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PRESIDENT’'S MESSAGE

Lawyers and Aging:
Reaching for the Top Rung

he recent consent decree in the
I Sidley Austin retirement age
discrimination case, validating
a signature initiative of our Immediate
Past President, Mark Alcott, prompted
me to devote this President’s Message
to an exploration of other challenges
and opportunities we face with an
aging lawyer population. Every day I
meet lawyers who are at the “tipping
point” of embracing their elder status,
not as an end, but as a new beginning,
what former ABA President Karen
Mathis calls the “second season of
service.” Indeed, there are many ways
to find greater joy and satisfaction
professionally and personally, living
longer, healthier, and more purpose-
fully.

One must first understand the his-
torical concepts of aging, as well as
current, cross-cultural attitudes. The
“Hierarchy of Needs” proposed by
eminent sociologist Abraham Maslow
is a good place to start. His theory was
that as one goes through life you pass
through each level of need before mov-
ing on to satisfy the next one. You start
with biological and physical needs,
such as air, food and shelter, to safety
needs, belongingness and love needs
(co-workers, family, relationships) to
self-esteem needs (achievement, mas-
tery, prestige and status). Ultimately
one hopes to reach self-actualization,
where you have realized your poten-
tial, seeking personal growth and
meaning in life.

Some get stuck, or “over-realized,”
at the self-esteem level, never reach-
ing out to grasp that top rung. Others
reach the top and discover that their
ladder was up against the wrong wall.
But in the end, what distinguishes
self-actualizers is that they consider
the means and the ends as equally
important. They focus on enjoying the
journey as well as the destination.

All of the world’s spiritual tradi-
tions provide models of realized or
self-actualized elders. They are the
roshi in Zen Buddhism, the lama in
Tibetan Buddhism, the sheikh in Islam,
and the rebee in Hasidic Judaism. In
western and native traditions, the sage,
the crone, the priest, and the wise man.
Each of these traditions offers practices
leading to self-knowledge and service
to society.

As we age in our western culture
today, we confront a lack of meaning-
ful role models. Since the Industrial
Revolution, elders have lost their
esteemed place in our society. What
have evolved are our current models
or myths, which support a more nega-
tive perception of aging.

We need a new paradigm that
rejects the notion of old age as a time
of inevitable decline, chronic disease
and diminished capacity, and that
embraces the wisdom, serenity, bal-
anced judgment and self-knowledge
that represent the fruit of long life
experience.

We also need to provide opportuni-
ties for our aging population — includ-
ing older lawyers — to harvest the
wisdom of their years and transmit a
legacy to future generations, in what-
ever form is most meaningful to them
— community service, pro bono work,
mentoring, coaching, a work of art or
literature, a song or a poem that fills
the heart.

One of the great commentators on
the human experience, author and
anthropologist Gail Sheehy, penned
her best-selling book Passages in the
mid-1970s. She then embarked on a
comprehensive study of “pathfinders,”
or those who successfully navigated
the passages — and crises — of adult-
hood and found their own path to
well-being or self-actualization. About
60,000 men and women, including

1,200 members of the American Bar
Association, responded to her life his-
tory questionnaire, from which she
developed a well-being scale. The law-
yers” average age then (in 1980) was
46. Most reported that, compared with
any previous stage in their lives, they
were enjoying the peak of satisfaction.
They also predicted that the other side
of 47 would be an inevitable down-
ward spiral.

The hard data, however, told a very
different story. The lawyers who float-
ed to the top of the well-being scale
were almost all older than 47; the most
contented age group were the attorneys
over 65. What Sheehy and so many
others since then have discovered is
that aging, fortunately, is a commut-
able sentence. There is no fixed point
where you stop being middle-aged
and are condemned to being “old.”
Given the falling death rate among
our oldest Americans, today’s healthy
75-year-old is equivalent to yesterday’s
60-year-old. And what many of us
understand intellectually, but fail to
practice in reality, is the importance
of our lifestyle choices, which are far
more predictive than our genetic pre-
dispositions.

KATHRYN GRANT MADIGAN can be
reached on her blog at http:/ /nysbar.
com/blogs/president.
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PRESIDENT’S MESSAGE

Today our seniors, including “gray-
ing” lawyers, are looking for a renewed
sense of purpose. So, instead of view-
ing retirement as a staged reduction in
work hours and responsibilities and as
an end point in itself, you can reframe
it and view it as an opportunity for
personal growth, increased volunteer-
ism. Making a difference. The self-
actualized life.

Whether you are approaching
retirement or transitioning your prac-
tice, already retired, or a Gen X or Y
for whom that is a distant possibility,
I encourage you to approach aging
consciously, creatively, and as a new
beginning. Seize every opportunity to
share your wisdom and experience,
leaving your legacy with the next gen-
eration.

Please join me in continuing this
important conversation on the journey
ahead by logging on to my blog at
http:/ /nysbar.com/blogs/president,
where I will be sharing tips on work/
life balance and successful aging. You
can also link directly to the blog from
the home page of the NYSBA Web site
at www.nysba.org. u

There are millions of reasons
to do Pro Bono.

(Here are some.)

Each year in communities across New York State, indigent people face literally millions of
civil legal matters without assistance. Women seek protection from an abusive spouse.
Children are denied public benefits. Families lose their homes.
All without benefit of legal counsel. They need your help.

If every attorney volunteered at least 20 hours a year and made a financial
contribution to a legal aid or pro bono program, we could make a
difference. Please give your time and share your talent.

Call the New York State Bar Association today at
or go to

to learn about pro bono opportunities.
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New York Appellate Practice
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- Cause fof War”:
ork’s Dred Scott Decision

i to the Georgia legislature, Governor Howell Cobb characterized a New York court decision as “a denial of
rately and wantonly persisted in, would be a just cause for war.”! In an earlier communication to the Virginia
'ph Johnson maintained that the decision “was . . . without a single precedent to sustain it,”2 adding that “in
itude, and in spirit it is without parallel.”3 The Richmond Examiner claimed that “this decision affects the safety
‘property throughout the entire South,”* while the Charleston Mercury fumed: “Shall we submit to this reproach?
5 The object of these outcries, People ex rel. Napoleon v. Lemmon,® freeing eight slaves in transit through New York



William M. Evarts, Library of Congress.

State, subsequently developed into a legal battle between
New York and Virginia. Attracting nationwide attention,
it was expected to reach the Supreme Court and equal the
Dred Scott decision in importance.

The train of events which produced the controversial
case began with the plans of Virginia farmer Jonathan
Lemmon and his wife Juliet to emigrate from Bath
County, a mountainous area west of Richmond, and settle
in Texas with their seven children and Juliet’s eight slaves,
two young women, a young man, and five children. The
Lemmon family and their slaves left home in October
1852; after failing to find a ship sailing directly from
Richmond for New Orleans, they traveled to Norfolk
where they boarded the steamer City of Richmond, bound
for New York, intending on arrival to immediately book
passage for a voyage to New Orleans.

Jonathan Lemmon would initially claim that he had
no fears about bringing the slaves into New York, having
allegedly been assured by the City of Richmond’s clerk,
a Mr. Ashmead, that “he need not be uneasy about los-
ing the slaves; that the law was in [his] favor in New
York, and was bound to protect [him] in the possession
and property of [his] slaves; and that the Mayor of that
city would see that it was done, provided any difficulty
should occur.”” Later, he would exonerate Ashmead from
all blame for the loss of the slaves, stating that he had
been warned of his danger, “but rested secure in the belief
that his slaves could not be induced to desert him.”8
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The city to which Lemmon was bringing the slaves
had the largest free black population in the North; many
had been born in the South, and some were fugitive
slaves.? Although the best-known New York City abo-
litionists were prominent whites, most notably Arthur
and Lewis Tappan, wealthy merchants and founders of
the American and Foreign Anti-Slavery Society, there
was also an active black abolitionist movement ready to
assist fugitive slaves and alert them to the presence of
visiting southerners and would-be slave catchers. Only a
month before, the black community had enthusiastically
celebrated the return of former slave James Hamlet, the
well-regarded employee of New York City liquor bro-
kers Tilton & Mahoney, who had a free wife and child.
Adjudged a fugitive, he had been returned to his owner
in Baltimore, but his freedom was then purchased with
funds raised in a subscription drive.

When the City of Richmond reached New York in the
late afternoon of Friday, November 5, 1852, Ashmead set
off immediately to book passage for the Lemmons aboard
a New Orleans-bound ship. Eventually, he returned and
informed Jonathan Lemmon that he should proceed to
South Street to meet a man who would provide passage
on the steamer Memphis, which was scheduled to sail the
next morning. After Lemmon paid the $161 fare, the hack
drivers engaged to carry his party and their baggage from
the City of Richmond to the Memphis refused to take them
there, instead depositing them at No. 3 Carlisle Street,
a boarding house close to the Hudson River, and just
south of the Fifth Ward, home to many of the city’s black
population.

The next morning, the Lemmons were presented with
a writ of habeas corpus obtained by Louis Napoleon,
a free black varnisher/polisher from the Fifth Ward.10
The writ stated that the slaves were in fact free persons,
a claim based on the 1841 repeal of the so-called “nine-
months law,”1! a provision in the 1817 act providing for
the abolition of slavery in New York by 1827.12 The nine-
months law had allowed visiting slave owners to retain
their slaves while in New York if they limited their stay
in the state to that time. The repeal was one of several
anti-slavery laws enacted during the administration of
abolitionist Whig Governor William H. Seward, and drew
its strongest support from the so-called “Burned-Over
District” of western New York, an area then known for
fervent Protestant religious revivalism, a strong temper-
ance movement, and ardent abolitionist sentiments.

The repeal was enacted at the end of the 1841 legisla-
tive session. After one bill was blocked in an assembly
committee,13 a new measure was introduced in the Whig-
controlled senate and quickly passed, supported by all
11 Whigs present and opposed by the eight Democrats.14
It then passed the evenly divided assembly, 57 to 49.

CONTINUED ON PAGE 14
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The assembly vote on the new bill was largely along
party lines, with 47 Whigs in favor and 45 Democrats
opposed,!> but critical support was provided by 10
Democrats, including four from New York City, offsetting
the votes of the four Whigs who opposed the measure.16
The bill was signed into law by Seward, and New York
was now presumably free of the last vestiges of slavery.
It is not known how many southerners risked bringing
slaves into New York after the repeal, but the best-docu-
mented visits involved single, highly-trusted household
servants, who had no inclination to take up the often-dif-
ficult life of a free black in the North. While no cases arose
involving slave transit, several decisions indicated the
likely result in a proceeding involving a judge opposed
to slavery. In 1848, an anti-slavery Democrat, Justice John
W. Edmonds, a well-known believer in spiritualism who
once felt compelled to deny rumors that he consulted
with the spirits before making judicial decisions, freed
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George Kirk, a fugitive stowaway discovered aboard
the ship Mobile, holding that a Georgia statute allowing
anyone, including a ship’s captain, to act as an agent for
a slave owner, did not apply in New York.17 When Kirk
was then re-apprehended by the captain and brought
before Mayor Andrew H. Mickle, Edmonds ruled that
the New York statute providing for this procedurel8 was
preempted by a federal law under which only the owner
or his appointed agent could act in fugitive slave cases.
Two years later, Edmonds freed fugitive slave Joseph Belt,
who had been seized on a New York City street and held
captive, because the claimant had not taken Belt before
a United States magistrate as required by law.1® Then
in 1851, Judge Alfred Conkling, an upstate Whig who
detested slavery, freed John Davis, a fugitive slave from
Louisville, ruling that the Fugitive Slave Act, which com-
pelled local law enforcement officials to arrest runaway
slaves, did not apply since the alleged escape took place
almost a month before its enactment.20

Superior court judge Elijah Paine, who issued the writ
of habeas corpus, and who would hear the Lemmon case,
was, like Seward and Conkling, a Whig who regarded
slavery as a “gigantic evil.”2l Born in Williamstown,
Mass., in 1796, he was the son and namesake of Vermont
judge and U.S. senator, Elijah Paine. An 1814 Harvard
College graduate who studied at the Litchfield, Conn.,
law school, he was the author of two editions of Practice in
Civil Actions and Proceedings in the State of New York, com-
piler of Paine’s United States Circuit Court Reports, and a
collaborator with Henry Wheaton in compiling Wheaton'’s
Reports, covering the United States Supreme Court from
1816 to 1827. Paine had been elected to the superior court
in 1849, ousting the incumbent, Democratic Party stal-
wart Aaron Vanderpoel, the “Kinderhook Roarer,” as part
of a Whig sweep in the city election.

Representing the Lemmons were two young New
York City attorneys, Henry D. Lapaugh and Henry
L. Clinton. Opposing them were abolitionist lawyers
Erastus D. Culver and John Jay. Jay, a Columbia College
graduate who later would be one of the founders of the
New York Republican Party, was the son of the well-
known abolitionist, Judge William Jay. He had previously
represented several fugitives, including George Kirk, the
slave freed by Justice Edmonds. Culver, who had success-
fully argued for the writ of habeas corpus, was a member
of the executive committee of the American and Foreign
Anti-Slavery Society, had served in both the state assem-
bly and Congress, and was a close friend of the father of
future president Chester A. Arthur.

The legal arguments that would be employed in supe-
rior court, the General Term, and the Court of Appeals
followed the same general themes.?2 The pro-slavery
position maintained that slavery was constitutionally

CONTINUED ON PAGE 16
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protected, noting the Constitution’s three-fifths provi-
sion regarding a state’s slave population and the Fugitive
Slave Clause;23 the absence of the term “slavery” in these
provisions was dismissed as an insignificant artifice.
Property rights in slaves did not differ from those in
any other form of property,
including livestock and inani-
mate objects, and such prop-
erty was thus protected under
the Privileges and Immunities
Clause.* By virtue of the
comity existing between the
states, slave owners had the
right to transit free states with
this “slave property.” Finally,
it was maintained that to pre-
vent slave owners from pass-
ing through free states with
their slaves was a violation of
the Commerce Clause.

The absence of the term
slavery in the Constitution
indicated to opponents of
slavery that it was not con-
stitutionally protected. They
insisted that slavery was
against the law of nature, cit-
ing to Lord Mansfield’s deci-
sion in the famous Somerset
case.?> Because the states had
the unquestioned right to abol- 4/
ish slavery, the states alone &z
had the right to determine the
status of persons within their
jurisdiction. The anti-slavery position naturally refused to
view slaves as just another form of property, and argued
that the Privileges and Immunities Clause granted visitors
only those rights held by a state’s residents. As the report
on the 1841 assembly bill repealing the nine-months law
stated: “It would be strange indeed, if we were bound,
under this or any other clause, to vouchsafe to a citizen
of another State all the peculiar and especial rights and
privileges of the State, of which he is a citizen.”2¢ Thus, if
New Yorkers could not possess slaves in New York, nei-
ther could any visitor from a slave state. As for comity, its
application was discretionary, and New York’s firm anti-
slavery policy prevented granting it in the case of slaves
and their owners in transit. Finally, the Commerce Clause
was inapplicable, because local law governed a person’s
status after arrival in a state.

Lemmon differed in several important respects from
other cases involving the status of slaves brought into free
states. Most important, it was a clear-cut transit case; pre-
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vious cases where slaves were declared free by northern
state courts involved temporary residents,?” short-term
visitors,?® or individuals who were arguably fugitives.??
Also, unlike previous decisions, Lemmon did not involve
a single slave, but all of a visitor’s slaves, a southerner’s
most desirable form of property.30 Another factor was
that it was a decision by a court in a major port city, often
visited by southerners, upon
which the South relied econom-
ically, a dependence causing
much resentment as reflected
by a New Orleans newspaper’s
comment that New York was
“the centre of reckless specu-
lation, unflinching fraud and
downright robbery.”3!

The case of the Lemmon
slaves generated great interest
in New York City, particularly
among the black population.
Thus, when the case was argued
during the week of November
7, the New York Herald reported
that “the staircases and lobby
at City Hall were crowded to
excess. . .. [A]ln immense crowd
of colored persons was col-
lected manifesting the utmost
impatience to learn the result of
the trial.”32

When the arguments began,
the abolitionist lawyer Erastus
2 Culver maintained: “The provi-

sions of the common law are in

favor of the personal rights of

liberty and freedom of every
individual and unless you can overcome that presump-
tion by some positive local statute it must prevail and give
every man his freedom.” He stressed that the Lemmon
slaves were not fugitives, and had been brought into New
York voluntarily, not because their vessel had been forced
into port by bad weather. On the other side, Lapaugh and
Clinton argued that the repeal of the nine-months law
did not apply to slaves in transit, and that the Lemmons’
slave property should be protected by the privileges and
immunities granted by the federal Constitution, and by
virtue of the comity existing between the states.

When Judge Paine announced his decision on Saturday,
November 13, the courtroom was again filled, with many
persons crowding the corridors. In an opinion that the
Herald described as “very elaborate and careful,”33 Paine
ruled that the Lemmon slaves were free. He agreed that
slavery existed only by local law, that the Privileges and
Immunities Clause granted visitors only those rights
accorded residents, and that the Commerce Clause was



inapplicable to laws regulating or abolishing slavery.
The judge concluded: “The laws of the state of New York
upon this subject appear to me to be entirely free from
any uncertainty. In my opinion they not only do not
uphold or legalize a property in slaves within the limits
of the state, but they render it impossible that such prop-
erty should exist within those limits except in the single
instance of fugitives under the constitution of the United
States.”

Paine’s decision set off considerable celebration both
inside and outside the courtroom. The New York Times
reported: “Scarcely had his Honor pronounced the con-
cluding words, which decided the fate of the women and
the children, then there arose a wild hubbub, and cries
of ‘good, good,” and other expressions of approbation.
The crowd outside and inside the room, appeared to
be intoxicated with joy, and it was some minutes before
order could be restored.”3* The eight former slaves were
led from the courtroom by Louis Napoleon, placed in a
coach, and driven off amidst much cheering. One woman
spectator was heard to remark: “Oh, thank God and good
men.”35

Obviously, such sentiments were not shared by much
of the southern press. A Richmond paper complained
that Lemmon had been “plundered,” adding: “There can
be no more reason or justice in depriving Lemmon of his
slaves, than there would be in depriving Judge Paine of

his riding horse, should he happen to ride to this state.”36
Another called the decision “the most complete nullifi-
cation of the Constitution of the United States that has
ever taken place.”3” In New York, the Democratic Herald
characterized the decision as “a victory coerced by law,
not governed by justice,”3® while the pro-slavery Day
Book fumed that it was “the legal sanctioning of highway
robbery.”3? Reflecting the concerns of the merchant com-
munity, the Journal of Commerce warned: “[1]f New York
plants herself on her sovereignty while robbing citizens
of Virginia, we need not be surprised to hear of reprisals
in Virginia upon the property of New Yorkers,” adding
that “[t]he practical effect of this decision on the South
will be to increase the irritation already existing there,
and especially to injure, to a very considerable degree, the
trade of New York with that region.”40

In 1849, the value of New York City’s southern trade
was $76,000,000.4! Thus, it was hardly surprising that
it was once said of the city that without slavery, “[t]he
ships would rot at her docks; grass would grow in Wall
Street and Broadway, and the glory of New York, like
that of Babylon and Rome, would be numbered with the
things of the past.”42 As a result, the merchants consis-
tently strove to maintain good relations with the South
by donating to relief funds after numerous yellow fever
epidemics, and supporting other charitable causes. Most
important, they advocated tolerance of slavery, although
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many could hardly be described as admirers of that insti-
tution. As one merchant once told an abolitionist: “we
are not such fools as not to know that slavery is a great
evil, a great wrong. . . . [But] [i]t is a matter of business
necessity.”43

After the enactment of the highly controversial
Fugitive Slave Act of 1850, fear of sectional strife led 100
leading New York City merchants to form the Union
Safety Committee. It advocated vigorous enforcement
of the Act, but attempted to defuse tensions caused by
well-publicized returns of captured fugitives. In 1851, the
Committee engaged noted attorney George Wood to rep-
resent the owner of fugitive Henry Long, and then unsuc-

Lacking in social skills, he was
sometimes so mentally preoccupied

with legal matters that he ignored
greetings on the street.

cessfully attempted to purchase Long’s freedom after he
was returned to the South. The following year, under the
auspices of the Journal of Commerce, sufficient funds were
quickly raised to purchase the freedom of James Hamlet.
As previously noted, this effort was successful; Hamlet
was returned to New York and welcomed by a large
crowd at City Hall.

Similarly, the merchants moved swiftly to placate
southern opinion after Judge Paine’s decision. The Journal
of Commerce announced a subscription fund to reimburse
the Lemmons, and $5,290 was raised, $290 more than
Lemmon claimed the slaves were worth. Some of the
donors were motivated by sympathy for the Virginians,
who were described as less than prosperous, and by a
sense that there had “been a “meanness about [the] trans-
action,”#4 that Lemmon had been “robbed of his property
by trickery and the forms of law,”4> and because “a gross
injury [had] been done to a fellow citizen.”46 Heading the
list of donors was Judge Paine ($100) who had described
his decision as a “great misfortune” for the Lemmons.4”
(It was rumored among the abolitionists that Paine’s $100
donation had been given to him by the merchants.48)

Late in November, the merchants presented the
Lemmons with a sight draft for $5,000 payable on their
return to Virginia, the family having abandoned its plans
to settle in Texas. At the same time, the Lemmons agreed
to free the slaves, but only after the completion of legal
proceedings, since freeing them immediately would
prevent an appeal of Judge Paine’s decision. As for the
eight former slaves, despite predictions by the Day Book
that, unaccustomed to freedom, they would become as
“thieves, paupers, and prostitutes,”4? and the suggestion
by a Georgia paper that they would end up in New York’s
notorious Five Points,0 aided by $800 raised by the abo-
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litionists, they were already in the Elgin Settlement, a
fugitive slave community in Upper Canada.5!

Since the Lemmons had no further personal interest
in the case, and because both of their attorneys, Lapaugh
and Clinton, were reportedly busy with other legal mat-
ters,52 the case did not reach the General Term of the
supreme court until 1857. By then, two of the top attor-
neys in New York City had been drawn into the case. The
Virginia attorney-general engaged Charles O’Conor, an
Irish-Catholic, well known for his pro-slavery/pro-south-
ern views. The son of a rebel who fled Ireland after the
failed 1798 uprising, O’Conor overcame a poverty-strick-
en youth to become an affluent and successful attorney,
admired for his thorough preparation and extensive legal
knowledge. He was described by his Lemmon opponent,
William M. Evarts, as “a man without vanity . . . abso-
lutely hostile to every form of humbug.”53 Reportedly
lacking in social skills, he was sometimes so mentally pre-
occupied with legal matters that he ignored greetings on
the street. By the 1850s, O’Conor had handled numerous
high-profile cases, perhaps most notably the successful
representation of the wife of noted actor Edwin Forrest
in a long-running, hotly contested divorce proceeding.5*
Among his other well-known cases was Jack v. Martin,55
where he successful represented the owner of a fugitive
slave. Politically, O’Conor was connected to Tammany
Hall and the pro-southern Hard Shell/Hunker faction of
the New York Democratic Party. A strong unionist who
feared that abolitionism could result in southern seces-
sion, he was as convinced as any slave owner of black
inferiority and that slavery was a necessary and benefi-
cent institution.

William M. Evarts, O’Conor’s opponent, was brought
into the case by Chester A. Arthur, then a junior member
of the Culver law firm, to replace New York Attorney
General Odgen Hoffman. Born in Boston, Evarts was a
Yale graduate who had studied at the Dane Law School
and the Daniel Lord firm in New York City. Described as
“polished, self-possessed, [and] keen-witted,”>¢ Evarts
first gained a reputation in 1841 by serving as junior
counsel in the unsuccessful defense of a former slave
trader and notorious forger, but his later practice general-
ly involved representing bankers, merchants, and insur-
ance companies. His court appearances included several
instances where he opposed O’Conor, including the well-
publicized dispute over the will of wealthy merchant
Henry Parish,%7 and People ex rel. Wood v. Draper, where
Evarts successfully argued in the Court of Appeals for
the constitutionality of a controversial act that replaced
the Tammany Hall-controlled New York City police force
with one controlled by the state.58 Evarts was a former
Whig, and one of the founders of the New York State
Republican Party. Originally a supporter of the Fugitive
Slave Act, his opposition to slavery strengthened during
the 1850s, and “wandered into genuine passion.”>



By the time Lemmon reached the General Term, sec-
tional conflict over slavery had intensified. Many south-
erners were incensed by abolitionist activity in the North,
convinced that it was part of a wider plot by the British
(who had abolished slavery in their West Indian colo-
nies) to undermine slavery in the South.®0 Meanwhile,
anti-slavery northerners were outraged by the passage
of the Kansas-Nebraska Act in 1854, which opened the
federal territories to slavery and the subsequent efforts
by pro-slavery forces to make Kansas a slave state. Many
suspected that the aggressive “Slave Power” faction, not
satisfied with spreading slavery to the territories, would
use Lemmon to reestablish slavery in the free states, fulfill-
ing the boast of Robert Toombs, a United States senator
from Georgia, that he would someday call the roll of his
slaves on Bunker Hill.6!

In March 1857, opponents of slavery were further
angered and alarmed by the Dred Scott decision, which
contained the statements by former slave owner Chief
Justice Roger Taney that the Constitution treated slaves as
property which the government had a duty to protect,®2
and that blacks had “no rights which the white man
was bound to respect.”63 The abolitionist New York Daily
Tribune maintained that decision deserved “just so much
moral weight . . . as the judgment of a minority of those
congregated in any Washington bar-room.”¢4 In Albany,
an assembly report accused the Justices of “plac[ing]
themselves . . . in the front rank of pro-slavery propagan-
dism and offensive aggression upon the rights of the free
state.”65 The Legislature then passed a resolution stating
“[t]hat this state will not allow slavery within her bor-
ders, in any form, or under any pretence, or for any time
however short.”66

Lemmon was scheduled for argument before the
General Term in May 1857, but O’Conor and Evarts
favored a postponement because they wanted time to
study the as-yet-unpublished Dred Scott decision.6” The
oft-delayed argument finally took place in early October
before five supreme court justices. William Mitchell, the
presiding justice, was a graduate of Columbia College
elected to the court in the same Whig sweep that put
Judge Paine on the bench. Also present were Charles
A. Peabody, a participant in the founding of the new
Republican Party, and his fellow Republican Henry E.
Davies, the former corporation counsel of Buffalo. The
two remaining justices, Thomas W. Clerke and James
J. Roosevelt, were Democrats. The Irish-born Clerke,
a member of the Hard Shell faction, had visited New
York in 1823 after studying law in London, and decided
to stay. The Tammany-connected Roosevelt (Theodore
Roosevelt’s great-uncle), derided by conservative Whig
diarist Philip Hone as a “foolish piece of vanity,”® would
later demonstrate his attitude toward slavery when as a
United States district attorney he dropped slave-trading
charges against the crew of the ship Orion, and conducted

a less-than-vigorous prosecution of accused slave-ship
captain Nathaniel Gordon.®?

During the three-day General Term oral argument,
O’Conor maintained that slavery was permitted under
the common law, and that judges had no right to declare
it to be contrary to the “unconstitutional and imaginary”
law of nature.”0 He argued that New York’s ban on slave
transit violated the principles of comity, the Privileges and
Immunities Clause, and the Commerce Clause. Finally, he
claimed that “the general doctrines in Dred Scott’s case
must be maintained, their alleged novelty notwithstand-
ing.”71 Evarts and his co-counsel, abolitionist attorney
and prominent Republican Joseph Blunt, argued that
neither comity nor the Privileges and Immunities and
Commerce clauses required New York to permit slave
transit. Instead, it was maintained that New York “has the
right to reiterate the law of nature — to purge herself of an
evil that exists only in violation of natural right.”72

The relative merits of these arguments were essen-
tially in the eye of the beholder. The Day Book approv-
ingly published O’Conor’s pro-slavery remarks,”3 while
the Tribune maintained that O’Conor’s argument “from
beginning to end smacked of the lash,” and claimed that
Evarts and Blunt “spoke like lawyers, the representa-
tives of a learned and humane profession.”74 The opinion
that mattered, that of Justice Mitchell, handed down in
December, affirmed Judge Paine (who had died in 1853),
agreeing on all points with Evarts and Blunt. Tammany
Democrat Roosevelt alone dissented, but published no
opinion.

Presumably because of the Court of Appeals’s rap-
idly expanding caseload,”> Lemmon was not argued
there until January 1860. The Court then consisted of
four judges elected statewide, and four supreme court
justices assigned for one-year terms. The chief judge was
Democrat George F. Comstock of Syracuse, elected to the
Court in 1855 as the candidate of the anti-immigrant/anti-
Catholic Know-Nothing Party. Two judges, Democrat
Thomas Clerke, and Republican Henry E. Davies, had
concurred with Justice Mitchell when they heard the case
while serving on the General Term. Clerke was serving
as a temporary judge, while Davies had been elected as a
regular judge in 1859 after winning the Republican nomi-
nation because of his anti-slavery credentials.

Other Democrats on the Court were Samuel L. Selden,
a Hard Shell adherent from Rochester, who was elected
in 1855, and Hiram Denio of Utica. First elected to the
court in 1853, Denio was renominated in 1857 over the
objections of New York City Mayor Fernando Wood and
Tammany Hall (who were infuriated by the judge’s deci-
sion in the police department case), and then won a three-
way race against the Republican and Know-Nothing
candidates. At the Republican state convention, some
delegates, looking ahead to the Court’s ruling on Lemmon,
unsuccessfully backed Denio as their nominee, assuring
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their colleagues that he was against slavery and favored
state laws.”6 The remaining judges were Republicans:
William J. Bacon of Utica who reportedly “could not
tolerate the idea of human slavery”;77 William B. Wright
of Monticello, who during the tenant farmers’ anti-rent
war of 1845-46 had held court in a courthouse filled with
armed men; and Henry Welles from Penn Yan, a War of
1812 veteran and former Yates County district attorney.
Before a large audience at the Court of Appeals,
O’Conor, Evarts, and Blunt made essentially the same
legal arguments as in the General Term. O’Conor also
expounded at length on alleged black inferiority and the
benefits of slavery. His argument included an appeal to
patriotism: “I see not how any honorable American can
love his country or pretend to be a patriot and yet join in
this crusade against negro slavery — a crusade against
his country’s honor, peace and prosperity.”78 Here, he
referred to America’s traditional enemy the British, pro-
claiming, “Can he be a patriotic American who joins in

Wright, with his three fellow Republicans concurring,
called slavery “repugnant to natural justice and right,”82
and differed with Denio over the Commerce Clause,
maintaining that it did not affect the power of the states
over slavery. Hard Shell Democrat Clerke, whose attitude
toward slavery can be discerned in his comment that only
the “nervous and fastidious”8 would see any detriment
in permitting slave transit, reversed the position he had
taken in the General Term. Citing Dred Scott, he argued
that slaves were property protected by the Constitution,
and accordingly, the repeal of the nine-months law was
“directly opposed to the rules of comity and justice
which ought to regulate intercourse between the States
of this Union.”% Democrats Selden and Comstock, in
brief opinions that the New York Times mocked as “stump
speeches,”8 claimed that they had been unable to spend
enough time studying the case to write full opinions, but
that in their view, the repeal of the nine-months law was
a violation of justice and comity.

Evarts presented the court with a list of dire social and legal
consequences if slave transit were permitted. His approach

to Dred Scott was to argue that the case affirmed a state’s
control over the conditions of all persons within it.

the cry of [the British] against his country’s Constitution;
who joins with a foreign adversary in denouncing it as
a foul reproach to the name of humanity; as an outrage
against common decency?”7?

Evarts presented the Court with a list of dire social
and legal consequences if slave transit were permitted.
His approach to Dred Scott was to argue that the case
affirmed a state’s control over the condition of all per-
sons within it, and that statements such as Chief Justice
Taney’s notorious remark about blacks having no rights
a white man was bound to respect “are without any
application to the real inquiry of this court.”80 He also
included the warning that if the slave states continued
their attempt to spread slavery into the federal territories
and compel the free states to tolerate it, “catastrophe
may happen; this catastrophe will be, not the overthrow
of our common government, but the destruction of this
institution, . . . which will have provoked a contest with
the greatest forces of liberty and justice which it cannot
maintain, and must yield in a conflict which it will, then,
be too late to repress.”81

Denio’s lengthy majority opinion affirming the General
Term agreed with Evarts and Blunt on most issues, except
that it allowed that in certain instances the Commerce
Clause might require permitting the transit of slaves
through a free state. In a more strongly worded opinion,
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As previously noted, it was expected that the Supreme
Court would have the final say in Lemmon. A Georgia
newspaper optimistically predicted, “It is highly prob-
able justice will be rendered by that Court, in conformity
with its decision in the case of Dred Scott.”86 Conversely,
the Hartford Daily Courant warned: “The Lemon [sic] case
will now be carried to the Supreme Court in Washington,
and if the Shamocracy triumph in the Presidential con-
test in 1860, the ruling in all probability be reversed.”8”
The Courant editors’ fears about the case in the hands
of pro-slavery judges were realistic. In 1854, in Wheeler
v. Williamson, a pro-slavery federal judge ruled that the
repeal of Pennsylvania’s “six-months law” did not affect
the right of slave transit.88 Four years later, pro-slavery
judges on the California Supreme Court held that a
temporary resident retained ownership of a slave he’d
brought with him from Mississippi.8? In fact, a modern
commentator argues convincingly that Taney’s Court
could have ruled that New York’s ban on slave transit
was an “unconstitutional interference with interstate
commerce [and] . . . that the statute was also an abridge-
ment of the comity guarantees of Article IV.”90

As it was, the onset of the Civil War ensured that
Evarts and O’Conor would not argue Lemmon before the
Supreme Court.?1 O’Conor never changed his views on
slavery and, at the end of the Civil War, volunteered to



defend Jefferson Davis. During the 1870s, he participated
in the reformist crusade that brought down the Tweed
Ring. When he died in 1884, his funeral mass at the new
St. Patrick’s Cathedral was attended by many New York
legal notables. Evarts’s subsequent career included serv-
ing as defense counsel for Andrew Johnson during his
impeachment proceedings, representing the Republican
Party during the disputed Hayes-Tilden presidential
election, and serving as Hayes’s secretary of state and
as a United States senator; he died in 1901. As for the
Lemmons, whose ill-advised trip to New York produced
the controversial case, they settled in Botetourt County,
Virginia, and in 1860 were listed as the owners of four
slaves.?2

It has been claimed that “within the realm of state
action Lemmon represents the final development of the
law of freedom.”93 However, it has also been noted that
the Court of Appeals’s rejection of O’Conor’s constitu-
tional arguments for the slave owners “hardly consti-
tuted new law.”% Furthermore, the slave transit issue
did not, as Judge Clerke claimed, “consist of purely legal
questions.”? Instead, the case’s outcome was determined
by social and political factors existing in New York in the
decade preceding the Civil War. The ultimate position of
all the judges who ruled on the constitutionality of the
ban on slave transit conformed to their political affiliation
and/or views on slavery. Thus, what Lemmon does rep-
resent is the victory of a position based on morality and
human rights, unlike Dred Scott, where the Justices in the
majority were influenced by racist beliefs, and economic
and political considerations. |
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Correction:

In J. Michael Hayes’s article, “Are Medicare,
Medicaid, and ERISA Liens? Resolving ‘Liens’
in Personal Injury Settlements,” September 2007
Journal, note 22 referenced “So What’s ERISA
All About? A Concise Guide for Labor and
Employment Attorneys” and incorrectly attrib-
uted it to Mr. Hayes. That article, published in
the October 2005 Journal, was written by Stephen
E. Ehlers and David R. Wise.




BURDEN OF PROOF

Introduction

ttorneys practicing in the per-
Asonal injury field downstate

encounter within the five
counties of New York City a phe-
nomenon known as the “City Part.”
Justices in the City Part preside over
the pre-trial proceedings in cases in
which the City of New York, and
related municipal entities, such as the
Health & Hospitals Corporation, are
parties.

The advantages of a City Part include
allowing the Office of the Corporation
Counsel, where it represents the City or
other municipal defendant, to husband
its limited attorney resources in one
civil part in each county. The advan-
tages for the court system include the
ability to oversee and monitor these
same cases in one civil part on one
docket. It also provides the opportu-
nity for establishing procedures that
both streamline pre-trial proceedings
and ensure that the cases move to a
stage of trial readiness as quickly as
possible. The advantage for private
litigants involved in litigation with the
City is, perhaps, that in each particular
county there is uniformity in dealing
with these cases.

On the other hand, private litigants
must contend with extended waiting
time on both the pre-trial and trial
readiness calendars. In some counties,
the initial order at the preliminary
conference contains a supersedeas pro-
vision,! vacating all previously served
disclosure demands, and substituting,
by category of case (such as a slip
and fall on City property) uniform
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A Bronx Tale

disclosure demands. In addition, the
understandable familiarity that can
arise between court personnel and the
assistant corporation counsel appear-
ing everyday in the same City Part
causes some grumbling.

The dockets in City Parts can be
staggering. One anecdotal piece of evi-
dence: at a bar association event sev-
eral years ago I spoke with Justice Luis
A. Gonzalez, then presiding over the
Bronx City part and now sitting on the
Appellate Division, First Department,
who told me that he had approximate-
ly 3,000 cases on his docket.

Presiding over a City Part is a
Sisyphean task.

Disclosure in City Parts

One complaint that private litigants
have had in cases against the City
is that the City does not appear to
be held to the same requirements as
private litigants when it comes to the
timeliness and completeness of its dis-
closure obligations. Having provided
disclosure updates for many years, I
can remember reviewing the cases for
a given year, and it would seem to me
that, on motions for a disclosure pen-
alty pursuant to CPLR 3126, the City
had been given multiple chances to
cure a disclosure default, and seemed
to consistently avoid the penalty of
having its answer stricken.

I have also observed that this has
changed in recent years, with the
appellate divisions imposing disclo-
sure penalties when City Part trial
judges do not. Two recent cases from
the Second Department, and one from
the First, illustrate this trend.

In Kryzhanovskaya v. City of New
York,2 the Second Department modified
the order of the trial court, which had
declined to impose a penalty against
the City for failing to produce a wit-
ness. The Second Department inserted
language conditionally dismissing the
City’s answer unless the deponent
sought by the plaintiff was produced,
along with certain information relating
to a witness in the case. The Second
Department reminded litigants, and
their attorneys, that “[s]triking a plead-
ing is appropriate where a party’s con-
duct in resisting disclosure is shown
to be willful, contumacious, or in bad
faith.”3 The Second Department had
no difficulty ascertaining that the City
had acted in a manner warranting a
severe sanction:

In this case, the willful and con-

tumacious character of the defen-

dant’s failure to produce a wit-
ness for deposition can be inferred
from its continuing noncompli-
ance with two orders directing the
defendant’s deposition, repeated
adjournments of the scheduled
deposition dates, and inadequate

excuses for the failure to produce a

witness for deposition.4

The First Department imposed a
similar conditional order, accompa-
nied by a $10,000 sanction payable to
the plaintiff’s counsel where:

Defendant’s response to the myri-

ad discovery orders entered in this

action over the course of some two

years has been inexcusably lax.

While discovery has trickled in

with the passage of each compli-

ance conference, the cavalier atti-
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tude of defendant, resulting as it
has in substantial and gratuitous
delay and expense, should not
escape adverse consequence.”

Of course, the orders were still con-
ditional ones.

Notsoin the next Second Department
decision, Maiorino v. City of New York.6
Acknowledging that actions should be
resolved on the merits wherever pos-
sible, the Second Department reversed
the trial court and struck the answer of
the City:

Here, the defendant’s willful and

contumacious conduct can be

inferred from its repeated fail-
ures to comply with court orders
directing disclosure and the inad-
equate excuses offered to justify
the defaults. Accord that branch of
the plaintiff’s subsequent motion
which was to strike the answer
should have been granted, and the
matter is remitted to the Supreme

Court, Kings County, for an inquest

on the issue of damages.”

At the same time, the message from
the Court of Appeals that disclosure
orders and rules are to be obeyed$
is having its intended effect, and the
appellate courts have taken to prod-
ding trial judges to be more proactive
in overseeing disclosure.

Recently, in Figdor v. City of New
York, the First Department went out of
its way to make clear its displeasure
with a trial court that allowed the
defendant in an action to engage in
dilatory conduct:

We take this opportunity to encour-
age the IAS courts to employ a
more proactive approach in such
circumstances; upon learning that
a party has repeatedly failed to
comply with discovery orders,
they have an affirmative obliga-
tion to take such additional steps
as are necessary to ensure future
compliance.?

A City Part Paradigm

For some years the City Partin Supreme
Court, Bronx County, has been pre-
sided over by Justice Paul A. Victor.
In a number of published opinions

during his tenure in that part, Justice
Victor has consistently held the City
to the same disclosure standards as
the private litigants appearing before
him. This body of case law provides a
model of evenhandedness worthy of
the highest form of flattery known in
our legal system — theft in the form of
copying elsewhere.

For example, in Rampersad v. New
York City Dep’t of Educationl® after
the defendant failed to provide dis-
closure in response to a Preliminary
Conference Order and an order follow-
ing the plaintiff’s first motion to com-
pel, the plaintiff made a second motion
for the same disclosure. The motion
was referred to Judicial Hearing Officer
(JHO) Giamboi, who recommended
that all deposition dates be resched-
uled, and further recommended that, if
the defendant failed to produce its wit-
ness for deposition, its answer would
be stricken. Justice Giamboi’s recom-
mendations were adopted by the court,
the defendant failed to produce its wit-
ness for deposition. The court held that
the terms of the conditional order had
become absolute, and the defendant’s
answer was stricken.

The defendants have not demon-
strated an entitlement to be relieved
from the terms of the condition-
al order. To the extent there has
been some degree of compliance
with the terms of the conditional
order, that compliance constituted
only the act of waiving the deposi-
tion of the plaintiff an issue that
could have been resolved prior
to the making of the motion, the
holding of the hearing before JHO
Giamboi, and the necessity of fur-
ther appearances and submissions
to determine compliance with the
conditional order.
Moreover, there was never any
issue as to the plaintiff’s availabil-
ity for depositions. The problem
is, and was, the failure to produce
the defendants” building services
staff. That deposition has still not
been completed, and no justifiable
excuse has been advanced for the
failure to provide discovery.!1
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In Miller v. The City of New York,12 the
plaintiff was forced to move five times
for disclosure and, when the defen-
dant failed to comply with the final
order, which was a conditional order
of dismissal, the defendant’s answer
was stricken, with the court character-
izing the defendant’s belated efforts
to comply as “too little, too late.”13 In
addition, a monetary penalty of $2,500,
on top of a prior $500 penalty, was
imposed to reimburse the plaintiff’s
counsel $500 for each motion brought
to compel disclosure.

In Santiago v. City of New York4 it
was the plaintiff who failed to provide
disclosure despite one defendant hav-
ing made four prior motions, each
resulting in an order directing the
plaintiff to disclose, including a final
conditional order.

Plaintiff has not only failed to com-

ply with the preliminary conference

order, and multiple interim orders,
but also with the final conditional
order which granted him an addi-
tional generous extension of time
within which to comply. Moreover,
counsel for plaintiff now presents
this court with a totally frivolous
and disingenuous motion which
seeks an additional extension

based on, among other things, a

false claim that defendants’ caused

the delay. Since the conduct of the

plaintiff herein appears to be even

more egregious than that in Figdor,
, the
ultimate sanction, dismissal of the
complaint is warranted.15

Belton and Rampersad . . .

In addition to the dismissal of the
plaintiff’s complaint, the courtimposed
a $500 monetary penalty, per motion,
per defendant, to reimburse the defen-
dants for legal fees incurred in making
those motions.16

In Puglsey v. City of New York,'7 a
conditional order dismissing the com-
plaint, and a $500 monetary penalty,
was levied upon a plaintiff who failed
to appear for a deposition pursuant
to the preliminary conference order,
failed to appear on the adjourned date
requested by the plaintiff, and failed to



respond to the defendant’s good faith
letter.

Where the parties disputed who
was responsible for adjourning the
deposition of the defendant’s witness,
the court conducted a hearing, with
both sides producing witnesses with
knowledge of the events leading to
the adjournment. At the hearing, the
witness for the defendant acknowl-
edged that the City requested the final
adjournment, in violation of the court’s
conditional order, and the defendant
was precluded from putting in any
testimony on the issue of liability.18
In addition, the court imposed a mon-
etary penalty of $1,500 upon the defen-
dant to reimburse the plaintiff for the
additional motion practice.??

Where the defendant, post-note of
issue and approximately seven weeks
before trial, belatedly produced certain
disclosure that had previously been
demanded, and identified a surprise
witness, the court denied the plain-
tiff’s request to strike the defendant’s
answer, but precluded the use at trial,
of the belatedly produced disclosure.20
The court was not persuaded by the
defendant’s explanation for the late
witness exchange:

The surprise witness, Mr. Bress,
appears to be both an eyewitness
and a notice witness under the
authorities cited above. The only
excuse offered by defendant for
not identifying the witness in a
timely manner was that the defen-
dant has a heavy caseload. Under
the circumstances presented, this
excuse is insufficient in view of the
nature of the untimely disclosure,
which goes to the very heart of the
issues involved in this action.2

A final decision of Justice Victor
addresses what he titled “A Recurring
Problem Requiring a Proactive
Solution.”22 The problem? “There
appears to be an increasing ‘inability’
on the part of some municipal depart-
ments and agencies to locate and pro-
vide public records which are clearly
discoverable.”23 The court imposed a
conditional order of dismissal upon
the City, with dismissal to occur

unless, within 30 days, the records
were turned over. So far, nothing out
of the ordinary.

However, the court took the time
to systematically review, and propose
a method for addressing, documents
that cannot be found:

When Records Cannot Be Located:

The City is cautioned that, in the
event said records cannot be locat-
ed, that an affidavit, which com-
plies with the conditions set forth
herein, must be served on plaintiff
and filed with the court. Said affi-
davit must be made by the cus-
todian of such records or by such
other person duly designated by
law to be a substitute custodian or
person charged with the obligation
to preserve, maintain, store and
search for said records. At a mini-
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mum said affidavit must include
the following information:

(1) Official Custodian/Qualifica-
tions of Affiant. The affiant must
be either the Official Custodian
or otherwise qualified person that
has been given the authority to
conduct such search. The Official
Custodian and the qualifications
of the affiant (if not the official
custodian) must be identified and
described in detail. In addition,
a copy of the law, rule or other
document pursuant to which said
affiant was designated and autho-
rized to conduct said search must
be appended;

(2) Diligent Search Efforts.

The affiant must provide a detailed
description of the “diligent and rea-
sonable efforts” made to locate and
produce said reports and records

At Stewart, we believe that property ownership can change the world
for the better. And for over a century, we've provided the financial
strength and underwriting expertise to support your business.

You need a partner that knows the ins and outs of commercial real
estate — and how to get past the challenges that can arise. For every
step of the real estate transaction, Stewart is here.

Corporate Headquarters (800) 433-0014

Title Associates (212) 7568-0050
Syracuse (315) 474-5263
Monroe Title (800) 966-6763
www.stewartnewyork.com

NYSBA Journal | November/December 2007 | 25




including the date, time and place
for each search conducted;

(3) Reason For Absence.

The affiant must provide a mean-
ingful explanation as to why the
said reports and records are not
now available; and that explana-
tion, at a minimum, must include
the information set forth, below;
(4) The Chain of Custody.

The affiant must provide the
identity of the person or persons
who created the said reports and
records as well as all other persons
in the authorized chain of custody;
and if unknown an explanation
must be provided;

(5) Last Known Possessor.

The affiant must provide the iden-
tity of the person last in possession
of same; and if unknown, an expla-
nation must be provided;

(6) Storage Locations.

All of the authorized locations
where such reports and records are,
or should have been, preserved,
maintained and stored in accor-
dance with the applicable rules and
regulations must be identified;

(7) The Applicable Rules and
Regulations.

All Rules and regulations relating
to the preservation, maintenance

and storage of reports and other
records, made by an employee or
other person charged with the obli-
gation to make the said report and
record, must be identified and a
copy of said rules and regulations
must be made available and/or
appended as an exhibit.Z4

The court also specified the steps
the defendant was to take when docu-
ments were located:

When

records and reports are found they

discoverable business
must be made available, together
with a certification, which com-
plies in all respects with CPLR
Rule 3122(a) set forth above.2>
This model is a significant contribu-
tion to the bench and bar.

Conclusion

All tales have an end, and this one
is no exception. Approximately one
week after writing the Lewis decision,
Justice Victor was transferred out of
the City Part. We hope the practical
and fair supervision of disclosure that
evolved during his tenure in the City
Part will remain. |
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New Scrutiny on Tax
Deduction of Settlements

By Robert W. Wood

of guidance. There are various types of regulations

(final, proposed, and temporary), revenue rulings,
private letter rulings, field service advice, notices, actions
on decision, technical advice memoranda, audit guide-
lines, and so on. All of these pieces of guidance are not
of equal weight and some are, technically speaking, not
even treated as authority. The truth is that tax practitio-
ners read and rely on much of this guidance regardless of
its denomination.

Indeed, it has been more than a quarter century since
the U.S. Supreme Court cited to letter rulings.! There was
considerable hubbub after that and the Service has taken
steps to try to make it less likely that taxpayers will rely
on informal guidance. Through nearly endless litigation
under the Freedom of Information Act, tax analysts have
done an incredible job of freeing up this information from
the IRS when, at times, the IRS has shown indications it
only wants to make certain guidance public.2

The Internet offers virtually everyone access to an
incredible array of official as well as unofficial informa-
tion. Today, I find that even fairly unsophisticated clients
are reading IRS guidance. Not too many years ago only
tax professionals had ready access to such information.
As a result of this evolution of information accessibility
there is a tendency to become overwhelmed and thus not
to wade through certain regulation releases, proposed
legislation and unofficial guidance like audit directives
(e.g., private letter rulings). The sheer volume of what
there is to read has a chilling effect on what many of us
do read. Becoming a selective reader may be a modern

The Internal Revenue Service issues a dizzying array
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survival skill. Yet, with the increasing importance of mak-
ing payments to the government, it would be wise to read
the government’s latest foray into the high-stakes topic of
government settlement deductibility.

Not Freud's IDD

On May 30, 2007, the Service released an Industry
Director Directive (IDD) on the tax deductibility of
government settlements. The directive comes from the
IRS’s Large and Mid-sized Business Division (LMSB). It
is labeled “Directive Number One,” which, presumably,
means there may be others.3 Because it is formatted as
a memorandum, the “from” line reads “John Risacher,
Industry Director, Retailers, Food, Pharmaceuticals and
Healthcare.” The memo is directed to “Industry Directors,
Director, Field Specialists, Pre-filing and Technical
Guidance, Director, International Compliance Strategy
and Policy, and Director of Examination, SBSE.”

The IDD provides field direction as to the deduct-
ibility of settlements with a government agency. The
battleground is the Maginot line between deductibility as
a business expense on the one hand and a nondeductible
fine or penalty treatment under 26 U.S.C. § 162(f) on the

Rogert W. Woob practices law with Wood & Porter in San Francisco and
is the author of Taxation of Damage Awards and Settlement Payments.
Mr. Wood's practice focuses primarily on corporate, partnership and
individual tax matters. He received his law degree from the University of
Chicago and an undergraduate degree from Humboldt State University.




other. It is hardly surprising that the government would
be looking at this question. After all, one cannot walk by
a newsstand without the latest government settlement
screaming its presence from the headlines; the govern-
ment counts on an in terrorem effect on others in this
respect.

Oddly enough, the IDD is not clear on its face. It
elevates deductions claimed for False Claims Act and
EPA cases to Tier I issue status. Tier I issues are of high
strategic importance to LMSB and are supposed to have
a significant impact on one or more industries. The fact
that the IDD now treats these settlement deductions as
Tier I issues is significant, and makes the IDD of greater
importance.

The background of this IRS memorandum sets the
stage. Settlements are enforcement tools used by gov-
ernmental agencies to resolve violations of law and to
punish companies short of going to court. According to
the IRS, the settlement payment can include compensa-
tory amounts, punitive payments or a combination of
the two. Settlements addressed in this memorandum
include those with the Department of Justice under the
False Claims Act and with the Environmental Protection
Agency (EPA) for supplemental or beneficial environ-
mental projects. Yet the preamble to the IDD states that,
outside the context of Department of Justice (DOJ) and
EPA settlements, its principles can apply to any settle-
ment between a governmental entity and a defendant
under any law in which a penalty can be assessed. Note
that this penalty “can” be assessed, not that it actually will
be assessed or that it has been assessed.

Additionally, it is not surprising that the Government
Accounting Office (GAO) suggests that most taxpayers
deduct the entire civil settlement amount, despite the fact
that DOJ records reveal that almost
every settled case includes substan-

As final details of the $615 million settlement were ham-
mered out, tax issues took center stage. In July 2006,
Senators Grassley, McCain, and Warner sent a letter to
Attorney General Alberto Gonzales expressing outrage at
the possibility that Boeing could deduct the $615 million.
Allowing the Boeing settlement to be tax deductible, the
senators said, would result in “leaving the American tax-
payer to effectively subsidize its misconduct.”>

The three senators made it clear they were shocked
and outraged about the possibility that Boeing could
legitimately whittle down the net after-tax “penalty”
with a deduction that effectively is a taxpayer’s expense.
McCain and Grassley had raised similar concerns in 2003
about a $1.4 billion settlement with several Wall Street
firms involved in allegedly biased reports issued by their
research departments.6 Some of that huge settlement was
deductible. Indeed, $432.5 million of it went to finance
independent research and $80 million of it was to finance
investor education programs.”

Interestingly, a GAO study found that four large
federal agencies (including the Justice Department) do
not negotiate with companies over whether settlement
payments are tax deductible. Instead, the GAO said, the
agencies believe that is the IRS’s job.8 On July 18, 2006
Senator Grassley questioned Gonzales:

I am very troubled that . . . DOJ was completely
blind as to the real amount of the penalty, that is, the
after-tax amount. To have a situation where the fed-
eral government is negotiating a settlement without
understanding what the real settlement amount will
be, the after-tax amount, is embarrassing. . . . It is actu-
ally worse that DOJ doesn’t even know what the tax
treatment is of the Boeing settlement. It tells me that
DQJ lawyers gave away 35 percent of the store without

tial penalties. Settlement may be all

about issues of perception. Plainly,
the payor and the payee settling a
dispute may not agree on everything,
including the degree of exposure the
payor faces for potential fines and
penalties.

Publicity Wars

The IDD also reveals that the gov-
ernment settles cases without regard
to the tax consequences of a pay-
ment, which hardly seems a revela-
tion. Recall the huge flap that devel-
oped over Boeing’s 2006 settlement
and its tax benefits. In mid-2006,
Boeing settled the largest “penalty”
ever imposed on a military contractor
for weapons program improprieties.*
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even knowing it. And let me make sure you under-
stand one matter, the tax law in this area is quite clear:
a fine or penalty is not deductible. If the government
clearly states it is a fine or penalty, it is not deductible.
It is when the lawyers start getting out their sharp pen-
cils to find the gray areas that the trouble starts.?

The Justice Department formally responded to
Grassley, stating that the Boeing settlement had been
fully signed on June 30, 2006, which was before Grassley
waged his complaint. The Justice Department also noted
that, as a matter of policy, its agreements are “tax neutral”
and leave the difficult issues of deductibility to the exper-
tise of IRS tax lawyers. In fact, the Justice Department
letter to Grassley went on to state:

It is the Department’s policy and practice in settling
fraud investigations to remain tax neutral and defer
those issues to consideration by the IRS after settle-
ment. The Department and the IRS agreed some time
ago that this approach was both practicable and
appropriate. . . . As a general matter, compensatory
damages are deductible while penalties are not. The
Department and the IRS have devised a system that
routinely provides the IRS the information it needs
to ensure that taxpayers are treating their settlement
payments properly. Indeed, this information-shar-
ing arrangement is consistent with the Government
Accountability Office’s recommendation that the IRS
“work with federal agencies that reach large civil
settlements to develop a cost effective permanent
mechanism to notify [IJRS when such settlements
have been completed and to provide IRS with
other settlement information that it deems useful
in ensuring the proper tax treatment of settlement
payments.”10

Responding to public attention, Boeing announced that it
would not seek tax deductibility for the settlement — even
though the bulk of the settlement is arguably deductible.
Grassley responded:

It’s good Boeing won't seek a tax deduction for its
$615 million settlement. That’s the right decision.
However, Boeing’s lawyers believed the settlement
was tax deductible. This tells me Department of Justice
lawyers failed to take into account the settlement’s tax
treatment and allowed Boeing’s lawyers to effectively
negotiate a 35 percent discount. Any junior lawyer
knows to look at a settlement’s tax treatment, yet
Justice lawyers were asleep at the switch. That’s inex-
cusable. The Justice Department has to pay attention
to the tax treatment in these big settlements. . . . I'm
glad we have this result, but we need the right result
every time. For that to happen, the Justice Department
has to do a better job of paying attention to the tax
consequences of settlements. In the meantime, I'll keep
working to advance my legislation clarifying what is
and isn’t deductible in settlements.11
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Settlements and Taxes

It is difficult to read the IRS’s recent IDD without reflect-
ing on the controversy over Boeing’s 2006 settlement.
Perhaps the IRS memorandum stating that the govern-
ment does not pay attention to tax language is meant
to be defiant. In any case, the IDD states that settlement
language is typically neutral as to whether a portion of
the settlement constitutes a penalty.

Interestingly, up until some point in 2005, many DOJ
settlement agreements apparently included a statement
that “[t]he parties agree that this agreement is not puni-
tive in purpose or effect.” As a taxpayer, that would make
me think the payment is entirely compensatory. The IRS,
on the other hand, suggests that this phrase relates to
double jeopardy under the Constitution and has no bear-
ing on tax issues.!2

The memorandum notes the nature of Department
of Justice and EPA settlements in cursory fashion. With
respect to the EPA, the IDD notes that a portion of the
civil penalty that was proposed for an environmental vio-
lation is typically reduced in exchange for the company’s
agreement to perform a Supplemental Environmental
Project (SEP). The memorandum notes that most defen-
dants will deduct the entire amount of the SEP as a § 162
expense or they will capitalize it and claim depreciation
deductions. Evidently, treating a portion as a nondeduct-
ible penalty is rare.

Turning to the False Claims Act, the stakes are even
larger. Settlements and judgments between 1987 and 2006
totaled over $18 billion, with $9 billion of this amount
between 2001 and 2006 alone. Here again, the concern is
what portion of these whopping payments defendants
are deducting. Over 75% of the settled cases involve
health care fraud. Approximately 14% of the FCA cases
involve defense contractors. The remaining 11% involve
a broad range of other industries.

Issue Spotting and Mandatory Audits

The memorandum states flatly that examination is man-
datory for FCA settlements of $10 million or more and
for SEP projects of $1 million or larger. Payments below
these thresholds are not necessarily exempt. Examiners
are directed to use a risk analysis process to determine
if settlements and projects below these thresholds merit
examination.

Sensibly, the memorandum directs that the govern-
ment attorneys involved in these settlements should
be key contacts in coordinating interviews and request
for records relevant to the particular settling taxpayer
involved. Since the identity of these companies is typi-
cally no secret (most are covered by the media), the
memorandum advises consideration to pre-filing agree-
ments with the taxpayer. The pre-filing agreement project
may substantially cut back on what the Service perceives



as a trend in favor of immediate and 100% deductibility
for these settlements.

Nondeductible Fines and Penalties

The memorandum reviews the language of §162(f) and
its regulations. Section 162(f) states succinctly that “no
deduction shall be allowed . . . for any fine or similar pen-
alty paid to a government for the violation of any law.”
The regulations define fines and penalties as amounts

paid pursuant to a conviction or a plea of guilty (or

nolo contender) for a crime (either felony or mis-

demeanor) in a criminal proceeding; paid as a civil

penalty imposed by federal, state or local law; paid in

settlement of the taxpayer’s actual or potential liability

for a fine or penalty (again, civil or criminal).13
Significantly, legal fees are exempt from this strict regi-
men. Legal fees, related expenses paid, or those incurred
in defending a prosecution or civil action arising from a
violation of the law imposing the fine or civil penalty are
deductible.14

Whether a payment constitutes a nondeductible fine
or penalty depends on the purpose the specific pay-
ment was meant to serve. That, of course, is a tall order
where payments are made in a negotiated settlement. Yet,
the IDD mentions several technical advice memoranda
(TAMs), including 200502041.15 That TAM allocates a
False Claims Act settlement between a portion treated as
nondeductible under § 162(f), and a portion deductible as
compensatory damages.

In another TAM (No. 200629030),16 the Service con-
cluded that a portion of the costs incurred for the per-
formance of an environmental project was comparable
to a nondeductible fine or similar penalty under § 162(f).
That meant this portion of the cost of performing the
environmental project could not be included in the basis
of the assets produced in the project (under 26 U.S.C.
§ 263A or 1012).

Although the IDD cites these TAMs, perhaps as
evidence that such nitty-gritty allocation issues can be
solved, the line between compensatory and noncompen-
satory fines can be difficult to discern. Predictably, the
taxpayer has the burden of establishing the deductibility
of any payment.

Motive of Payments

Proving motive is tough but relevant here. It may be diffi-
cult for the taxpayer to show that a fine is imposed with a
compensatory motive. Indeed, how does one find out the
motive of the government on any subject? How high the
stakes are, of course, depends on the size of the fine and
the degree to which it is likely to be recurrent.

Several cases are particularly important in explor-
ing the purpose of a payment. The IDD mentions Talley
Industries, Inc. v. Commissioner,17 and it is worthy of note.
There, a company and several executives were indicted

Proving motive
is tough but relevant here.

for filing false claims for payment with the federal gov-
ernment. The Navy contracts in question allegedly result-
ed in a loss to the Navy of approximately $1.56 million.
However, because of various potential liabilities, the set-
tlement between Talley and the Justice Department was
$2.5 million. When the company deducted that amount,
the IRS asserted that the settlement was a nondeductible
fine or penalty.

The Tax Court granted summary judgment for Talley,
holding that the settlement payment was not a fine or
penalty, except for a very small amount ($1,885) that was
deemed restitution. The Tax Court found the government
had never suggested that it was attempting to exact a civil
penalty. Noting that $2.5 million was less than double
the alleged $1.56 million loss, the court inferred that the
settlement was not intended to be penal or punitive, but
rather to be compensatory.

Unfortunately for the taxpayer, the Ninth Circuit
then reversed and remanded the case, concluding that
there was a material issue of fact and that the matter was
not ripe for summary judgment. It is useful to review
the instruction the Ninth Circuit gave to the court on
remand:

If the $940,000 represents compensation to the govern-
ment for its losses, the sum is deductible. If, however,
the $940,000 represents a payment of double damages
[under the False Claims Act], it may not be deduct-
ible. If the $940,000 represents a payment of double
damages, a further genuine issue of fact exists as to
whether the parties intended payment to compensate
the government for its losses (deductible) or to punish
or deter Talley and Stencel (nondeductible).18

On remand, the Talley case is extraordinarily detailed,
referring to extremely specific findings of fact about many
of the developments occurring during the settlement of
the case. The Tax Court resolved the question of whether
the parties intended the settlement to include double
damages under the False Claims Act. Even though the
settlement agreement was silent on that point, the Tax
Court concluded that reflected the parties” intent.

Then, the Tax Court turned to the question of whether
the $940,000 double damage payment was intended to
compensate the government for its losses, to deter or to
punish. The taxpayer and the government were polarized,
the taxpayer arguing that no portion of the $940,000 could
be considered a penalty and the government arguing that
the entire amount was a penalty. The issue was whether
the amount was intended to reimburse the government
for losses. The taxpayer noted that the government’s
actual losses exceeded $2.5 million, so the $940,000 was
merely a portion thereof and had to be regarded as a
reimbursement.
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Nevertheless, the Tax Court was not persuaded by the
wholesale nature of the payment; it noted that the settle-
ment was a compromise of numerous issues. There was
correspondence about the settlement offers, and the tax-
payer had attempted to state in the settlement agreement
that the amounts would be treated as restitution. That the
government rejected this proposal led the Tax Court to
conclude that the taxpayer failed to carry its burden of
showing an intent to remediate.

For a second time, the Talley case went to the Ninth
Circuit. There, in a brief opinion, the Ninth Circuit
reviewed de novo the Tax Court’s conclusions of law and
its factual findings for clear error. Finding no error in
the Tax Court’s ruling, the Ninth Circuit again held that
Talley failed to establish the compensatory nature of the
disputed settlement.1?

Nondeductibility was also the order of the day in
Allied-Signal.20 As the IDD notes, taxpayers make every
attempt to avoid penalty characterization and to empha-
size the remedial effects (or intent) of the payments.2! In

the taxpayer a deduction, the Allied-Signal court went
on to say, “would be to exalt artifice above reality and to
deprive the statutory provision in question of all serious
purpose.”22

Audit Techniques

The audit techniques discussion in the text of the IDD is
fairly breezy, noting that the facts and circumstances need
to be developed and determined. But, the IDD includes
audit guidelines as attachments, one set of guidelines
regarding False Claims Act settlements, and another for
EPA cases.

False Claims Act Settlements

The audit guidelines begin with the premise that almost
every taxpayer deducts the entire amount of each False
Claims Act settlement. Yet, the guidelines assert that a
portion generally represents a penalty. To determine if a
penalty has been imposed and to what degree, the guide-
lines require two primary questions to be answered: (1) Is

With these obvious questions, the guidelines exhort the
examiner that the taxpayer must bear the burden of proving that
it is entitled to deduct any portion of the settlement amount.

addition to other payments, Allied-Signal made an $8
million payment into a nonprofit environmental fund.
The Tax Court determined that the entire payment to
the endowment fund was nondeductible because the
payment was made with the virtual guarantee that the
sentencing judge would reduce the criminal fine by at
least that amount. The Tax Court rejected the company’s
argument that the payment was not a fine or penalty
because it did not serve to punish or deter, concluding
that the payment served a law enforcement purpose, not
a compensatory one.

Warning Signal

It is not surprising that the government victory in Allied-
Signal features prominently in the IDD. The court’s
understanding in Allied-Signal that the proposed $13
million criminal fine would be reduced by the $8 million
contribution led the Tax Court to famously hold that the
$8 million payment was in substance a fine or similar pen-
alty that was nondeductible under § 162(f). In our current
era of increased focus on substance over form, and given
the anti-tax shelter rhetoric that often now permeates tax
cases, Allied-Signal was ahead of its time.

In fact, the IDD quotes Allied-Signal. The court sounded
prophetic in stating that “while the form of the payment
does not necessarily fit within the letter of Section 162(f),
in substance petitioner paid a criminal fine.” Allowing
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a portion of the settlement payment a penalty, and there-
fore not deductible? (2) What amount is the penalty?

With these obvious questions, the guidelines exhort
the examiner that the taxpayer must bear the burden of
proving that it is entitled to deduct any portion of the
settlement amount. Examiners are told that DOJ press
releases are issued on practically every case and are avail-
able on the DOJ Web site. Additionally, national and local
newspapers are helpful. The organization “Taxpayers
Against Fraud” gets an indirect plug because examiners
are told that the Taxpayers Against Fraud Web site touts
every settlement.

Once the case is identified, the procedure is for
the Service to contact the DOJ and the examining IRS
employee then acts as liaison to the DOJ attorney who
handled the case. Interviews, requests for records, and
other protocols follow. Although the guidelines say that
no two cases are identical, the template for document
requests implies that all communications between DOJ,
the defendant, and its representatives and employees (let-
ters, memos, e-mail, etc.) are needed.

Significantly, the guidelines state that initial letters
often formalize the position of the DOJ that “multiples”
will be included in any settlement reached. The critical
documents also include all computations and settlement
proposals made by either side, in addition to everything
that led up to the resulting settlements. As to the meaning



of “multiple,” the guidelines make clear that DOJ uses
this term when it means “penalty.”

Predictably, any correspondence which addresses tax
consequences is critical. The guidelines note that “it is
rare for this subject to be addressed, however, the request
for this type of correspondence needs to be made.”
Interestingly, discussions between the DOJ and the rela-
tor in the False Claims Act case (and the relator’s attor-
ney) are also likely to be requested. It is hard to see how
the interaction with the relator is relevant, but perhaps
the Service is looking for a reference to “multiples” or
other buzzwords.

Although audit guidelines need not contain taxpayer
arguments, it is noteworthy that these guidelines indicate
that taxpayers frequently argue that a total settlement
was to compensate the government for losses such as
over-billing. If the settlement is (as almost always occurs)
less than the initially publicized amount of the govern-
ment losses, taxpayers (predictably) argue that since the
settlement is less than the losses DOJ reported, all of the
settlement must be “singles” and thus compensatory and
deductible.

In response, the audit guidelines state: “This argu-
ment has no real merit as it is not factually based and it is
not representative of the final settlement agreement.”23 It
is at this point in the audit guidelines that they reference
the ostensibly red herring phrase included in most DOJ
settlement agreements written prior to June, 2005. The
offending (now deleted) phrase is: “The parties agree
that this agreement is not punitive in purpose or effect.”
Taxpayers understandably argue that this sentence means
what it says, but the IRS audit guidelines state that DOJ
had included this phrase relating only to double-jeopardy
under the Constitution, and that it has no meaning for tax
purposes.2*

EPA

The audit guidelines for environmental violation enforce-
ment settlements begin with a description of the EPA
penalty framework. EPA settlements are far more likely
to expressly address tax issues than False Claims Act
cases. Indeed, there is often a consent decree lodged in
federal court that expressly includes three major compo-
nents: (1) a civil penalty amount that is separately stated
and typically designated as nondeductible for income
tax purposes; (2) injunctive relief that covers compliance
projects; and (3) Supplemental Environmental Projects
that are voluntary projects incorporated into a consent
decree in order to negotiate a significant reduction in
proposed penalties.

According to the audit guidelines, only a portion
of the SEP will typically be used to reduce the penalty
amount. Thus, the actual amount paid for an SEP and a
reduced penalty may total to a figure greater than paying
the original proposed civil penalty. The big question for

the auditor in these cases becomes how to determine the
penalty amount that is mitigated (or forgiven) as a result
of the taxpayer agreeing to perform an SEP.

The audit guidelines assert that sometimes this
amount can be readily ascertained in the body of the
consent decree. Other times, extensive factual develop-
ment of negotiation history must be conducted. The audit
guidelines suggest that the examiner should contact the
Environmental Technical Advisor once it is clear the tax-
payer has agreed to perform an SEP. At this point, com-
plete copies of files, correspondence, and accompanying
documents are solicited from the taxpayer, the EPA, DOJ,
and other parties in the matter. Any penalty exposure
computations prepared by the EPA, the taxpayer or the
taxpayer’s representative are solicited.

Using Allied-Signal as a springboard, the memoran-
dum concludes with the IRS’s summary position that:
(1) the taxpayer may not deduct the portion of costs
incurred in performing an SEP that is “an amount analo-
gous to a nondeductible fine or similar penalty” under
§ 162(f); (2) the taxpayer may not include in the basis of
assets it produces the portion of the SEP cost that is “an
amount analogous to a fine or similar penalty”; and (3)
for FCA cases, the question is whether the settlement
includes a nondeductible penalty, and that determination
can only be developed through communication, coordi-
nation and cooperation between the IRS and the DOJ.

Conclusions

These summary conclusions in the IDD are ultimately not
very helpful, but they are just snippets. The big question
for EPA cases becomes just what is an amount “analo-
gous” to a fine or similar penalty. With slightly different
verbiage, the same question applies to FCA cases. Despite
Senator Grassley’s exhortations, if the Justice Department
(and the EPA) does not attempt to address the pertinent
tax questions, then these issues are probably not going to
be any easier to resolve.

The audit guidelines, and the intense focus on factual
development, suggest there will be a greater emphasis on
the legal background and dynamic of the dispute than
ever before. What does seem clear is that the IDD’s focus
on getting information from the Justice Department or
an EPA lawyer suggests after-the-fact, interagency pow-
wows are occurring. Indeed, it may mean that the IRS has
a chance to help mold the tax position in arrears and to
help frame what the intent of the settlement might have
been.

I am not suggesting this is improper, but it is a
little troubling to think that, although Senator Grassley’s
exhortations cannot compel DO]J personnel to consider
tax issues in framing settlements, the IRS can help DOJ
(and EPA) do so later. Couple this with the obvious fact
(oft-repeated in the IDD) that the burden is on the tax-
payer to establish deductibility, then the resulting mix
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foreshadows a more subtle assault on the deductibility of
government settlements.

It is unknown whether the IDD is a direct response to
the widely publicized discussions about the lack of coop-
eration between the IRS and DOYJ, and the criticism lev-
eled at government lawyers that they (inappropriately)
failed to take tax considerations into account in reaching
settlements.25 Still, it is hard not to connect the dots. It
does not seem an unfair reading of the IDD to suggest
that, rather than an up-front tax discussion at settlement
time, the IRS gets to divine intent after the fact.

Then, the IRS can rely on the systematic advantage
represented by the rule that the taxpayer must carry the
burden of proving that any portion of the settlement is
deductible. In any event, the IDD may portend increased
scrutiny on settlements and on deductibility in the
future. |
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How Not to Govern:
Lessons From the Report
to the Board of Regents of
the Smithsonian Institution

By Lesley Friedman Rosenthal

hat does a nonprofit cultural institution owe
Wto the general public and its funders by way of
good governance? What does the institution’s
board owe to the institution by way of vision and over-
sight? What does senior management owe to the board by
way of accountability? What systems should be in place to
assure adequate checks and balances, and what happens
when these systems are not in place or not enforced?
An independent review committee recently delivered
a thoroughgoing and scathing critique of governance and
management practices at the Smithsonian Institution.
Questions surrounding the compensation and business
conduct of Lawrence M. Small, the Secretary (as the
Institution’s Chief Executive is called), cropped up in
press and other accounts as early as 2001, just one year
into the Secretary’s tenure, and persisted and became
more pervasive over time. By early 2007, Senator Charles
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Grassley (R-Iowa), the Ranking Minority Member of
the Senate Finance Committee, put questions and docu-
ment requests to the Institution. The U.S. Senate froze a
$17 million appropriations increase for the Smithsonian,
citing Small’s compensation as excessive. On March
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26, Small resigned from his position.! Ultimately the
Chairman of the Board’s Executive Committee appointed
the Independent Review Committee,2 which delivered its
report on June 19, 2007.

The findings of the Independent Review Committee
were stark and unflinching. Among them:

* The total compensation of the Secretary, Lawrence
Small, at just under $1 million this year, was exces-
sive compared to that of his predecessor, his peers
at other institutions, and his subordinates, especially
given his performance; his expenses were under-
documented, and his perks (including lavish travel
expenses for himself and his wife) were dispropor-
tionate for a nonprofit organization funded primar-
ily by taxpayer dollars. Moreover, the compensation,
expenses and perks were under-disclosed to the
Smithsonian Board,;

* The Secretary’s management of the Institution was
“secretive,” and his style of interacting with the
Board was “imperialistic” and “insular.” He, and
not the Board, dominated the setting of policy and
strategic direction. He actively forbade employees
from sharing concerns with the Regents, even pro-
hibited the General Counsel/Chief Ethics Officer,
the Inspector General and the Chief Financial
Officer from contacting the Board directly.

e Both the Secretary and the Deputy Secretary, Sheila
P. Burke, were absent for substantial periods due to
vacation, compensated service on corporate boards,
and uncompensated service to nonprofit entities.
The absences of the Smithsonian’s first- and second-
in-command totaled 403 and 546 days, respectively,
over a six- to six-and-a-half-year period. Their
outside compensation totaled close to $6 million
and over $7 million, respectively, during that same
period. These facts alone were sufficient to call into
question where these executives placed their pri-
mary loyalties. Moreover, one or more of their board
memberships, particularly with Chubb Corporation,
from whom the Institution purchases insurance,
created potential or actual conflicts of interest that
were not properly reviewed by the Institution’s
General Counsel or vetted by the Board or its Audit
Committee on an ongoing basis.

¢ Smithsonian Business Ventures, the division respon-
sible for managing the commercial activities of the
Smithsonian, was declining in revenue while sala-
ries and expenses increased, and the division lacked
adequate oversight by both senior management and
the Board.

The Committee’s 100-plus page report (plus some 41
exhibits) reveals a toxic combination of unchecked arro-
gance by the Chief Executive Officer, a relatively disen-
gaged Board, and a dysfunctional senior staff structure,
including a General Counsel, Chief Financial Officer and

36 | November/December 2007 | NYSBA Journal

an Acting Inspector General who allowed themselves to
be marginalized by the Secretary from direct and proper
reportage to the Board.

The Unchecked Excesses of the Chief Executive

The Committee reported a number of examples of the
Secretary’s excesses and the manner in which they went
unchecked.

Salary

Mr. Small negotiated a high starting salary with just a
small number of Regents, which was neither disclosed
timely to nor formally approved by the Board. The
handsome starting salary was further enhanced at the
outset by a sizable housing allowance, ostensibly for
the purpose of hosting Smithsonian business and social
functions. Those functions hardly materialized, but the
terms of the housing allowance were continued and even
increased. Indeed, the recordkeeping requirements for
eligibility for the housing allowance were later relaxed
— upon Mr. Small’s direction to management under his
direct supervisory control and, again, without full Board
review — such that no actual expenses need be incurred
for the allowance to be paid. This arrangement, together
with other “noncompensation” arrangements such as
payments in lieu of pension equal to 17% of his annual
base pay, and first-class air travel for the Secretary and his
wife “when appropriate,” were found by the Committee
to be a mere ““packaging device’ for delivering Mr. Small
additional compensation in a manner that would conceal
the true size of his pay.”3 His true total compensation far
exceeded that of his predecessor and that of an appropri-
ate peer group of comparitors.

The Committee also noted the highhanded manner in
which these compensation excesses were carried out. Mr.
Small secured for himself a 45% increase in base salary in
one year, between 2001 and 2002, by ordering and then
manipulating a compensation study by an outside con-
sultant. He went so far as to dictate the comparables for
the outside consultant to use and the percentile that was
to be referenced. The resulting recommended increase
was passed through the Executive Committee but not
the full Board, contrary to the Smithsonian’s governing
documents.>

Similar activities occurred in 2002, 2004 and 2006.
The pattern continued: an outside compensation firm
was retained by management, not the Board or its
Compensation Committee; and the peer group was deter-
mined by management, with no input from the Regents
or from the consultants, who were merely to “crunch the
numbers.”¢ Indeed, the consultants never met with the
Smithsonian’s Compensation Committee without Mr.
Small and Ms. Burke present. Ultimately, Mr. Small’s total
compensation package jumped from $536,100 in 2000 to
$915,698 in 2007.



Nothing in Mr. Small’s performance was found to
justify these figures. Indeed, according to the Committee,
private contributions to the Smithsonian declined during
the Small administration. Business revenue, including
from Smithsonian Business Ventures (SBV), dropped by
10% over the same period. Both of these declines meant
the institution would rely even more heavily on the fed-
eral government for funds. Certain business deals that
SBV did enter into, such as a semi-exclusive television
contract with Showtime Networks Inc. for 30 years, were
criticized as being unfair to researchers and scholars.

Excessive Absences and Outside Compensation

Mr. Small took off 403 days in six years, of which 339 were
vacation days and 64 were work days missed for non-
Smithsonian obligations, such as attending Chubb and
Marriott board meetings. His Deputy, Ms. Burke, took off
546 days in six and a half years, including 130 vacation
days and 416 work days missed for non-Smithsonian
obligations. Ms. Burke served on the boards of Chubb and
Wellpoint, Inc., as well as the Kaiser Family Foundation,

Other Matters

The Institution has been subject to criticism throughout
the Small administration on arguably overly restrictive
conditions set by donors on certain gifts, and the scope
and content of some shows and displays.® In response,
the Regents revised grant approval processes to include
Board approval in certain instances, but there was no gen-
eral overhaul of the Board’s oversight role on program,
policy and long-range planning until the 2007 crisis that
led to the resignation of the Secretary, the Senate Finance
Committee inquiry, and the formation of a governance
committee and the Independent Review Committee.

An Antiquated Board Structure and

Disengaged Members

The Independent Review Committee characterized the
Smithsonian Board structure as “antiquated and in need
of reform.”? The Board of Regents is composed of just 17
persons: the Vice President of the United States, the Chief
Justice of the United States, three Members of the Senate,
three Members of the House of Representatives, and nine

The Committee expressed deep concern about the
executives’ ability to devote due energies and loyalty to their
primary employer, the Smithsonian.

the ABIM Foundation, and Community Health Systems.
Part of her outside hours also included unpaid service to
a number of nonprofit organizations such as teaching at
Harvard University’s Kennedy School of Government in
Cambridge, Massachusetts, and several other institutions
of higher learning, and service on other advisory boards
or committees in the health policy field.”

The Committee expressed deep concern about the
executives’ ability to devote due energies and loyalty to
their primary employer, the Smithsonian, under these
circumstances. Also of concern was that there was no
policy in place limiting leave, and the Board was evi-
dently unaware of both the lack of a leave policy and
these frequent absences.

Mr. Small’s outside compensation during his six-year
tenure at the Smithsonian totaled nearly $6 million, essen-
tially from service on the boards of Chubb and Marriott.
Ms. Burke’s outside compensation for her board service,
including options, was estimated to be worth about $7.2
million from 2000 through 2007. The size of these figures,
particularly when compared to these executives’ salaries
for their purportedly full-time work at the Smithsonian,
again calls into question where their loyalties were likely
to lie.

other persons selected by joint resolution of Congress.10
By tradition, the Chief Justice serves as Chancellor.

This structure assures quite a distinguished Board to
carry out the noble mission of the Institute;!! but given
the heavy public responsibilities of the many public offi-
cials on the Board towards other primary constituents
and stakeholders, it is almost by definition not a terribly
engaged body. Moreover, of the nine public members,
only two of them may be local residents of Washington
D.C.; the other seven must be from other states, virtu-
ally assuring at least some degree of geographic distance
from the Institution’s central locus of activity. Thus,
while the prestige of the organization attracts extremely
distinguished figures from the for-profit, nonprofit and
government sectors to serve on the Board, it is structur-
ally not well suited to act in accordance with modern
expectations of oversight.

Thus, it is no surprise that the Committee found
“[hlistorically the Smithsonian Board of Regents appears
not to have taken on a strong oversight role.”12 The
Committee concluded that roles of the public officials
should be clarified, and perhaps the number of “lay”
leaders expanded, so that the Board may properly dis-
charge its fiduciary function.
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Moreover, the Smithsonian is a complex institution
including some of the nation’s leading museums, research
centers, a zoo, retail shops, restaurants and buildings. In
order for the Board to provide proper oversight and
strategic guidance, the Committee concluded that future
Board candidates should possess expertise in financial
management, investment strategies, audit functions, gov-
ernance, compensation and facilities management, as
well as an interest in and a devotion to the arts and sci-
ences.13

Ultimately, concurrent with the appointment of the
Independent Review Committee, the Board created a
standing Regents’ Governance Committee with a man-
date to swiftly and comprehensively review Smithsonian
policies and practices as well as determine how the Board
could better oversee the Institution. The Governance
Committee has now made recommendations to strength-
en the Regents’ leadership and governance of the
Institution.’* The recommendations of the Governance
Committee parallel many of the conclusions reached by
the Independent Review Committee:

Despite regular attendance by most Regents and active
participation in meetings, in the end the Regents did
not provide the level of leadership and oversight that
they had intended. Contributing to the situation was
an agenda and information flow tightly controlled by
the Office of the Secretary. Information leading to dif-
ficult and critical decisions was at times prepared and
presented in a summary fashion that did not encourage
full and complete discussion. As a result, the Regents
were at times unable to thoroughly consider the major
and strategic issues facing the Institution.1®

Lessons Learned From the Smithsonian Example:

How Not to Govern

Trustees, senior executives, academics and others inter-

ested in the not-for-profit sector may take away some

lessons from the Smithsonian’s experience. Key lessons
for attentive students of the sector include:

1. Properly run organizations have an active govern-
ing board with a vision and strategy for carrying
out the mission of the institution, and a Chair and
other Board-level leaders who can provide the time
properly to oversee the carrying out of the mis-
sion. As remarkable an opportunity though it may
be to have individuals of singular prominence and
importance serve in leadership roles on the Board
(such as, here, the Vice President and the Chief
Justice), the interests of the organization are better
served by governing board members and a Chair
with the time and attention necessary to devote to
the fiduciary responsibilities of overseeing opera-
tions and management. In addition, it is important
that the Board be the right size and possess the time,
expertise and independence necessary to discharge
its duties. Active committees should include Audit
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and Review, Governance and Compensation, and
Human Resources, and these should include, if nec-
essary, non-Board members with special expertise.
Committees that include non-Board members may
be constituted as committees of the corporation
rather than as committees of the Board.

Prominent persons — donors, artists, scientists, pub-
lic officials and others — with an interest in the orga-
nization’s program but lacking the time, availability
or expertise to provide meaningful oversight may
serve the organization in a non-fiduciary capacity,
such as on an honorary or advisory board or on pro-
fessional councils.

The Board should meet regularly — the Committee
recommends no less than once every other month,
although reasonable practices differ — and/or there
should be a robust Executive Committee that is
empowered, within legal limits, to discharge the
duties of the Board between meetings. Where there
is such an Executive Committee, its deliberations
and actions should be promptly reported out to the
full Board for review. The minute-taking function is
not merely a ministerial or “housekeeping” matter,
but a substantive responsibility that must be dis-
charged assiduously.

The Board must not permit a single executive to run
and dominate Board meetings, set agendas, or deter-
mine what information would be provided to Board
members. At meetings of the Board, there must be
adequate opportunity for members to receive and
discuss reports from not only the Chief Executive,
but also, as appropriate, directly from program
executives, other in-house and outside profession-
als, and independent consultants if necessary. Time
should be reserved for executive sessions, from
which management should be excluded so that its
performance may be fully and freely discussed.
Compensation and expenses of senior management,
outside professional involvements, and transac-
tions with interested parties should all be regularly
reviewed by an Audit Committee and reported

to the Board. Discussions of such matters should

be documented for future and ongoing reference.
Gatekeepers of the organization — general counsel
and corporate secretary, chief financial officer, out-
side auditors, inspector general or the functional
equivalent - e.g., an internal auditor — must be
assured independence and regular and direct access
to the Audit Committee and Board in order to prop-
erly carry out these functions.

Executives’ service on outside boards, particularly
for-profit boards, and other outside activities should
be carefully and continuously monitored by an
Audit Committee or similar committee, because of
(a) the time commitments that may be involved;



(b) the impact of compensated service, particularly
where such compensation may be sizable relative to
the employee’s compensation at the nonprofit insti-
tution; and (c) business relationships between the
outside organization and the institution that may be,
or appear to be, a conflict of interest.

Additional Observations

About the Committee Report

The Smithsonian Institution and its Board have shown
admirable courage in undergoing a detailed and
unflinching self-examination in such a public manner.
The Committee’s affection for the Smithsonian is evident.
And, as noted above, the sector as a whole may benefit
from the insights of the Independent Review Committee
and the Governance Committee.

Readers should be cautioned, however, not to over-
generalize from the findings and recommendations of
the Committee. The Smithsonian is a particularly visible
nonprofit institution, but its governance failures should
not be taken as endemic to the sector as a whole. The
sector is considered by many to be reasonably regulated
by a combination of voluntary measures, state and local
law, industry self-regulatory bodies, watchdog reporting
groups such as the Better Business Bureau and Guidestar,
and federal disclosure and accountability measures such
as the Internal Revenue Service Form 990 and rules
against excess benefit transactions.16

Indeed, the Smithsonian itself was already subject to
external rules and internal procedures that could have
avoided many of the circumstances documented in the
report, if they had just been properly deployed. Expenses
were already required to be documented. Senior officials
and employees with contracting authority were already
required to complete conflict of interest forms every
year.l” Outside auditors and consultants were regularly
brought in to review the books and expenses as well as
conduct regular executive compensation reviews. The
Institution and its executives were already subject to
internal rules, such as bylaws, and external rules, such
as Treasury Department regulations, regarding excess
benefit transactions. Evidently the internal gatekeepers
as well as the external regulators were equally stymied by
those inclined to exploit weaknesses in the system.

The biggest problem at the Smithsonian may not have
been a lack of rules and procedures, but a lack of enforce-
ment and a lack of real Board oversight. Accordingly,
the Committee’s final recommendation — that “achieving
effective oversight and governance at nonprofit organiza-
tions may ultimately require legislative action”18 — may
be an overreaction to one, admittedly spectacular, failure.
Are new laws required or simply better enforcement of
the existing ones, and a greater attentiveness by a more
reasonably constituted Board?

The biggest problem at the
Smithsonian may not have been
a lack of rules and procedures,
but a lack of enforcement.

Similarly, with respect to executive compensation,
readers should be wary of substituting their own judg-
ment for the judgments of persons with deep institutional
knowledge of the subject organization and its leadership
needs. It is not necessarily realistic to assume that an
institution, even one of our nation’s most august and
respected nonprofits, will be able to attract top senior
management talent just by the prestige of the organiza-
tion alone. While the Committee would have expected
to see a substantially lower CEO salary because “serving
as Secretary is an honor” and that “compensation levels
should reflect this,”19 it is also clear from the report that
the job of Secretary is enormously complex. Certainly
salaries in the nonprofit sector, even for demanding, com-
plex and highly visible jobs such as senior executives of a
major museum, university, hospital or cultural complex,
are nowhere near compensation levels for senior execu-
tives in positions of like responsibility in the Fortune 500.
Nor should they be: most organizations” budgets, donors
and the general public — who subsidizes these organi-
zations directly through public grants and indirectly
through the tax subsidy — will not permit it.

But trustee members of the organization’s compensa-
tion committee, as informed by compensation consultants
reporting directly to them, are much better situated to
assess the particulars of what they need to pay to attract
and retain suitable executives than anyone else. While
there are certain professions, particularly in the program
areas — curatorial and programming functions, certain
academic fields, fundraising and the like — where the non-
profit world presents the only or most obviously viable
career path, there are many other fields - legal, financial,
investment, HR and labor relations, facilities manage-
ment, marketing, and PR, just to name a few — where
there is considerable competition from the for-profit labor
markets that must be reckoned with. The need to attract
business-savvy executives to the nonprofit world only
becomes more compelling as more and more nonprofits
enter an entrepreneurial mode, growing their commercial
activities to improve their earned income streams in light
of government funding cutbacks.20

As a point of comparison, outside service provid-
ers such as law firms, auditing firms, investment firms,
search firms, construction contractors and consulting
firms, are able to command full or close to full fees from
nonprofits, with some notable and much appreciated pro
bono exceptions.2! These outside service professionals are
not expected to perform their services primarily for the
“honor” of it, even though they, too, may benefit psycho-
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logically or reputationally from being associated with a
prestigious and beloved client organization.

The Committee’s concerns about outside activities
are also noted, but the lessons should not be taken too
far. While the Secretary’s and Deputy Secretary’s vaca-
tions and absences as documented by the committee are
of genuine concern to the Smithsonian, it would not be
sound for other institutions reflexively to discourage
service to outside companies or organizations as a result.
Outside board service, whether for-profit or not-for-
profit, as the Committee notes, may indirectly benefit the
primary institution in meaningful ways: by providing
access to prospective donors and corporate sponsors,
fresh perspectives and exposure to the ideas of leaders
in other fields. Moreover, particularly regarding outside
nonprofit activities, perhaps the question should be ana-
lyzed more broadly — for example, whether service to a
professional association or other nonprofit entity benefits
the entire sector, and accordingly may also benefit the
institution itself. There should be reasonable limits to the
number of outside boards an executive serves on, both in
terms of outside compensation and in terms of time,?2 but
those limits very much depend on the person, the outside
entity and the nature of the involvement.

The lessons of the Smithsonian should be noted well,
even by nonprofit organizations that have not experi-
enced similar failures of governance and the attendant
public criticism. In this post-Sarbanes Oxley era, stan-
dards of good governance in the nonprofit sector are rap-
idly evolving. The Smithsonian report both incorporates
those lessons and makes a significant contribution to that
continuing discussion. |

1. In June 2007, the Deputy Secretary of the Institution and the President of
Smithsonian Business Ventures, its for-profit arm, also announced their resig-
nations.

2. The Committee was chaired by Charles A. Bowsher, former Comptroller
General of the United States, and also included Stephen D. Potts of the Ethics
Resource Center and A.W. “Pete” Smith. The full report is available at http://
smithsonianirc.org/images/FINAL_IRC_REPORT.pdf (“Report”).

3. Reportat 4.

4. Section 4958 of the Internal Revenue Code (Intermediate Sanctions) impos-
es a tax on excess benefits for tax-exempt nonprofits. Excess compensation
(including bonuses, benefits and deferred compensation) may lead to excise
taxes on the disqualified person (up to 25% of the excess benefit amount), as
well as on organization managers who knowingly participate in the transac-
tion (including individual board of compensation committee members who
approve the payment), up to 10% of the excess benefit amount. Treas. Reg.
§ 53.4958-1 et seq.

5. According to the Committee, while it is generally a good idea to obtain
and provide to Trustees comprehensive information on management com-
pensation, the process here was subverted by management itself and “was
not used by the Regents for a thorough discussion of compensation strategy
or what would constitute reasonable compensation for these individuals.”
Report at 47.

6. Report at 50.

7. Ms. Burke’s attorneys argued in a letter to the Committee that her outside
board service, teaching and other non-Smithsonian activities were properly
disclosed by her and known to the Board. Letter of Gibson Dunn & Crutcher
LLP, to Charles A. Bowsher, dated June 7, 2007, annexed to Report as Exh. 35.
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8. For example, in May 2001, Mr. Small negotiated a gift of $39 million from
the Catherine B. Reynolds Foundation to finance a permanent exhibition at
the National Museum of American History to commemorate the achievements
of prominent Americans. The gift was criticized by Smithsonian curators and
scholars who questioned the degree of control Ms. Reynolds would have
over the project. Report at 69 (citing Jacqueline Trescott, Smithsonian Gifts with
Strings Alarm Some Scholars; Secretary’s Dealings with Big Donors Questioned by
Staff, Wash. Post, May 26, 2001 at C1).

9. Report at 2.

10. 20 US.C. §42.

11. The Smithsonian is a trust instrumentality that was established by
Congress in 1846 to hold in trust property donated by James Smithson and to
carry out the provisions of his will for the “increase and diffusion of knowl-
edge.” The Smithsonian Act of August 10, 1846, as amended and codified, 20
U.S.C. §§ 41-67.

12. Report at 3.

13. Report at 20.

14. Report of the Governance Committee, dated June 14, 2007, available at
http:/ /newsdesk.si.edu/releases/Governance_Committee_Report.pdf.

15. Id. at5.

16. In the years following adoption of Sarbanes Oxley corporate governance
mandates for publicly listed companies in the for-profit sector, there was a
great deal of discussion about adoption of SOX principles by state legislatures
for nonprofits. While many nonprofits adopted such measures voluntarily,
such as updating Audit Committee charters and conflict of interest policies
and instituting whistleblower policies, to date only one state — California — has
actually passed additional regulation.

17. Conflict of interest questionnaires were to be collected and reviewed by
the Smithsonian’s General Counsel, who also carried the title Chief Ethics
Officer. However, in some years the questionnaires of the Secretary and other
senior officials were not submitted to the Chief Ethics Officer, but rather kept
within the Secretary’s immediate area. There was a duly constituted Audit and
Review Committee that was charged with reviewing the disclosure forms each
year, although evidently no one questioned the absence of questionnaires from
the Secretary or the lack of disclosure of certain relationships that were clearly
disclosable.

18. Report at 107-08.

19. Report at 14.

20. See generally Nonprofit Law, Economic Challenges, and the Future of Charities,
___ Fordham L. Rev. ___ (forthcoming 2007).

21. Lincoln Center for the Performing Arts in New York City has harnessed the
expertise of major law firms and in-house counsel departments, which provide
strategic and legal advice on a pro bono basis. L.F. Rosenthal, ‘Redeveloping’
Corporate Governance Structures: Not-for-Profit Governance During Major Capital
Projects, A Case Study at Lincoln Center for the Performing Arts, Fordham L.
Rev. ___ (forthcoming 2007).

22. The National Association of Corporate Directors estimates that typical
directors devote 250 hours a year to board-related work.

"Oh great Oz, you're being sued for posing as a Wizard."



ord of an existing client’s impending loan default
Wmay come in a variety of ways. With a client in

denial, the attorney may have heard of the
client’s troubles from another source. The loan may have
been called or a lawsuit may have been commenced or
threatened. Even the client’s lateness in payment of legal
bills may suggest other delinquencies, including the loan.

However the client may learn of the possible default,
several important business questions should be asked by
effective counsel. These questions go beyond examining
the loan documents and conducting searches for UCC,
tax, and suits/judgments filings. They relate to the big
picture: liquidity, competition in the market, manage-
ment and short-term and long-term fixes. Some of these
questions are sensitive for both the lawyer and the client
because they touch upon management’s competency,
responsibility and capacity to work out of the problem.
While the client may appreciate sympathy and the prom-
ise of steadfast support, it really needs direction.

To give valuable service to a client, counsel must be
prepared to provide clear analysis of the issues and solid
advice about professionals who can assist.

Below are 10 practical questions that should be asked
in these circumstances. More questions will follow from
the client’s answers. But these questions will help the cli-
ent and counsel to focus and identify the best available
solutions to the problems at hand.

1. What's the Company's Big Picture?

This question temporarily puts to the side the narrow
legal issues. We are talking big picture — operationally
and financially. Often it is helpful to both client and law-
yer to have the client prepare an outline of the problems
and how they arose. While other professionals (such as
turnaround consultants, crisis managers and accountants)

10 Practical
Questions

as a Client
Faces Loan
Default

By Chester B. Salomon

are skilled in digging into the problems, a lawyer should
ask the big questions about the client’s business and man-
agement’s forthrightness, ability and desire to resolve the
issues. The president, CEO, CFO, controller and a top
sales manager will have insights. Communications with
them normally will be protected under the attorney-client
and the work-product privileges.!

2. Where Has the Cash Gone?

Aloan default signals a liquidity crisis. How did the com-
pany get there? Did an unsuccessful new line of business
or a big litigation drain resources from an otherwise prof-
itable company? Did a customer delay payment, default
on a large receivable or enter an insolvency proceeding?
Has competition or new technology affected the sale or
pricing of the company’s products? Have key employees
left or gone into competition? Are there money-losing
contracts, environmental problems or legacy liabilities to
unions, pensions or retirees? The answers will affect your
advice to the client on the workout of the loan.

3. Is the Business Worth Saving?

While management, ownership and other professionals
must weigh in on this cosmic issue, the answer will affect
planning and discussions with the lender and trade credi-

CHESTER B. SALoMON (cs@stevenslee.com) is a shareholder and co-head
of the Bankruptcy and Corporate Restructuring Group of Stevens & Lee
resident in New York City. He is a director of the American Bankruptcy
Institute. He earned his undergraduate degree from Columbia College
and his JD and LLM (Taxation) degrees from New York University School
of Law. This article is based upon materials presented by the author at a
New York State Bar Association CLE Program on May 10, 2007, in New
York City, titled “Working Out and Litigating the Problem Loan.”
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tors. If the probable answer is that the company cannot
operate at a profit in the foreseeable future, still there may
be options for the company — such as a sale of assets.

4. What's Management'’s Capacity to Address the
Company's Problems?

Though it may have built and run a successful enterprise
over decades, management may not be flexible or knowl-
edgeable in talking with the lender and creditors about
the company’s problems and the impending loan default.
Default is not a one-dimensional issue. In addition to
its lender, the company sooner or later will face prob-
lems with suppliers, equipment lessors, customers or
landlords. Management may have to dismiss long-time
employees or openly admit failure of a business plan.
Such challenges to management can be overwhelming.
Signs of management’s lack of capacity may be denial,
a disposition to put off creditors, unrealistic promises to
creditors, and obsession with personal issues (bonus pay-
ments, personal guaranties, etc.) instead of focusing on
the big picture.

5. Is Management Conflicted?
Potential conflicts are common. For example, manage-
ment may have lent money to the company and may
be inclined to favor repayment of its loans over bank or
trade debt. While equity in the company is under water,
management may be tempted to bet for a home run with
the company’s diminished assets. Management may have
signed personal guaranties of the problem loan or other
company debt. In New York, the 10 largest sharehold-
ers of a private corporation are liable for unpaid wages
(which include vacation and severance pay owed to
employees).2 Members of management may be “respon-
sible persons” who are liable for federal and state income,
FICA or sales taxes withheld by the company but not paid
over to the government.3

Whether or not a palpable conflict exists, management
must be counseled on its fiduciary duties. It's black let-
ter law that officers and directors of a solvent public or
non-public company owe fiduciary duties of loyalty, care
and good faith to the company and its shareholders. In
New York courts have broadened their fiduciary duties to
creditors once the company becomes insolvent.4

Two variations on the same theme are that upon insol-
vency the directors (a) become trustees for creditors or
(b) may continue to manage under the business judgment
rule, which enables directors and officers to make good
faith judgments about risks they face. The two standards
for determining insolvency include the “balance sheet”
test (fair value of assets less total of probable liabilities),
similar to N.Y. Debtor & Creditor Law § 270, or the “equi-
ty” test (inability to meet obligations as they become due
in the ordinary course of business).
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Some courts have held that a company need not be
insolvent to trigger officer and director responsibility
to creditors and derivative liability — the company need
only be in the undefined “zone of insolvency.”> A recent
Delaware Supreme Court decision held that creditors
of an insolvent Delaware corporation may recover from
directors for breach of fiduciary duty only if they can meet
the strict requirements of derivative suits, including the
requirement that a plaintiff must hold a stake in the cor-
poration at the time of the directors” alleged wrongdoing.
The decision states that a cause of action will not lie if the
solvent corporation is in the “zone of insolvency.”¢ The
law varies by state, so officers and directors need to seek
counsel and exercise caution in the “zone of insolvency.”

6. Has Ownership/Management Put Itself

in Jeopardy?

If shareholders or management are unresponsive to
creditors’ requests for accurate disclosure or have acted
in their self-interest to the prejudice of creditors, to save
the company the lawyer may urge the engagement of
a crisis manager having credibility with the lender and
trade creditors. Unless a lender is holding substantial
cash collateral provided by the company or guarantors,
the lender generally wants to work with the company in
reaching (a) a temporary solution to stabilize the com-
pany and (b) a long-term solution to rehabilitate or sell
the company and get paid.

Similarly, trade creditors do not want to lose suppli-
ers or customers and equipment vendors are not eager
to take back their property. Landlords of above-market
leases will want to work with the company while land-
lords of below-market leases may prefer to relet their
property on better terms. If management has misled
creditors or lost their confidence, the buffer role served
by an independent crisis manager will aid management
in making accurate and timely disclosure to creditors and
negotiating a workout.

7. How to Fix the Problems?

How to fix a company’s problems depends on the busi-
ness circumstances and generally is beyond the role of
the lawyer. But as a leader of the rescue team the law-
yer should aid management and other professionals to
achieve a workout.

Short-Term and Long-Term Fixes

Short-term fixes include communication with creditors,
finding ways to staunch bleeding and improve liquidity,
selecting and assisting a crisis manager, assuring critical
vendors of the company’s viability and continuing pay-
ments, completing important projects, and obtaining new
credit from the lender, shareholders, customers, suppliers
or others. Long-term fixes include restructuring or selling



the company. Restructuring may include taking in a new
equity partner who will infuse the needed cash.

Operational and Financial Fixes

Operational fixes generally relate to sales, purchases,
plant, labor and related matters both in the near term
and the long term. Financial fixes may entail adjustment
of debt, “terming out” of short-term debt, conversion of
debt to equity and restructuring the balance sheet.

Crisis Manager and Chief Restructuring Officer
Hiring a crisis manager or chief restructuring officer will
enable competent management to devote time to the
business and avoid some of the distraction of the crisis. In
instances of management conflict, credibility problems,
or management difficulty in recognizing the problems
or implementing the solutions, the crisis manager plays
an important role. Some crisis managers are affiliated
with major accounting firms and others are boutiques. A
retired business executive can be effective. Often the com-
pany engages an executive of the crisis manager to serve
as chief restructuring officer. Experience and credibility
with creditors are essential prerequisites in selecting a
crisis manager and CRO.

8. What Are Sources of Short-Term Funding?

As noted above, several sources are usually available
for short-term funding in a liquidity crisis, including
the lender, the shareholders and sometimes vendors and
customers. Other sources include hedge funds, private
equity funds, “mezzanine” lenders (unsecured loans
junior to senior secured debt) and “second lien” lenders
(secured debt subordinate to senior secured debt). Recent
reversals in the debt markets will have the effect of limit-
ing funding sources.

9. Has the Company Dealt Forthrightly With Its
Lenders and Creditors?

The answer has both objective and subjective aspects.
Perception of the creditors may control whether the com-
pany must engage a crisis manager. Justly or unjustly, if
important creditors do not trust management, an inter-
mediary may be necessary to open a successful dialogue
with the lender and creditors. Even before talking with
creditors, the lawyer should look for signs of strained
credibility, including whether the company has been
party to significant litigation with creditors in the past
and whether it is current on its tax debts and its financial
reporting. Past litigation suggests to creditors that man-
agement is unable or unwilling to resolve its differences
by negotiation. Unpaid taxes suggest that management
has impermissibly “borrowed” from the government. If
management does not have credibility, a crisis manager
may be necessary.

10. Can the Company Avoid Chapter 11?

If a lender has called the loan, a creditor has obtained
judgment and is poised to enforce it, or multiple creditors
are all threatening action, there may be little alternative to
filing a Chapter 11 petition to take advantage of the auto-
matic stay under § 362 of the Bankruptcy Code. But filing
isn’t solace to a company with a loan secured by accounts
receivable and cash collateral. To use cash collateral
after filing a Chapter 11 petition, a debtor must obtain
an order of the Bankruptcy Court granting the lender
“adequate protection” (defined under § 361) for the use of
its collateral. Adequate protection usually entails paying
down debt and giving the lender replacement liens on
receivables and property generated by the debtor after
filing. A cash collateral stipulation and order, or debtor-
in-possession (DIP) financing orders, require significant
professional services for the debtor and the lender. In
Chapter 11 the lenders’ and creditors” committee profes-
sionals commonly are paid by the borrower. Management
is under constant scrutiny by the court, the United States
Trustee, and the Creditors’ Committee.

Transactions with insiders taking place years before
filing may be investigated. Virtually all non-ordinary
course of business sales and other transactions require
court approval, and a trustee may take over if manage-
ment impropriety is shown. Because of the many dis-
closures, rules, pitfalls and possible adverse publicity of
Chapter 11, a company should file only as a last resort. Yet
it is important to prepare for Chapter 11 in case negotia-
tions fail. If a restructuring is not achievable, the parties
may want to provide for sale of the company’s assets,
including the lender’s collateral. Quite often the most
advantageous sale is through § 363 of the Bankruptcy
Code, which provides for asset sales free and clear of
claims, liens and encumbrances.

Conclusion

Notice of an impending loan default should be taken
seriously. Management will be looking to the experience
and judgment of its trusted advisors and usually will
not know the right questions to ask. By asking the “10
Practical Questions” counsel can begin to fulfill its duty
to its client to provide sound legal advice and put the cli-
ent on course toward a successful resolution. |

1. Fed. R. Evid. 501; CPLR 3101(c) (attorney work-product); CPLR 4503(a)
(attorney-client privilege).

2. N.Y. Business Corporation Law § 630.
3. 26 US.C. §6672(a) (Internal Revenue Code); N.Y. Tax Law § 1133(a).

4. Clarkson Co. v. Shaheen, 660 E.2d 506, 512-13 (2d Cir. 1981), cert. denied, 455
U.S. 990 (1982).

5. See Geyer v. Ingersoll Publ'ns Co., 621 A.2d 784 (Del. Ch. 1992); Pereira v.
Cogan, 294 B.R. 449, 519-20 (S.D.N.Y. 2003), vacated sub nom. Pereira v. Farace,
413 E.3d 330 (2d Cir. 2005), cert. denied, 126 S. Ct. 2286 (2006).

6. N. Am. Catholic Educ. Programming Found. v. Clearwire Holdings, Inc., 2007
WL 1453705 (May 18, 2007).
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Update: Did the Appellate
Odds Change in 20067

Statistics in State and Federal Courts

By Bentley Kassal

ow many times have you heard a client ask,
H”What are our chances on appeal?” One’s bra-
vadol! or ego may trigger a quick favorable
response but there are indeed annual official court reports
which, although in technical and numeric rhetoric, do
provide answers — but only if certain irrelevant statistics
are omitted and we use a calculator to translate them
into percentages. This article has been prepared to help
simplify answering this question and doing so on a fair,
pragmatic, and accurate basis.
Presented herein are the year 2006 data for civil and
criminal appeals for these New York state courts:
1. Court of Appeals, including: avenues to the New
York Court of Appeals and general comments.
2. The Four Departments of the Appellate Division of
the Supreme Court and general comments;
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3. Appellate Terms of the Supreme Court for the First
and Second Departments of the Appellate Division
(the only two in New York State).

In addition, there are civil statistics for two United
States Courts of Appeals, the Second Circuit and the
District of Columbia, with general comments.

For the first time, some pertinent statistics for the New
York Court of Claims are also set forth, although it is not
an appellate court.

We are generally covering herein the five-year period
of 2006, 2005, 2004, 2003 and 2002. In the statistics pre-
sented, those for 2006 are at the left; those presented to
the right, in parentheses, are in the same yearly descend-
ing order.

Again, a significant change — in order to present more
pragmatic and accurate figures, the reported and official



categories of “other” and “dismissal” are excluded for
our purposes, because they are not actually dispositions
on the merits, after argument or submission. Thus, they
are not factored into or included in these statistics.2 In
addition, dispositions of criminal cases are being includ-
ed for the state appellate courts only, but not for the two
U.S. Circuit Courts of Appeals.

New York Court of Appeals3
The percentages for appellate statistics for the 5-year
period ending 2006 are:

Civil Cases
2006 2005 2004 2003 2002

Affirmed 66 55 58 51 47
Reversed 25 35 37 39 44
Modified 9 10 5 10 9

Criminal Cases
2006 2005 2004 2003 2002

Affirmed 71 70 81 70 70

Reversed 17 25 15 21 28

Modified 12 5 4 9 2
Comments

The affirmance rate for civil cases spiked in 2006 to
66%, although it remained about the same for criminal
cases.

Avenues to the Court of Appeals in 2006 (2005),
(2004)4

Civil Appeals
Dissents in Appellate Division 19 (
Permission of Court of Appeals 54 (
Permission of Appellate Division 27 (
11 (
0(

7) (31)
9) (70)
7) (13)
8)
D

1
6
2

Constitutional Question
Stipulation for Judgment Absolute

(6)

Criminal Appeals
Permission of Court of Appeals Judges
Permission of Appellate Division Justices

53 (50) (32)
9( 8) (14)

Significant Other Statistics
1. The Court’s 2006 Docket: 293 (284) (296) Notices of
Appeal and orders granting leave were filed in 2006
(2005) (2004).
2. Appeals and Writings
(a) In 2006, the Court decided a total of 189 appeals
(127 civil and 62 criminal) of which 150 were
decided without dissent. In 2005, there was a
total of 196 decisions, with 142 being unani-
mous.
(b) Promptness for Deciding Appeals

(c) In 2006, the average length of time from the fil-
ing of a notice of appeal until the release of the
decision was much shorter, 225 (257) (284) days.

Time for Deciding Appeals®

(a) The average time from argument or submission
to disposition in normal course was 35 (36) (46)
days;

(b) The average time from filing a notice of appeal
to calendaring for oral argument was 6 (5.7)
(6.2) months;

(c) The average time from readiness (all papers
served and filed) to calendaring for oral argu-
ment was 1.7 (1.3) (1.5) months;

(d) The average time from filing of notice to appeal
to the public release of decision was 225 (257)
(284) days.

Filings
In 2006, there were 293 (284) (296) notices of

appeal and, of that total, 226 (213) (235) were civil

matters.

Dispositions

(a) 189 (196) (185) appeals were decided, including
127 (137) (136) civil and 62 (59) (49) criminal.

(b) 1,397 (1,289) (1,222) motions were decided and
the average time from return date to disposition
was 62 (58) (56) days for civil.

(c) Motions for leave to appeal, civil cases — there
were 1,017 (961) (901) applications and 6%
(6.4%) (8.3%) granted.

(d) In 2006, in comparison with 2005 and 2004
respectively, the average time period in the nor-
mal course from argument or submission to the
public release of the decision was 35 (36) (46)
days and, for all appeals, 30 (32) (39) days.

Motions
In 2006, the Court decided 1,397 motions. The

average time from return date to decision in 2006

for civil motions was 62 days and 51 days for all

motions.

Review of State Commission on Judicial Conduct

Determinations
Two determinations were reviewed in 2006,

with both recommendations being accepted (one

of removal and one of censure). In 2005 there was

one recommendation of removal accepted; and in

2004, the Court accepted two recommendations of

removal.

Rules 500.27 Certifications: Discretionary jurisdic-

tion to review questions from certain federal courts

and other courts of last resort. In 2006, the Court
accepted eight cases, with three being decided in

2006 and five pending.
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The Four Departments of the Appellate Division of the Supreme Court of the State of New York

Civil Statistics for 2006 (2005, 2004 2003, and 2002 in parentheses):

First

Second

Third

Fourth

Affirmed

64 (66) (66) (69) (68)

59 (61) (62) (59) (62)

80 (81) (78) (79) (78)

70 (70) (70) (66) (63)

Reversed

23 (21) (21) (18) (18)

29 (27) (28) (29) (28)

10 (10) (11) (11) (11)

14 (13 )(12) (19) (17)

Modified

13 (13) (13) (13) (14)

12 (12) (10) (12) (10)

10 ( 9) (11) (10) (11)

16 (17 )(18 )(15) (20)

Criminal Statistics for 2006 (2005, 2004, 2003 and 2002 in parentheses):

First

Second

Third

Fourth

Affirmed

89 (88) (93) (93) (93)

88 (90) (90) (90) (88)

85 (87) (87) (86) (85)

87 (89) (87) (88) (87)

Reversed

3(3)(2(2(3)

5(5((6 (6 (7

6(7)(6)(8(6)

5(3) (4 (3 (5

Modified

8(9(5(5(4

7(5 (4 (4 (5

9(6) (7 (6)(9)

8(8)(9(9(8)

Comments

Affirmance Rates: For 2006, overall the civil affir-
mance percentages for the First and Second
Departments were slightly lower than the previ-
ous four years and fairly constant in the Third and
Fourth Departments.

As to criminal affirmance statistics, all of the
Departments, except for the First, appear to be basi-
cally unchanged. The First Department for the sec-
ond year had a significantly reduced percentage of
89% compared to the 2002-2004 period of 93%.

Total Appellate Dispositions: Again, in 2006, the
Second Department had the highest total disposition

rates for civil and criminal cases, which was 11,301
(10,746) (11,088). This is in sharp contrast to the First
Department, with 2,878 (2,981) (3,005).

As to the total civil motions decided, the Second
had 10,722, almost twice the total dispositions of the
First, which had 5,698.

As explained previously, the Third Department’s
much higher civil case affirmance rate results from
the high number of CPLR Article 78 Administrative
Appeals from the determinations of state agencies,
with the applicable “substantial evidence” stan-
dard.6

The Appellate Terms of the First and Second Departments
Appellate Term Statistics are presented for the second time in this format,

divided into “civil” and “criminal” for comparison with prior years:

Civil Statistics for 2006 (2005, 2004, 2003 and 2002 are in parentheses):

First Department Second Department
Affirmed 65 (62) (73) (67) (59) 61 (52) (57) (62) (51)
Reversed 23 (25) (17) (24) (26) 27 (35) (34) (34) (38)
Modified 12 (13) (10) ( 9) (15) 12(13) (9) (4) (11)

Criminal Statistics for 2006 (2005, 2004, 2003 and 2002 are in parentheses):

First Department Second Department
Affirmed 69 (72) (80) (80) (73) 64 (70) (57) (62) (51)
Reversed 29 (23) (16) (12) (22) 32 (25) (34) (34) (38)
Modified 2(5 (48 (5 4(5(9(4ay
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Comments
Although the Second Department in
2006 had a total of 1,472 dispositions,
both civil and criminal, which was
more than two-and-a-half times great-
er than the total of 547 in the First, the
Second had only 345 oral arguments,
almost the same as the First’s total of
350. In 2005, the Second had a total of
1,616 dispositions and the First had
443, almost three and a half to one.
The First Department’s 65% affir-
mance rate for civil cases is not too
different from the previous four years,
with similar observations about its
basic reversal and modification sta-
tistics. Similarly, the 61% rate of the
Second Department and other statis-
tics do not significantly deviate from
the usual range.



Regarding criminal statistics, there is a significant
decrease in affirmances in both courts. The First had a
five-year low of 69% (down from a high of 80% within the
last five years) and the Second, similarly, is 64% (down
from a high of 70% in the last 2005).

New York Court of Claims

Although, as noted, the New York Court of Claims is not

an appellate court, nevertheless, these statistics may be of

value to practitioners in this court. Presented for the first
time, the significant statistics for 2006 are:

1. Atotal of 1,811 claims were disposed of, with 1,724
dismissals and 87 awards. Thus, of all filed, only
4.8% resulted in awards.

2. 4,395 claims were pending on January 1, 2006; 1,482
were filed in 2006 and on December 31, 2006, the
pending claims numbered 4,066.

3. The total amounts originally claimed in the 87
awards was approximately $117,000,000 with actual
awards of $18,472,000 or 17% of the original claims.

U.S. Circuit Courts of Appeals for the Second Circuit
and the District of Columbia

This year, for the first time, appellate statistics for civil
cases in percentages are being presented herein in the
same manner as they are specifically set forth in the offi-
cial report, namely, as “other U.S. Civil” and “other private
civil,” and not lumped together, as in previous articles.
Additionally, statistics for administrative appeals are also
set forth. The Court of Appeals for the Federal Circuit is
not included with the other two since it has “[n]ationwide
jurisdiction to hear appeals in specific cases, such as those
involving patent laws and cases decided by the Court of
International Trade and the Court of Federal claims” and
not general appeals like the other circuits.

than in the New York Court of Appeals as well as the First
and Second Departments of the Appellate Division.8 W

1. “Bravado — the quality or state of being foolhardy,” Merriam Webster’s
Collegiate Dictionary, Tenth Edition.

2. As defined in the Court of Appeals Annual Report, “other” includes
anomalies which did not result in an affirmance, reversal, or modification
(“other” included judicial suspensions, acceptance of a case for review pursu-
ant to Court Rule 500.17). “Dismissal” also includes non-appealable orders, as
well as stipulations or settlements after the filing of records on appeal.

3. From the Annual Report of the Clerk of the Court of Appeals for 2006.

4. In 2006 numbers, with only 2005 and 2004 figures in parentheses and
excluding the category “other.”

5. Excluding Constitutional questions, stipulations for judgment absolute
and “other.”

6. Author’s note: These figures alone again clearly support the long-time
need for a fifth department. Additionally, the population within the Second
Department constitutes almost one half of the state.

7. The high affirmance rate is attributed to the fact that most of their cases
involve review of decisions of federal administrative agencies with a different
standard of review.

8. The reports containing the above statistics are directly available. For the
New York state courts, the information may be obtained at the Web site <www.
nycourts.gov> (“Courts,” “Court Administration” and “reports”). For the
United States Circuit Courts, contact the Administrative Office of the United
States Courts, One Columbus Circle N.E., Washington, D.C. 20544 or search its
Web site, <www.uscourts.gov.secondcircuit>.

Second Circuit Administrative Appeals
Other Other
U.S. Civil | Private Civil
Affirmed 67 71 Affirmed 70
Dismissed 24 18 Dismissed 13
Reversed 9 11 Reversed 7
District of Columbia? Administrative Appeals
Other Other
U.S. Civil | Private Civil
Affirmed 83 80 Affirmed 67
Dismissed 3 2 Dismissed 16.5
Reversed 4 18 Reversed 16.5

Comments

As noted last year, in comparing these Circuit Court sta-
tistics with those for the New York Court of Appeals, gen-
erally, there is a higher percentage of affirmances in both
the Second Circuit and the District of Columbia Circuit

NYSBA Journal | November/December 2007 | 47



ENVIRONMENTAL LAW

D DV ‘

he general American rule
I regarding the costs of litigation
holds each party responsible for
the fees and costs of litigation, regard-
less of the outcome. The victor in a tort
case will not generally have the right
to impose those necessary expenses
upon other litigants in the absence
of special circumstances.! The height-
ened public policy concerns associ-
ated with oil product spills create just
such a limited circumstance, and the
New York State Legislature has seen
fit to alter these normal and expected
rules in Article 12 of the New York
Navigation Law, commonly known as
the “Oil Spill Act” (or the “Act”).2
Under the Oil Spill Act, any injured
party may bring a private action
directly against a discharger. Recent
appellate authority further emphasizes
the broad scope of direct and indirect
damages that are available to plaintiffs
through this statute. Indeed, the costs
of litigation may be recovered without
regard for whether cleanup or removal
costs were incurred. The cases thus
appear to treat the Act as a litigation
incentive statute, virtually guarantee-
ing the award of fees to prevailing
plaintiffs irrespective of the degree of
culpable conduct or adequacy of the
response and remediation undertaken
by the defendant who is responsible
for the discharge of an oil product.

Broad Scope of Remedies

The Oil Spill Act is concerned with
health and safety issues,’ and its pur-
pose is to require the prompt cleanup
and removal of oil and fuel discharge
to minimize damage to the environ-

MontGoMmERy L. EFFINGER (meffinger@omcdoc.com) is a partner with the law firm of O"Connor,
McGuinness, Conte, Doyle & Oleson. He is a graduate of Bucknell University and received his law

degree from Pace University Law School.

Imposition of Litigation Costs
and Fees in Oil Spill Cases

ment, to restore the environment to its
pre-spill condition, and to compensate
those damaged by such discharge.*
Part Three of the Act establishes the
“New York Environmental Protection
and Spill Compensation Fund” (“Oil
Spill Fund” 