual market within a State, or
a grandfathered plan.
While the proposed regulations
indicate that future regulations under
section 5000A will provide further
guidance on the definition of MEC
and eligible employer-sponsored
plans, presumably these regulations
will largely track the Affordable Care
Act’s description of a similar term,
“essential health benefits.” Under the
provisions of the Affordable Care Act,
the essential health benefits required
to be provided by an employer’s
health plan include the following: (i)
ambulatory patient services; (ii) emergency services; (iii) hospitalization;

(iv) maternity and newborn care; (v)
mental health and substance use disorder services, including behavioral
health treatment; (vi) prescription
drugs; (vii) rehabilitative and habilitative services and devices; (viii) laboratory services; (ix) preventative and
wellness services and chronic disease
management; and (x) pediatric services, including oral and vision care.
See 42 U.S.C. 18071, § 1302.

Premium Tax Credit or
Cost-Sharing Reduction
As specified in section 4980H, in order
for either excise tax to apply to a business, at least one full-time employee
must enroll in exchange coverage and
receive a premium tax credit or costsharing reduction.
A premium tax credit to assist with

the purchase of health coverage on an
exchange is allowed to certain “applicable taxpayers” under section 36B of
the Code. These applicable taxpayers
are those whose household income is at
least equal to 100 percent but not more
than 400 percent of the federal poverty line for a family of the same size
(an employee with household income
less than 100 percent of the federal
poverty line is eligible for Medicaid
rather than a premium tax credit).
Through the use of these premium
tax credits, such applicable taxpayers
will only be required to pay between
2 percent and 9.5 percent of the cost of
the premium. Moreover, the premium
tax credits will be advanceable and
refundable, meaning that the Treasury
Department will advance payment
directly to the insurance company
even if the individual owes little or no

federal income taxes. The advanced
amount will later be reconciled on the
individual’s federal income tax return
against the amount of the premium
tax credit actually received.
With respect to a cost-sharing
reduction, the Affordable Care Act
mandates that insurers offering health
insurance through an exchange reduce
the maximum out-of-pocket cost-sharing for individuals with household
income between 100 percent and 400
percent of the federal poverty line. See
42 U.S.C. 18071, § 1402. For individuals whose household income is more
than 100 percent but not more than
200 percent of the federal poverty
line, the reduction is two-thirds; for
individuals whose household income
is more than 200 percent but not more
than 300 percent of the federal poverty
line, the reduction is one-half; and for
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individuals whose household income
is more than 300 percent but not more
than 400 percent of the federal poverty
line, the reduction is one-third.

Unaffordable or
Minimum Value
The second excise tax discussed briefly above applies where, although
MEC is provided under the employersponsored plan, a full-time employee
still enrolls in exchange coverage and
receives a premium tax credit or costsharing reduction on account of the
employer-sponsored coverage being
either “unaffordable” or not providing “minimum value.” Section 36B
defines what is meant by “unaffordable” and “minimum value.”
Under section 36B, coverage will be
considered affordable if the costs borne
by a full-time employee in connection
with an employer-sponsored plan for
self-only coverage do not exceed 9.5
percent of the employee’s household
income for the year (notably, the determination as to whether coverage is
affordable depends entirely on the cost
of the employee’s individual coverage;
i.e., family coverage premiums, which
can be significantly more expensive
than individual coverage premiums,
are not accounted for in determining whether the employer-sponsored
coverage is affordable). Fortunately,
the Treasury Department and the IRS
do not expect employers to know in
every case each employees’ annual
household income; as such, various
safe harbors have been implemented
in determining whether the plan offers
affordable coverage.
The first safe harbor, known as
the “W-2 Safe Harbor,” is provided
in the IRS Q&As. It indicates that
in determining whether the costs of
coverage exceed 9.5 percent of the
28
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employee’s household income for
the year, the employer may simply
use the annual wages it pays the
employee, as reported in Box 1 of
Form W-2, as a benchmark for household income. The two other safe harbors are described in the proposed
regulations. One, known as the “Rate
of Pay Safe Harbor,” provides that
coverage will be affordable if it is
equal to or lower than 9.5 percent of
the employee’s “computed monthly
wages.” For this purpose, computed
monthly wages are calculated by (i)
taking the hourly rate of pay for
each hourly employee (in the case of
salaried eligible employees, monthly
salary is used instead) eligible to participate in the employer-sponsored
plan as of the beginning of the plan
year, and (ii) multiplying that rate by
130 hours per month. The other safe
harbor, referred to as the “Federal
Poverty Line Salary,” provides that
coverage will be affordable if it does
not exceed 9.5 percent of the federal
poverty line for a single individual.
In addition to making the determination of affordability, the business
must also conclude that its coverage
provides minimum value. Section 36B
generally indicates that an employersponsored plan provides minimum
value if the plan’s share of the total
allowed costs of benefits is at least 60
percent of the total costs expected to be
incurred under the plan. According to
the proposed regulations and the IRS
Q&As, the IRS and the HHS are working together to provide a so-called
“minimum value calculator” similar
to the “actuarial value calculator” currently provided by HHS, whereby
certain information about the plan
(such as deductibles and co-pays) can
be inputted into the calculator to get
a determination as to whether it provides minimum value. Additionally,

the Treasury Department expects to
release further guidance on how minimum value will be calculated.

Calculating the Play or
Pay Penalty
In the event the employer-sponsored
plan does not offer MEC, is unaffordable or does not provide minimum
value, one of two excise taxes will be
triggered. In calculating the excise
taxes, only the total number of fulltime employees is considered (without regard to the number of FTEs).
Minimal Essential Coverage Excise
Tax – The “Total Employee Penalty”
Where an excise tax is triggered on
account of the employer-sponsored
plan not offering MEC to employees and their dependents, the penalty is equal to the total number of the
employer’s full-time employees, less
30, multiplied by $2,000. Importantly,
this total employee penalty does not
apply until the employer receives certification from HHS that one or more of
its full-time employees received either
a premium tax credit or cost-sharing
reduction in connection with the purchase of insurance on an exchange.
In addition, the total employee penalty will not be triggered if all but 5
percent of the employer’s full-time
employees receive MEC; however, the
“per-employee penalty” discussed
below will apply with respect to those
full-time employees left without sufficient coverage.
Coverage Not Affordable or Does
Not Offer Minimal Value – The “PerEmployee Penalty”
In the event the coverage offered
under the employer-sponsored plan is
deemed unaffordable or does not offer
minimal value to full-time employees,

the employer will be subject to a $3,000
excise tax for each full-time employee
for which it receives a certification from
HHS indicating that the employee purchased insurance on an exchange with
a premium tax credit or cost-sharing
reduction. Notably, dependents of such
full-time employees that also receive
a premium tax credit or cost-sharing
reduction are not included in the peremployee penalty.

Conclusion
Although some of the technical provisions surrounding the play or pay
penalty of the Affordable Care Act

have not yet been fully developed,
the proposed regulations and IRS
Q&As provide a working framework
for a business to develop a compliance plan in time for January 1, 2014.
Employers with significantly more
than 50 full-time employees, as well as
those that may require careful analysis
in determining whether the 50 fulltime employee threshold is satisfied,
must both be vigilant in fully considering the financial impact that the
play or pay penalty can have on their
businesses. Given the relatively low
bar needed for an employee to qualify for a premium tax credit or costsharing reduction (400 percent of the

federal poverty line, which for 2012
was $44,680 for a single individual or
$92,200 for a family of four), significantly more of a business’ employees
may be eligible for the government
subsidies than initially thought. When
coupled with the fact that the large
employer determination is to be made
on a retrospective basis as of January
1, 2014, employers must be certain
sooner rather than later that their
employer-sponsored plans are compliant with section 4980H.
Mr. Rosenthal is a senior partner and Mr.
Peurach is an associate in the Baltimore
office of Whiteford, Taylor & Preston L.L.P.
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Reducing the pain:

IRS Penalty Mitigation
Practice and Procedure

A Primer on How to Assist Clients in Avoiding
or Seeking Abatement of Federal Civil Tax
Penalties Based on Reasonable Cause
By David Polashuk, Paul Marcotte, and Scott Schwartzberg
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A

taxpayer is generally entitled to relief from civil penalties when a taxpayer, despite acting
reasonably under the circumstances, incurs penalties relating to either failing to pay a tax
on or before its due date and/or filing a required return after its due date. Penalties may
also be assessed for “understating taxes”, “accuracy related penalties”, or fraud. A multitude of circumstances exist that could be the basis for requesting and achieving abatement
of penalties; however, there are certain defined categories, as outlined in the Internal Revenue
Manual (IRM), that will entitle a taxpayer to an abatement if the taxpayer can demonstrate to the
satisfaction of the Internal Revenue Service (“Service”) and, in some cases, to a Court’s satisfaction, that it acted reasonably under the circumstances. In other words, despite a taxpayer’s
best efforts, it was unable to comply due to circumstances beyond its control. The term of art
for such reasonable failures to comply is reasonable cause.
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IRM Part 20.1 is the “Penalty
Handbook”. Available at www.irs.
gov/irm, it is the starting point
for the Service’s consideration of a
taxpayer ’s request for abatement.
IRM 20.1.1.3 lays out the criteria for
relief from penalties and is broken
down into four categories under
which the Service will grant relief:
(1) Reasonable Cause; (2) Statutory
exceptions; (3) Administrative
Waivers; and (4) Correction of
Service Error. IRS Appeals can also
recommend the non-assertion of a
penalty based on hazards of litigation. This article will examine
the reasonable cause exception and
the circumstances that can give
rise to a taxpayer obtaining relief.
(Please note that a full discussion of all reasonable cause exceptions including extensive judicial
authorities is beyond the scope
of this article). We will address
the most commonly used exceptions, in our experience, but will
list all of them here for your convenience: Ordinary Business Care and
Prudence (IRM . 20.1.1.3.2.2); Death,
Serious Illness, or Unavoidable
Absence (IRM 20.1.1.3.2.2.1); Fire,
Casualty, Natural Disaster, or Other
Disturbance (IRM 20.1.1.3.2.2.2);
Unable to Obtain Records (IRM
20.1.1.3.2.2.3); Mistake was Made
(IRM 20.1.1.3.2.2.4); Erroneous
Advice
or
Reliance
(IRM
20.1.1.3.2.2.5); Ignorance of the Law
(IRM 20.1.1.3.2.2.6); Forgetfulness
(IRM 20.1.1.3.2.2.7); and Undue
Hardship (IRM 20.1.1.3.3.3)).
Before delving deeper into what
constitutes reasonable cause, it is
noteworthy that penalties incurred
for first time non-compliance are
routinely abated upon request.
IRM 20.1.1.3.6.1. This procedure is
known as First Time Abate (FTA)
32

Maryland Bar Journal

May 2013

and it applies to taxpayers who
have not incurred penalties in the
prior three years, except the estimated tax penalty.
“Reasonable cause relief is generally granted when the taxpayer
exercised ordinary business care
and prudence in determining their
tax obligations but nevertheless
failed to comply with those obligations.” IRM 20.1.1.3.2. We are therefore operating in the ubiquitous
realm of the reasonable person standard; however, it is important to
convey to the Service that individuals faced with dire circumstances
are rarely capable of acting as a
reasonable person would absent
those circumstances. “Reasonable
cause is based on all the facts and
circumstances in each situation and
allows the IRS to provide relief from

a penalty that would otherwise be
assessed.” Hence, reasonable cause
can be available, theoretically, in
an infinite number of different factual scenarios so long as the IRS is
convinced that a taxpayer ’s actions
constitute reasonable cause under
the given circumstances.
Whatever a taxpayer ’s basis is
for arguing for relief from penalties, demonstrating the timing of the
facts giving rise to reasonable cause
is essential. “Reasonable cause does
not exist if, after the facts and circumstances that explain the taxpayer ’s noncompliant behavior cease
to exist, the taxpayer fails to comply with the tax obligation within
a reasonable period of time.” IRM
20.1.1.3.2. A practitioner should be
able to demonstrate that the timing
of the noncompliance relates to the

circumstances giving rise to reasonable cause. If noncompliance dates
prior to the circumstances giving
rise to the grounds for abatement or
continues subsequent to the cessation of those circumstances, it tends
to show that the noncompliance was
not caused by the circumstances.
Rather, it may give the appearance
that the taxpayer was simply negligent. While this may not be a complete bar to obtaining relief, it may
limit the periods for which the taxpayer can obtain relief.
In the abatement request, a taxpayer should set forth the factual
background of events that led to noncompliance and a legal argument
setting forth the case for relief under
as many reasonable cause exceptions
as possible. One factual example
that has been fairly common of late
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is a real estate professional, such as
a residential builder, hit hard by the
collapse of the real estate market in
2007 and the resulting recession. His
asset base has been substantially
reduced and the stress has caused
him to develop a heart condition.
This taxpayer was unable to pay
his income taxes on time due to an
inability to borrow, whereas in the
past, he was able to borrow against
his asset base to pay. In this example,
the Taxpayer would be entitled to
relief under several different reasonable cause exceptions.
IRM 20.1.1.3.2.2, provides that if
a taxpayer exercises “ordinary business care and prudence” but nonetheless incurs penalties they can be
entitled to relief. “[that] a taxpayer
may establish reasonable cause by
providing facts and circumstances
showing that they exercised ordinary
business care and prudence (taking
that degree of care that a reasonably
prudent person would exercise), but
nevertheless were unable to comply
with the law.” Id. Despite the exercise of business care and prudence,
the collapse of the real estate market
and its effect on our Taxpayer could
not have been foreseen.
The taxpayer with a heart condition would also be a candidate for
relief under IRM 20.1.1.3.3.3 because
if he had been forced to pay on
time, undue hardship would have
resulted. Undue hardship is defined
in Treas. Reg. 1.6161-1(b) as “…more
than an inconvenience to the taxpayer…[i]t must appear that substantial
financial loss…will result to the taxpayer from making payment on the
due date of the amount…” For this
example, it would be reasonable for
the taxpayer to pay late if he can
show that had he paid on time, his
business would have been forced to
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shut down, thereby causing many
people to lose their jobs.
IRM 20.1.1.3.2.2.2 discusses relief
in the context of a fire, casualty, natural disaster or other disturbance.
While the first three are somewhat
self explanatory, “other disturbance”
is non-descript and could potentially
include many different situations,
such as our example. The collapse
of the real estate market could constitute an “other disturbance” and
in many ways was akin to a natural
disaster to many real estate professionals, the impacts of which were
unparalleled.
The exemplified taxpayer also
experienced a serious illness, that
may have rendered him unable to
comply. IRM 20.1.1.3.2.2.1. The heart
condition combined with the stress
of the real estate market’s collapse
was too much to bear. While the
heart condition alone may not rise to
the level of reasonable cause, when
combined with the other grounds
for abatement, it strengthens the taxpayer’s overall case. Under this IRM
section, the taxpayer should relate
the timing of the death or illness
to the non-compliance. Also of significance is whether the Taxpayer
became compliant within a reasonable time after the death or illness as
well as the Taxpayer’s prior compliance history.

Judicial Authorities and
Reliance on Professional
Advisors As Grounds for
Excusing Penalties
In the seminal penalty case of Boyle v.
US, 469 US 241 (1985), the Supreme
Court made the following observation (internal citations omitted and
boldface emphasis added) as to the
Service’s policies and in particu-

lar when penalties can be excused
where a taxpayer relies on a professional advisor:
The administrative regulations
and practices exempt late filings
from the penalty when the tardiness results from postal delays,
illness, and other factors largely
beyond the taxpayer’s control.…
The principle underlying the IRS
regulations and practices—that a
taxpayer should not be penalized
for circumstances beyond his control—already recognizes a range
of exceptions which there is no
reason for us to pass on today.
This principle might well cover a
filing default by a taxpayer who
relied on an attorney or accountant because the taxpayer was,
for some reason, incapable by
objective standards of meeting
the criteria of “ordinary business
care and prudence.”
469 US at 248, note 6
Boyle has been cited in numerous
cases for the proposition that reliance
on an advisor constitutes reasonable
cause, even though, under the facts
in Boyle, the Court concluded that an
executor could not rely on his counsel for failure to meet an estate tax
filing deadline since no special training was required to ascertain when a
return is due. Neonatology Associates,
P.A. v. Comr., 115 T.C. 43 (2000), aff’d
299 F.3d 221 (3rd Cir. 2002) the Tax
Court indicated that to qualify for
relief based on reliance of a tax advisor, the taxpayer must show that: (i)
the advisor was a competent professional; (ii) the advisor was provided
with all necessary information; and
(iii) the taxpayer reasonably relied
on the advisor in good faith.

Reasonable Cause as
Grounds for Relief for Late
Filed International Return/
FBAR Penalties.
Taxpayers, as well as many tax practitioners, would be hard-pressed
to find other areas of the tax law
more complex than the special tax
regimes and reporting obligations
applicable to U.S. persons with foreign holdings or activities. In addition to sheer complexity, the level
of penalties for non-compliance
with various international information return reporting requirements
can be quite steep. A detailed discussion of the various reporting
requirements for U.S. persons with
foreign accounts or activities and
related penalties for non-compliance is beyond the scope of this
article. A related article in this issue
of the Maryland Bar Journal, “IRS
Winning Game of Offshore Hide
and Seek,” discusses foreign bank
account reporting or FBARs and
the relatively recent FATCA reporting requirements including new IRS
Form 8938 (Statement of Specified
Foreign Financial Assets) and related penalties for non-compliance.
Reasonable cause is also typically
a good defense to assessment of civil
penalties or grounds for abatement
where international information
returns have not been timely filed.
Code § 6677(d) provides that the
penalty for failure to file information
returns such as IRS Form 3520 [used
to report distributions from a foreign
trust or receipt of large foreign gifts]
will not be imposed where the filing
failure is due to reasonable cause
and not willful neglect. Treas. Reg.
§1.6038-2(k)(3) allows reasonable
cause as a basis to avoid imposition
of penalties specifically for failure to
timely furnish information returns

related to foreign corporations or
partnerships.
The IRS’s Chief Counsel has stated
that generally the same criteria used
to evaluate whether penalties under
Code § 6651 for a late filed corporate
return (IRS Form 1120) should be
excused for reasonable cause also
apply to the penalty imposed by
Code § 6038 for a related international tax information return used
to report an interest in a foreign
corporation (IRS Form 5471) which
is filed late since the penalty provisions in the Code using similar type
language should be construed in a
consistent manner. CCA 200748006.

The same rationale should extend
to penalties under other provisions
of the Code relating to late filing of
international information returns by
individuals.
The requirement to file an FBAR
reporting foreign accounts originates under a different federal
statute than the Internal Revenue
Code so the question arises as to
whether the same reasonable cause
standards that are applied in the
income tax arena also apply to
FBAR related penalties for nonwillful violations. The Service has
been delegated enforcement power
over FBARs including the power
May 2013
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to assess and collect FBAR related
penalties. The FBAR statute says in
relevant part that no penalty will be
imposed for non-willful violations
where: (i) reasonable cause exists
and (ii) the “amount of the transaction or balance in the account at the
time of the transaction was properly
reported.” 31 USC § 5321(ii). The
second part of the statute requiring
proper reporting leaves some room
for interpretation, but fortunately
the Service appears flexible in stating that the account balance is considered “properly reported” if it is
ultimately reported on a delinquent
FBAR filed with an examiner. IRM
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4.26.16.4.4(2).
The Service has indicated that
general negligence principles apply
in determining whether FBAR penalties for non-willful violations
should be imposed including the
standards applicable under Treas.
Reg. § 1.6664-4. Although this is an
income tax regulation, the Service
indicates that these regulations may
also help to determine whether an
FBAR violation was due to reasonable cause. I.R.M. 4.26.16.4.3.1.3.
Since the statutory FBAR penalties are maximums, the Service has
developed guidelines for use by
agents in conducting FBAR exami-

nations since agents are intended to
exercise discretion and not automatically apply the statutory maximum
in each case where a non-willful violation occurs. See IRS Normal FBAR
Penalty Mitigation Guidelines for
Violations Occurring After October
23, 2004 at I.R.M. 4.26.16.4 [Exhibit
4.26.16-1].
Taxpayers with unreported offshore accounts or other holdings
may consider taking advantage of
penalty relief offered under the
Service’s current offshore voluntary disclosure initiative or OVDI,
which was reopened in January
2012 with no set expiration. As dis-

cussed in the related article in this
issue of the Maryland Bar Journal,
the OVDI program may provide
a taxpayer with more certainty
as to the overall level of penalties and possibly a lower level
than would otherwise be available. Alternatively, a taxpayer may
want to take advantage of OVDI to
reduce risk of more severe consequences such as criminal prosecution, but “opt out” of the offered
penalty framework and assert reasonable cause in an effort to mitigate or eliminate penalties.
The courts have often refused to
impose penalties where there has
been good faith reliance on professional tax advisors. A good example
of how reasonable cause based on
reliance of a professional adviser
applies in this area can be seen in
a recent U.S. district court decision
(unpublished) denying the government summary judgment. James v.
U.S., 2012 WL 3522610 (M.D. Fla.
Aug. 14, 2012). Taxpayer was a physician who set up an offshore trust
for quite legitimate non-tax avoidance purposes (i.e., asset protection
against possible future malpractice
claims). He failed to file IRS Form
3520 reporting the trust for several years and was assessed over
$500,000 in penalties for late filing.
He paid the penalties and filed a
refund action to recover the penalties. As grounds for the refund, he
asserted reasonable cause based on
his accountant’s failure to advise
of this filing requirement. The facts
recited in the opinion indicate that
the accountant was fully familiar
with the trust, had seen the trust
documentation and in fact had discussed the trust from time to time
with the taxpayer. The district court
highlighted the fact that in prepar-

ing the taxpayer ’s personal return,
the question in Schedule B of Form
1040 asking whether the taxpayer
did “receive a distribution from, or
… was a grantor of, or transferor
to, a foreign trust” was answered
no. The form indicates that if “yes”
is checked, that Form 3520 may
need to be filed. The Court indicated that by answering “no” to
this question, the accountant, by
preparing the subject return, who
considered to have advised the
taxpayer that reporting was not
required.
The government argued that the
taxpayer did not reasonably rely
on the accountant’s advice and also
advanced the argument that the
taxpayer had improperly delegated the responsibility to file Form
3520 to his accountant. The Court
never reached these merits, denying
the government’s motion for summary judgment and holding that
there existed a genuine issue of
material fact as to what advice the
accountant provided and whether
Dr. James had reasonably relied on
that advice.
Practice Pointer: When it comes
to seeking penalty relief related
to delinquent international information returns where reliance on
a tax advisor is asserted as the
basis for reasonable cause, the
Service routinely closely scrutinizes these claims. In particular,
the Service demands proof that
the advisor knew of the undisclosed account or activity for
which a return was not timely filed. As a result, this often
results in an exercise of finger
pointing as the taxpayer blames
the advisor or return preparer
with the advisor/preparer in

turn pointing the finger of blame
back at the taxpayer claiming the
account or holding was never
disclosed in the first place. In
many situations, the advisor or
preparer may not cooperate in
such efforts, such as providing a
reasonable cause affidavit to the
Service absent some indemnification or agreement not to sue from
the taxpayer.

Conclusion
In sum, there are a multitude of factual scenarios that can give rise to
grounds for abatement of penalties.
A practitioner should be prepared
to establish in the timing of the
events as they relate to the noncompliance and that the taxpayer ’s
actions constitute reasonable cause
under the circumstances. In this
time of economic hardship, clients
are struggling and any relief they
can obtain goes a long way.
Mr. Polashuk is a partner in the
Baltimore law firm Levy, Mann, Caplan,
Hermann & Polashuk, LLP and practices
in the area of Federal and State Tax
Controversy, Tax Crimes, and Business
Litigation and Planning. He may be
reached at dpolashuk@lmcplaw.com.
Mr. Marcotte is a principal in the
Bethesda law firm Paley Rothman,
where he focuses on federal, state and
international tax matters (planning as
well as compliance/controversy) as well
as estate, wealth preservation and business planning. He may be reached at
pmarcotte@paleyrothman.com.
Mr. Schwartzberg is an associate in the
law firm Levy, Mann, Caplan, Hermann
& Polashuk, LLP and his practice focuses
primarily on Federal and State Tax
Controversy matters, as well as real
estate, business and general civil
litigation. He may be reached at
sschwartzbreg@lmcplaw.com.

May 2013

Maryland Bar Journal

37

T FBAR
enalty:
P
he

What
Constitutes
Willfulness?

By Caroline Ciraolo

I

n the wake of the Internal Revenue Service’s (the Service, or IRS)
increased focus on Form TD F 90-22.1, Report of Foreign Bank
and Financial Accounts (FBARs), practitioners are struggling to

define willfulness in determining whether and to what extent their
clients are facing penalties for failure to file. This article examines the
FBAR penalties and the new landscape of willfulness.
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The FBAR Penalties
Of the many international penalties,
it is the penalty for failing to file the
FBAR, or filing false FBARs, that has
most clients awake at night. Under 31
U.S.C. § 5321(a)(5)(B), the Service may
impose a non-willful penalty of up to
$10,000 for each violation of 31 U.S.C. §
5314. Where the violation is willful, the
penalty increases up to the greater of
$100,000 or 50 percent of the amount in
the account at the time of the violation.
31 U.S.C. § 5321(a)(5)(C).

Non-Willful Penalties and
Reasonable Cause
The Service is statutorily barred
from imposing FBAR penalties if the
violation is due to reasonable cause
and “the amount of the transaction
or the balance in the account at the
time of the transaction was properly
reported.” 31 U.S.C. § 5321(a)(5)(B)
(ii). While it may appear that the
reasonable cause exception does not
apply unless an FBAR is timely filed,
the reporting requirement under the
reasonable cause exception “means
that the examiner must receive the
delinquent FBARs from the nonfiler in
order to avoid application of the nonwillfulness penalty.” Internal Revenue
Manual (I.R.M.) § 4.26.16.4.4 (07-012008). Moreover, in guidance issued
to the Large & Mid-Sized Business
Division on October 31, 2008, the
Service stated: “no [FBAR] penalty
will be assessed if there is reasonable cause for not filing the FBAR.”
LMSB-4-0908-047 (October 31, 2008).
“[E]xaminers are to use discretion,
taking into account the facts and circumstances of each case, in determining whether a warning letter or
penalties that are less than the total
amounts provided for in the mitigation guidelines are appropriate.” Id.;
40
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see also I.R.M. § 4.26.16-2 (7-1-2008).
“The sole purpose for the FBAR penalties is to serve as a tool to promote
compliance with respect to the FBAR
reporting and recordkeeping requirements.” Id. The Service recognizes
this in Frequently Asked Question
(FAQ) 17 of the Offshore Voluntary
Disclosure Program (OVDP), where
it advises that no penalties will be
imposed where taxpayers reported
the income from the foreign accounts
and simply failed to file the FBARs.
Under I.R.M. § 4.26.16.4.6.1(3) (0701-2008), the mitigation criteria are:
1. The person has no history of
criminal tax or Bank Secrecy Act
convictions for the preceding ten
years and has no history of prior
FBAR penalty assessments;
2. No money passing through any
of the foreign accounts associated
with the person was from an illegal source or used to further a
criminal purpose;
3. The person cooperated during the
examination; and
4. IRS did not determine a fraud
penalty against the person for an
underpayment of income tax for
the year in question due to the
failure to report income related to
any amount in a foreign account.
Where an FBAR violation occurred
but no penalty is appropriate, the
examiner will issue the FBAR warning letter, Letter 3800. In cases where
a penalty is warranted, the Internal
Revenue Manual (Manual) directs an
examiner to consider the mitigation
guidelines to promote uniformity but
does not require that the guidelines
be strictly applied. I.R.M. § 4.26.16.4.6
(07-01-2008). The examiners are
instructed to consider:
1. Whether compliance objectives
would be achieved by issuance of

a warning letter;
2. Whether the person who committed the violation had been previously issued a warning letter or has
been assessed the FBAR penalty;
3. The nature of the violation and the
amounts involved; and
4. The cooperation of the taxpayer
during the examination.
I.R.M. § 4.26.16.4.7 (07-01-2008). The
examiner’s work papers must document the mitigating factors, and his
or her decision is subject to manager
approval. The FBAR penalty mitigation guidelines are set forth at I.R.M.
Exhibit 4.26.16-2 (07-01-2008).

Burden of Proof and
Willfulness
According to the Supreme Court in
Ratzlaf v. United States, to establish a
willful violation for purposes of the
civil FBAR penalty under 31 U.S.C.
§ 5321, the government must establish “a voluntary intentional violation of a known legal duty.” 510 U.S.
135, 141 (1994). The Service takes the
same position in the Manual and its
Chief Counsel Advisory opinions. See
I.R.M. 4.26.16.4.5.3 (07-01-2008); IRS
CCA 200603026 (Jan. 20, 2006). Until
recently, courts have held that the
government must prove that the taxpayer was aware of the requirement to
file the FBAR and intentionally failed
to do so (or filed a false FBAR). See,
e.g., United States v. Dollar Bank Money
Market Account, 980 F.2d 233, 238 n.2
(3d Cir. 1992). The government will
rely on circumstantial evidence and
infer willfulness based on a course of
conduct. See United States v. Sturman,
951 F.2d 1466, 1476 (6th Cir. 1991).
On July 20, 2012, the Fourth Circuit
Court of Appeals issued an unpublished opinion in United States v.

Williams reversing the district court’s
decision and holding that reckless
conduct can satisfy the proof requirement for willfulness under 31 U.S.C. §
5321(a)(5)(C). 489 Fed.Appx. 655, 656–
60 (4th Cir. 2012). Quoting Sturman,
the court stated that, “[w]illfulness
may be proven through inference from
conduct meant to conceal or mislead
sources of income or other financial
information,” and it “can be inferred
from a conscious effort to avoid learning about reporting requirements.”Id.
at 658. The court further noted that,
“willful blindness” may be inferred
where “a defendant was subjectively aware of a high probability of
the existence of a tax liability, and
purposefully avoided learning the
facts point to such liability.” United
States v. Poole, 640 F.3d 114, 122 (4th
Cir. 2011) (affirming criminal conviction for willful tax fraud where

tax preparer “closed his eyes to”
large accounting discrepancies).
Importantly, in cases “where willfulness is a statutory condition of
civil liability, [courts] have generally
taken it to cover not only knowing
violations of a standard, but reckless ones as well.” Safeco Ins. Co.
of America v. Burr, 551 U.S. 47, 57
(2007) (emphasis added).
Id. In finding “willful blindness,”
the Fourth Circuit relied on the following:
Williams signed his 2000 federal
tax return, thereby declaring under
penalty of perjury that he had
examined this return and accompanying schedules and statements
and that, to the best of his knowledge, the return was true, accurate, and complete. A taxpayer who

signs a tax return will not be heard
to claim innocence for not having
actually read the return, as he or
she is charged with constructive
knowledge of its contents.
Williams’ signature is prima
facie evidence that he knew the
contents of the return.
At a minimum, line 7a’s directions
to see instructions for exceptions and
filing requirements for Form TD F
90–22.1 put Williams on inquiry
notice of the FBAR requirement.
Williams never consulted Form
TD F 90–22.1 or its instructions, did
not read line 7a, and never paid any
attention to any of the written words
on his federal tax return. Thus,
Williams made a conscious effort
to avoid learning about reporting
requirements, and his false answers
on both the tax organizer and his
federal tax return evidence conduct
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Form 3520 (Annual Return to Report
Transactions with Foreign Trusts and
Receipt of Certain Foreign Gifts) on the
grounds that he acted with reasonable
cause and without willful neglect. The
government argued that he could not
establish reasonable cause as a matter
of law because he was on notice of the
filing requirement.
Noting that IRS has not issued regulations defining reasonable cause for
failure to file Form 3520, the court
looked to the Manual:
In general, reasonable cause exists
when a taxpayer exercises ordinary
care and prudence in determining
his tax obligations despite his failure to comply. See I.R.M. 20.1.1.3.2
(11–25–2011). Whether reasonable
cause exists depends upon all of
the facts and circumstances of the
case, including the taxpayer’s reason for failing to properly file, and
the extent of his efforts to comply.
Id. Moreover, the [Manual] provides
that ignorance of the law may provide reasonable cause if: “A. A reasonable and good faith effort was
made to comply with the law, or
B. The taxpayer was unaware of a
requirement and could not reasonably be expected to know of the
requirement.” I.R.M. 20.1.1.3.2.2.6
(11–25–2011).
that was meant to conceal or mislead
sources of income or other financial
information.
Id. at 659–60.
The standard of willfulness applied
by the court is contrary to both established precedent and the Service’s
guidance. Moreover, it appears to
eviscerate the government’s burden
to prove that a taxpayer have actual
knowledge of the obligation to file
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an FBAR. Thus, the court ignored the
reasonable cause exception and nonwillful penalty regime by taking the
position that, if a defendant signed the
return, he is charged with the knowledge of the contents of the return and
the FBAR requirement and thus acts
willfully when he fails to file the FBAR.
Practitioners recovered a bit with
the case of James v. United States, 2012
WL 3522610, (M.D.Fla. Aug. 14, 2012),
where the taxpayer sought a refund
of penalties assessed for failure to file

Id. at *2. The court recognized established authority that “a taxpayer may
reasonably rely on an expert’s advice
that no return is required; thus, if an
expert erroneously advises him that
no return is required, or erroneously
advises him that it can be filed beyond
the due date, reasonable cause may
be found.” Id. (citing Estate of La Meres
v. Commissioner, 98 T.C. 294, 316–17
(1992) (noting reasonable cause for
failing to meet a filing deadline where
taxpayer made full disclosure to

expert, relied on his advice, and did
not otherwise know that the return
was due)).
The court denied the government’s
motion for summary judgment, noting
that James provided his accountant
with all trust forms and relied on him
for trust advice; and, since the accountant prepared the return, the negative response to the question “did you
[James] receive a distribution from, or
were you the grantor of, or transferor
to, a foreign trust? If ‘yes,’ you may
have to file Form 3520,” could be construed as advice that no Form 3520 was
needed. Id. at *3.
Unlike the Fourth Circuit Court
of Appeals in Williams, the court in
James found that, where a taxpayer
provides the necessary information to
his accountant and the return nevertheless erroneously reports no obligation to file Form 3520, the taxpayer
is entitled to argue reasonable cause,
having done all that ordinary business
care and prudence can reasonably
demand. Id. (citing Haywood Lumber
& Mining Co. v. Commissioner, 178 F.2d
769, 771 (2d Cir. 1950)).
The pendulum swung back sharply in United States v. McBride, 2012
WL 5464955, (D.Utah. Nov. 8, 2012).
McBride engaged in a scheme to avoid
reporting corporate income and paying tax thereon by using offshore shell
entities and foreign financial accounts
in the name of such entities. The record
strongly supports McBride’s intent to
evade tax and conceal the foreign
financial accounts. The court could
have sustained the FBAR penalties
based on the facts and circumstances
under the clear and convincing standard; but, instead, it went much further and, in doing so, laid waste to
years of precedent.
The court began by concurring with
Williams that the proper standard of

proof in determining willfulness for
the FBAR penalty is a preponderance of the evidence, not clear and
convincing evidence. It recognized
that a higher standard is warranted
where particularly important individual interests or rights are at stake but
found that no such interest or rights
are present in FBAR cases because
they “only involve money.” Id. at *14
(citations omitted).
The court further agreed that willfulness includes reckless conduct
as well as “willful blindness” to the
“obvious known consequences of one
actions.” Id. The court declared that
“[c]onduct that evidences ‘reckless
disregard of a known or obvious risk’
or a ‘failure to investigate . . . after
being notified [of the violation]’ also
satisfies the civil standard for willfulness in such contexts.” Id. at 18 (citations omitted).
At this point, the court took the
Williams reasoning one step further,
finding that taxpayers who sign
returns have constructive knowledge of all instructions contained in
the return, id. at *21 (citing Sturman,
951 F.2d at 1477 (“‘It is reasonable to
assume that a person who has foreign bank accounts would read the
information specified by the government in tax forms,’ including the reference on Schedule B to the FBAR”)),
and that, “[f]or an individual to have
acted “willfully,” an individual need
not have been subjectively aware of
the FBAR reporting requirement or
else an individual would be able to
defeat liability by deliberately avoiding learning of his or her legal duties,”
id. at *23. The court deemed irrelevant
that McBride “may have believed he
was legally justified in withholding
such information[,] [t]he only question that remains is whether the law
required its disclosure.” Id. at *27

(quoting Lefcourt v. United States, 125
F.3d 79, 83 (2d Cir. 1997)). Because the
law required that McBride disclose
his interests in the foreign accounts on
an FBAR, the court found McBride’s
conduct willful. Id.

Conclusion
McBride may be a classic example
of bad facts making bad law. Still,
we now have a published decision
essentially imposing strict liability for
the willful FBAR penalty on anyone
who signs a federal tax return with
a Schedule B attached and fails to
file a required FBAR. Like the Fourth
Circuit Court of Appeals in Williams,
the McBride court failed to reconcile
its holding with the statutory exception for reasonable cause or the nonwillful FBAR penalty. It remains to be
seen whether the Service still views its
burden in establishing a willful FBAR
violation as the same “clear and convincing evidence” standard applied
to a civil fraud penalty. See IRS CCA
200603026.
For now, practitioners should continue to advocate for their clients at
the earliest stages of an audit and
prepare detailed narratives in support
of reasonable cause and non-willfulness. In light of the foregoing developments, the best opportunity to avoid
the willful FBAR penalty may be prior
to litigation. See National Taxpayer
Advocate’s 2012 Annual Report to
Congress (reporting an average FBAR
penalty of $15,737 in cases where the
taxpayer opted out of the 2009 OVDP).
Ms. Ciraolo is a partner in the Baltimore
law firm of Rosenberg Martin Greenberg,
LLP, where she represents individuals and
businesses in a wide variety of federal
and state tax controversies, tax litigation,
and criminal tax investigations and prosecutions. She may be reached at cciraolo@
rosenbergmartin.com.
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By Walter R. Calvert

A

mong the chronicles of recordation and transfer tax law, recent
developments make our times
among the most exciting and full of change
in this area of taxation. Three opinions have
issued and watershed legislation has been
enacted altering the treatment of indemnity
deeds of trust. Maryland’s three tiered recordation and transfer tax structure makes the
aggregate of these taxes a significant cost
and planning consideration in all transactions
involving real estate transfers. The three tiers
consist of the State transfer tax of 0.5 percent,
county transfer taxes set at varying rates by
the counties, and State recordation tax that
also has varying rates set by the counties.
Layered on top of the hefty tax rates are the
complexities of calculating, interpreting and
applying the taxes and their exemptions;
variations in their administration among the
various counties and the State; as well as
various other traps for the unwary. Each of
these considerations are exhibited in the
developments of the past year.

44

Maryland Bar Journal

May 2013

May 2013

Maryland Bar Journal

45

End of the IDOT Exemption
The exemption from recordation tax
for indemnity mortgages and deeds
of trust (“IDOT”) finally proved to
be too good to be true. In its first
special legislative session of 2012 the
Maryland General Assembly tackled fiscal issues by, among other
revenue raisers, imposing recordation tax on IDOTSs. Tax-Property
Article §12-105(f). Under prior law,
if a guarantor on a mortgage or deed
of trust was not primarily liable
for the debt being secured by the
filing, no tax was imposed on the
filing on the basis that no actual
debt was incurred by the grantor of
the indemnity mortgage. Rather, if
and when the debtor defaulted on
the primary debt obligation and the
guarantor’s liability under its guarantee sprang to life, then liability
for the recordation tax arose with
the guarantor. Per the advice of the
Maryland Attorney General, liability
for that springing tax rested solely
with the guarantor. 74 Opinions of
Attorney General 281 (1989).
The exemption has long made
it relatively easy to avoid recordation tax in connection with a real
estate secured lending transaction
by merely using separate entities as
the borrower, holding no secured
realty, and the guarantor, holding the pledged realty. The Fiscal
and Policy Note for the legislation
addressed this in advising that the
change is intended to eliminate a
tax avoidance transaction in which
an entity is formed in connection
with the creation of a debt to serve
as the nominal borrower while a
third party holding the real property
collateral serves as guarantor. No
recordation tax results because the
borrower makes no filing subject to
taxation and the grantor/guarantor
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has not incurred any debt as of the
time of filing the indemnity mortgage. Fiscal and Policy Note to 2012
Senate Bill 1302 at page 17.
Under the 2012 legislation, exemptions remain available (i) for an IDOT
that secures a guarantee of repayment
of a loan for less than $1 million and
(ii) to the extent that recordation tax is
paid on another instrument of writing
that secures the same debt.
The taxation of IDOTs became
effective for filings made on or after
July 1, 2012. But, be wary of amending an existing IDOT not previously
subject to tax. Such amendments will
typically trigger taxation if they are
amended to change the amount of
the debt secured on or after July 1,
2012, unless eligible for one of the
exemptions noted above. Thus, if an
existing (pre-July 1, 2012) IDOT is
amended by altering the amount of
the secured debt and the amended
IDOT secures more than $1 million
of debt, then the entire amount of
debt secured by the IDOT will be
subject to taxation. Conversely, if
the modifications in a supplemental instrument alter only non-debt
terms such as property or collateral,
loan rate, maturity date, or trustees,
then the tax should not be triggered.
Memorandum to the Clerks of the
Circuit Courts and Land Records
Departments dated July 6, 2012
from Stuart Cordish, Office of the
Attorney General.
Informal advice from the Office of
the Maryland Attorney General states
that efforts to avoid the tax by splitting the debt security between multiple IDOTs, each for less than the
$1 million exemption amount, can
be viewed as triggering step transaction analysis under Read v. Supervisor
of Assessments, 354 Md. 383 (1999)
and potentially requiring the sepa-

rately filed IDOT’s to be collapsed for
purposes of applying the exemption.
Clerks are advised to be on the lookout
for IDOTs with amounts varying from
the loan amount as potentially being
an indicator of such a recordation tax
avoidance situation. Memorandum to
the Clerks of the Circuit Courts and
Land Records Departments dated July
6, 2012 from Stuart Cordish, Office of
the Attorney General.
Several of the counties add their own
interpretations and requirements with
respect to recordation and transfer tax
matters generally and the taxation of
IDOTS in particular. See, for example: “Supplemental Memorandum”
concerning “New Law Concerning
Indemnity Deeds of Trust” issued July
18, 2012, by the Montgomery County
Transfer/Recordation Tax Office
and “Recordation Tax – Indemnity
Deeds of Trust” memorandum of the
Recordation Tax Office of the Howard
County Department of Finance.
Thus, local county practice should be
explored in connection with any filing
that may raise unique questions in
applying the general provisions of the
State law.

No Tax Due on
Foreclosed IDOT
Is a lender obligated to pay recordation tax on an indemnity deed of trust
following the default of the debtor
and the guarantor as a condition to
the recording of the deed on the foreclosed realty? Not according to the
Maryland Tax Court.
Under the facts before the Tax Court
in Atapco Howard Square I Business
Trust v. Howard County, MTC No.
11-RC-OO-0805 (6/28/2012), lenders
undertook to record in the County
land records deeds received in foreclosure from substitute trustees on

properties sold at foreclosure sales.
While willingly paying required recordation and transfer tax on the deeds
themselves, the lenders objected to
the County requiring as a condition
of the filing that recordation tax also
be paid on the foreclosed indemnity
deeds of trust.
The County claimed that the provisions of the Real Property Article
generally required that “taxes, assessments, and charges currently due
and owed on the property” be paid
as a condition to the transfer of
title to realty. Real Property Article
§3-104(b). The Tax Court opined that
recordation tax is not a tax on the
property, but rather is an excise tax
on the privilege of recording documents in the land records. The Court
supported this conclusion by noting
that no other provision of Maryland
law requires that unpaid recordation
tax becomes a lien upon real property
merely as a result of the non-payment
of the tax.
Accordingly, the Tax Court reversed
the County’s denial of the lender’s
refund claims and ordered a refund
of the recordation taxes plus statutory interest. As of the time of submission of this article, the case was
on appeal to the Circuit Court for
Howard County. Circuit Court for
Howard County – Civil System Case
No. 13C12092323.

LLC Not Eligible for IRC
368(a) Exemption
Among the exemptions from recordation and transfer tax is one for an
instrument of writing made pursuant to reorganizations described in
§368(a) of the Internal Revenue Code.
The Tax Court was called on to review
SDAT’s position that eligibility for
this exemption requires all parties to
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the reorganization to be corporations
under state law.
The transaction at issue involved
the filing with SDAT of articles of
merger for a statutory merger of a limited liability company with and into
a corporation. The LLC was a single
member entity that had elected to
be characterized as a corporation for
federal income tax purposes. No dispute existed over whether the merger
transaction qualified as a reorganization under IRC § 368(a).
Before the Tax Court, the
Petitioner’s arguments focused on
the obligation of the Court to apply
the plain meaning of the statute: on
its face the statute has a clear meaning that incorporates all transactions
qualifying for reorganization treatment under IRC §368(a) and there is
no need to look to legislative intent
or other extrinsic sources to aid in
that application. In brief, a practitioner making a filing with SDAT
should be able to rely on the conventional meaning of the referenced IRC
section without having to fear that
some alternative reading has been
imposed. SDAT responded with an
emphasis on legislative history and
intent: that in enacting the exemption
the legislature had always expected
and intended that it apply only to
entities formed under state law as
corporations.
The Tax Court’s opinion in favor
of SDAT resolved the matter from
yet a third perspective by looking to
and analyzing IRC §368 with respect
to whether it applies by its own
terms to reorganizations involving
entities other than corporations.
The Court found that “. . . re-organizations described in IRC §368(a)
plainly refer only to corporations
and make no mention of limited
liability companies.” In support of
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this conclusion the Court noted that
the provisions of federal income tax
law that provided for the characterization of entities for federal income
tax purposes (e.g., IRC §7701 and
the regulations thereunder) “are not
amendments to §368(a)” and accordingly “are not incorporated into the
Maryland code.”
A word of caution is in order for
those who may have had filings
accomplished at SDAT for mergers in
reliance on the §368(a) reorganization
exemption for transactions involving
a party other than a corporation. At
trial before the Tax Court, SDAT’s
records were presented for all transactions involving this exemption in
which at least one party was other
than a state law corporation. In many
instances over more than the past
decade, many such transactions were
in fact accepted by SDAT for filing
without payment of the taxes despite
the current policy that would now tax
all such filings. So the fact that some
particular structure of reorganization
transaction involving a party other
than a state law corporation was
accepted in the past should not be
taken as evidence that SDAT would
now accept an identical filing tax
free. Vetting in advance of any such
transaction with the SDAT filing personnel is advised.
As of the time of submission of this
article, the case was on appeal to the
Circuit Court for Baltimore City. SuperConcrete Corporation v. SDAT, MTC
No. 12-TR-OO-128, Memorandum
and Order dated August 29, 2012.
[The author and his firm are counsel
to the Petitioner in this case.]

State Agency DOT Taxable
Does the statutory exemption from
taxation broadly granted to a state

agency exempt a deed of trust securing the agency’s debt from recordation
tax? The Maryland Court of Special
Appeals has ruled no, holding that
the recordation tax is an excise tax
not imposed on a particular party and
thus is not affected by the agency specific exemption.
The issue arose when a leasehold
deed of trust, assignment and security agreement was filed in the land
records of Montgomery County to
secure a borrowing by the Maryland
Economic Development Corporation
(“MEDCO”) from a bank. MEDCO
presumed the filing exempt from
recordation tax under its general
exemption from “any requirement to
pay taxes or assessments on its properties or activities.” Annotated Code
of Maryland, Economic Development
Article §10-129. However, the finance
department of Montgomery County
denied MEDCO’s claim for exemption and required that the tax be paid
as a condition to the filing of the
document.
MEDCO appealed to the Maryland
Tax Court, which affirmed the County’s
denial of the exemption. MEDCO further appealed to the circuit court,
which reversed the Tax Court in favor
of MEDCO. The County appealed
to the Court of Special Appeals in
January 2011, which reversed the circuit court’s decision and found in
favor of the County.
The County’s arguments for the
imposition of the recordation tax
address several fundamental principles and recurring themes regarding the tax. For example, the County
argues that because the tax is imposed
on the privilege of recording the document and not on a particular party
to the transaction, neither MEDCO’s
status as a State agency nor its
enabling statute creates an exemp-
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tion from payment of the transaction
based recordation tax. Furthermore,
the County argues, even if an exemption existed in this case, MEDCO
waived its right to claim the exemption by entering into a consensual
agreement with the lending bank to
pay the tax as the loan documents
provided that the borrower would
be responsible for such taxes, if any
were due.
MEDCO responds that the Tax
Court erred as a matter of law by
failing to find that as a result of its
broad economic development purposes, combined with its power to
borrow money and the “unlimited language” contained in its taxexemption, exempting it from “all
taxes or assessments on the property
or activities” of MEDCO, including the state recordation tax, “[it] is
exempt from payment of the State
recordation tax as a matter of law.”
MEDCO notes that it was created
“for the purpose of stimulating economic growth, stimulating employment and to engage in the promotion of technological enterprise” and
links those purposes and the exemption, arguing the tax exemption as
necessary to carry out its economic
development purposes.
Turning to traditional arguments
in cases involving statutory construction, MEDCO argues that the
Tax Court’s strict construction of its
exemption statute ignores the plain
language of the statute and intent of
the General Assembly. Further, the
General Assembly is presumed to
have full knowledge of existing law.
Accordingly, when the Legislature
enacted the applicable laws, it was
aware that any mortgage or deed of
trust securing payment of money borrowed by MEDCO to finance one of its
activities would be recorded to achieve
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and maintain priority and enforceability over subsequent encumbrances. As
a consequence, if the Legislature had
intended that the universal exemption from taxation was not applicable
to the state recordation tax, it would
have so provided.
A key determination in the appellate court’s opinion is its conclusion
that while a borrowing of money is
clearly an activity of MEDCO, the
recording of the deed for the benefit of a private entity, the lending
bank, is not. Favoring the County,
the Court focused its argument that
the legal incidence of the tax did
not fall on MEDCO, the party with
the tax exempt status. The Court
agreed with that reasoning. Finding
that under existing Maryland law a
tax exemption does not apply when
the legal incidence of the tax fails to
fall on the party who has the exempting tax status, the Court concluded
that the legal incidence of the recor-

dation tax does not fall on MEDCO
as the purpose of the recording of
the deed of trust was for the benefit
of the lending bank. As a result, the
legal incidence of the recordation
tax was borne by the bank. While
MEDCO had agreed by contract to
take on the economic responsibility for the payment of the tax, it
could not convey the benefit of its tax
exempt status for the benefit of the
bank. Montgomery County v. Maryland
Economic Development Corporation, 204
Md. App 282, 40 A3d 1066 (2012).
As of the time of submission of this
article, the case was on appeal to and
scheduled for argument before the
Maryland Court of Appeals.

Mr. Calvert is a partner in the Tax
and Wealth Planning Practice Group
at Venable LLP in Baltimore and
Washington, DC, and is a former chair of
the MSBA Section of Taxation. He may be
reached at wrcalvert@venable.com.
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The Rule 2-431 Certificate: Way More Than a Formality
Eric H. Singer

Maryland Rule 2-431 provides as
follows:
A dispute pertaining to discovery
need not be considered by the court
unless the attorney seeking action
by the court has filed a certificate
describing the good faith attempts
to discuss with the opposing attorney the resolution of the dispute
and certifying that they are unable
to reach agreement on the disputed
issues. The certificate shall include
the date, time, and circumstances of
each discussion or attempted discussion.
Rule 2-431.
Many a litigator tends to forget that
even when opposing counsel has
totally failed to respond to discovery
requests, he or she may not simply go
into court requesting sanctions and a
motion to compel under Rule 2-432(a)
and 2-433. In these circumstances,
there obviously has been no substantive “dispute” pertaining to discovery.
Nevertheless, and however counterintuitive it may seem, the moving
party may not bypass the good-faith
certificate requirement imposed under
Rule 2-431 if the broad language and
facts of Scully v. Tauber, 138 Md. App.
423, 436 (2001) are any guide. That
same counter-intuitive requirement of
having to certify to having” met and
conferred” in the face of a total failure
of discovery is explicit under our local
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federal rules, too. See L. R. Civ. P. 104.7.
But none of this is to say that, where
one does have a substantive dispute
about the quality or extent of discovery
produced (or not produced), a goodfaith certificate under Rule 2-431 can
be casually filed, or should be allowed
to be as a matter of law. We are all too
familiar with the demand letter rejecting
responses to interrogatories or responses to document requests that takes a
my way or the highway approach to
the purportedly deficient discovery
and then concludes with the boilerplate, “This letter reflects a good-faith
attempt to resolve a discovery dispute.”
A week later a motion to compel with
the demand letter and the responding
letter or email attached is filed.
This is not how things are supposed to work. Indeed, underlying
the seriousness with which the 2-431
certificate should be taken is this sentiment from two veteran, well-known
litigators: “The only thing that judges hate more than discovery motions
is a nice swim in the Potomac during winter, and it is a close call.”
Harold Segall and Fred Wagner, PreTrial Skills Series, Part II: Discovery
Issues: Effective Use of Interrogatories,
Document Requests and Requests for
Admission (DC Bar CLE Program, Oct.
2000), at 38. The “meet and confer”
obligations called for under Rule 2-431
are meant to be deadly serious.
First, one’s motion to compel actu-

ally must formally contain the certification itself -- something some litigants
overlook -- not just a smattering of
the actual exchanges between counsel
about the discovery dispute. As Judge
Niemeyer has stated in commenting on
Rule 2-431: “[N]o motion concerning
a discovery dispute should be considered unless the certificate provided by
this rule is on file.” Paul V. Niemeyer, et
al. Maryland Rules Commentary (Lexis
Nexis 2003), at 338-339 (emphasis
added). A motion to compel should be
denied by the circuit court if it lacks the
actual certificate, “attachment [of which]
is a mandatory prerequisite to the Court’s
consideration of a motion to compel.” Ross
v. Citifinancial, Inc., 203 F.R.D. 239, 240
(S.D. Miss. 2001). The Ross Court went
on to say, properly, that the “requirement of a certificate cannot be satisfied
by including with the motion copies of
correspondence that discuss the discovery at issue. . . The Court is unwilling to decipher letters between counsel
to conclude that the requirement has
been met.” Id. (emphasis added).
Second, beyond the actual certificate required by Rule 2-431, actual
performance in good faith as set forth
in the rule is also required, and a
certificate itself, though mandatory, is
not prima facie evidence of substantive compliance. As Judge Battaglia of
the Court of Appeals wrote over four
years ago, “The element of good faith,
mandated by the Maryland discovery

rules, is central to the entire discovery
process.” Rodriguez v. Clarke, 400 Md.
39, 61 (2007). Thus, “[i]n addition to
including the actual certification with
a motion compelling discovery, the
movant must have performed as set
forth in the rule.” Shuffle Master, Inc. v.
Progressive Games, Inc., 170 F.R.D. 166,
171 (D. Nev. 1996).
In warning that the duty to confer
was not actually satisfied, notwithstanding that a good-faith certificate had been
filed with a motion to compel, one federal district court wrote, “A single letter between counsel which addresses
the discovery dispute ...does not satisfy
the duty to confer.” Williams v. Brd. of
County Comm’s, 192 F.R.D. 698, 700 (D.
Kan. 2000). Another federal district court
stated, after concluding that a goodfaith certificate filed by plaintiff’s counsel was “untrue,”: “The parties must
hold a conference, possibly through the
exchange of correspondence but preferably through person-to-person meeting, and
must compare views and attempt to
reach an agreement, including by compromise if appropriate.” Hoelzel v. First
Select Corp., 214 F.R.D. 634, 636 (D. Col.
2003) (emphasis added).
Further, as the Court in Cotracom
Commodity Trad. Co. v. Seaboard Corp., 189
F.R.D. 456, 459 (D. Kan. 1999) stated in
ruling that the movant did not engage in
reasonable efforts to confer in good faith
(and other courts have often repeated):
“The court looks beyond the sheer quantity of contacts. It examines their quality
as well. ...The quality of the contact is
far more important than the quantity.”
The Seaboard Court went on to elaborate
about the meaning of good-faith conference requirements, consistent with Judge
Niemeyer’s Commentary:
Before filing a motion to compel, the
movant must make reasonable efforts
to confer. That generally requires

counsel to converse, confer, compare
views, consult, and deliberate. When
the dispute involves objections to
requested discovery, parties do not
satisfy the conference requirements
simply by requesting or demanding
compliance with the requests for discovery. The parties need to address
and discuss the propriety of asserted
objections. They must deliberate, confer, converse, compare views, or consult with a view to resolve the dispute
without judicial intervention. They
must make genuine efforts to resolve
the dispute by determining precisely
what the requesting party is seeking; what responsive documents or
information the discovering party is
reasonably capable of producing; and
what specific, genuine objections or
other issues, if any cannot be resolved
without judicial intervention.

Therefore, the next time you find
yourself itching to file a motion to
compel, think hard about what Rule
2-431 actually calls upon you to do.
Conversely, if your opponent is behaving like a strongman or has never
picked up the phone, met, or otherwise
truly discussed and deliberated and
engaged with you in a meaningful
exchange about your objections and
responses to discovery, make sure to
remind the Court that his or her pretensions to good-faith that accompany
an already-filed motion to compel may
simply be a sham.
Mr. Singer, in Rockville, Maryland, practices appellate litigation and immigration
law and litigation and provides legal
research and writing consulting services
for fellow attorneys. He may be reached
at eric@eslegal.net.

Id. (internal citations and quotations
omitted).
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Unsolicited Requests by Third Parties for Advice Concerning
Animal Rights Law
ETHICS DOCKET 06-2013
Your e-mail indicates that you are
the Chairman of the Maryland
State Bar Association’s Animal Law
Committee and that from time to time
the Animal Law Committee receives
unsolicited requests by third parties
which may seek legal advice. Based
on further communication between
this Committee and the Chairman
of the Animal Law Committee, the
Animal Law Committee would
like to circulate such requests to its
Committee members through the listserv. Thereafter, any member of the
Animal Law Committee would be
free to contact the third party in the
member’s capacity as a private attorney and not on behalf of the Animal
Law Committee because the Animal
Law Committee does not, as an entity, render legal advice in response to
such inquiries. Any individual member of the Animal Law Committee
who contacts such an inquirer would
proceed with the inquirer on the same
basis as any attorney/client relationship. Thus, while it might be desirable if the Animal Law Committee
member volunteered to render legal
advice on a pro bono basis, the member and inquirer would be free to
establish an attorney/client relationship on a fee basis as well. Based on
the foregoing, your inquiry to the
Ethics Committee is whether there
are any ethical problems associated
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with such a procedure.
As long as an Animal Law
Committee member’s initial contact
with the inquirer is not in person, by
telephone or real-time electronic contact, the Ethics Committee believes
that the Animal Law Committee
member can otherwise contact the
third party inquirer as permitted in
Rule 7.1. The member must make
clear to the inquirer that the member
is not acting on behalf of the Animal
Law Committee, but instead is acting
as a private attorney. The member
must adhere to all applicable Rules
of Professional Conduct that would
apply in such an instance to govern a
private attorney/client relationship.
Included in your inquiry to the
Ethics Committee was an e-mail from
one of the Animal Law Committee
members who was receptive to assisting a third party inquirer seeking
legal advice, but expressing concerns
over the fact that this member works
as in-house corporate counsel, does
not have a private office, does not
carry malpractice insurance and does
not otherwise engage in the private
practice of law. It is not clear whether
this member is admitted to practice
law in the State of Maryland. If the
member is not admitted to practice
law in Maryland, but is admitted to
practice law in another United States
jurisdiction, then such a person would

be permitted to practice law for that
person’s employer, but would not be
permitted to engage in any private
practice of law unrelated to her corporate employment. See Rule 5.5(d);
Maryland Occupation & Business
Code §10-206(d). Even if the member in question is admitted to practice law in the State of Maryland,
such a member would have to comply
with all applicable statutes and rules
(including, but not limited to, compliance with Rule 16-601 et seq. pertaining to the establishment of attorney
trust accounts) before that member
could engage in any private practice, whether on a fee or pro bono
basis. Even if the member were to so
comply, the member would have to
ascertain whether there would be any
conflict between the member’s duties
to the corporate employer and the
legal assistance sought to be rendered
to the inquirer to the Animal Law
Committee.
Finally, the Committee understands
that the MSBA neither operates nor
supports any lawyer referral programs. If the current activities of your
committee constitute a lawyer referral
program, then you are required to
obtain the prior approval of the Board
of Governors before continuing these
activities.
COMMITTEE ON ETHICS

Secure Communications
Implicit in the duty of confidentiality, as described in Rule 1.6 of
the Maryland Lawyers’ Rules of
Professional Conduct, is the responsibility of a lawyer to act competently to safeguard information
relating to the representation of a
client against inadvertent or unauthorized disclosure. See Rule 1.6,
Comment [19]. When transmitting a
communication that includes information relating to the representation of a client, the lawyer must
take reasonable precautions to prevent the information from coming
into the hands of unintended recipients. Rule 1.6, Comment [20]. This
duty, however, does not require
that the lawyer use special security
measures if the method of communication affords a reasonable expectation of privacy. Id. But in disputes
between an employee and employer, are the duties of an employee’s
lawyer to ensure communication
is safeguarded are heightened, and
if so, to what extent? Are the communications made with the client
through email protected, and ethically speaking, must a lawyer warn
the client of the potential risks of
using employer technology to communicate with the lawyer?
Maybe. Lawyers and clients often
communicate with each other via
email and sometimes communicate
via other electronic means such

as text messaging. ABA Formal
Opinion 11-459 (2011). When an
employee files a lawsuit against his
or her employer, it is common for
the employer to copy the contents
of the employee’s workplace computer and turn it over to its outside
counsel for possible use in defending the lawsuit. The Lawyers’ Lawyer
Newsletter, March 2013 (interpreting North Carolina Formal Ethics
Opinion 5 (2012)). Among the materials retrieved by the employer on
the workplace computer may be
e-mail communications between the
employee and his or her attorney. Id.
Text messages on an employer provided cell phone, or aural recordings on a provided cell phone, tablet or computer are also not immune
to employer retrieval.
But the question remains, despite
the ability to access the information, does a client have a reasonable expectation of privacy when
using an employer ’s computer or
other technology to communicate
with his or her lawyer? In re Asia
Global Crossing, Ltd., 322 B.R. 247,
257 (Bankr. S.D.N.Y. 2005) sets forth
a four factor test for determining
whether employees have an objectively reasonable expectation of privacy in their internet usage and
communications: (1) does the corporation maintain a policy banning
personal or other objectionable use,

(2) does the employer monitor the
use of the employee’s computer or
e-mail, (3) do third parties have a
right of access to the computer or
e-mails, and (4) did the employer
notify the employee, or was the
employee aware, of the use and monitoring policies? Notwithstanding
this analysis, which has not yet
been interpreted in Maryland,
the American Bar Association,
in ABA Op. 99-413 (1999), the
Standing Committee on Ethics and
Professional Responsibility opined
that recent state bar opinions
reflecting lawyers’ greater understanding of the technology involved
approve the use of unencrypted
Internet e-mail without express
client consent. The Committee, in
ABA Op. 99-413, and again in ABA
Formal Op. 11-459, still cautioned
that attorneys in situations where
the confidential client information
being transmitted is so highly sensitive that extraordinary measures
to protect the transmission are warranted, the lawyer should consult
the client as to whether another
mode of transmission, such as special messenger delivery, is warranted, and subsequently, follow the
client’s instructions as to the mode
of transmission. The Committee
also discussed additional dangers,
similar to employer-employee disputes. For example, third parties
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may also be able to obtain access
to an employee’s electronic communications by issuing a subpoena
to the employer, may have access
when the client receives or sends
emails via a public computer, as
with a library or hotel computer, or
via a borrowed computer. ABA Op.
11-459. Additionally, clients who
are involved in matrimonial disputes are at risk when they use
home computers that are accessed
by other family members. Id.
Thus, although no Maryland
decision provides definitive guidance in this regard, the prudent

The

course is to explain to the client the
risks and dangers associated with
any disclosure of material protected by the attorney-client privilege.
It would certainly be prudent to
include in one’s retainer agreement
such explanations and cautionary
advice. Finally, use methods of communication that are secure from the
eyes (and ears) of anyone other than
the client and the attorney.
James N. Gaither
Assistant Bar Counsel
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