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PROCEEDI NGS
(8:42 a.m)

CHAIR SARIS: (Good norning to
everyone. Wl cone to the hearings today on our
gui del i ne amendnents. | was saying earlier as | was
snmoozing with all the future speakers and peopl e who
have attended today's hearing, this is an unusual
hearing in the sense that so many of the areas are
hi ghly specialized, areas that we really do need
information about, whether it is about economc
espi onage, or trade secrets, or counterfeit mlitary
parts, or drugs. These are inportant areas which the
Congress has addressed in the |last session, and it
told us to do guidelines about.

So we read with interest all of the
testinony, and we are |looking forward to it. W tend
to be a hot bench, so | think the way we've got it is
the red lights go off after 10 mnutes? 1|s that so?
Al right, soit islikeinthe First Grcuit, the
hook cones at about 10 mnutes. So if | start
getting ansy, that is ny first sign. And then if |

cut you off, please don't take it personally but it
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is just so that we can —we will read all of your
witten comments, and then we will ask questions.

But before we get going, a few things.
You may think, in case you get bored you are going to
be allowed to watch television. That is not the
case. The reason we have the screen up there is
Judge Ricardo H nojosa could not attend today, so he
is going to be comng in at sonme point —I think
probably for the second panel.

Before we get going, | want to introduce
Ms. Ketanji Jackson who has served as the vice chair
of the Comm ssion since February 2010. She was a
litigator at Morrison & Foerster, and was an
assistant federal public defender in the Appeal s
Division of the Ofice of the Federal Public Defender
inthe District of Colunbia. And while it is not in
her official bio yet, I have to brag that she has
been nom nated to be a federal district court judge,
and she is through the Judiciary Commttee and "on
the Floor,"” as they say. So who knows, she could get
a call any mnute.

(Laughter.)
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CHAIR SARI'S: Next, Judge H nojosa,
who will be joining us from T Texas |ater this norning.
He served as chair and subsequently acting chair of
t he Comm ssion from 2004 to 2009. He is the chief
judge in the United States District Court for the
Southern District of Texas, having served on that
court since 1983. W were privileged to go down for
our |last neeting to the border court and see the
amazi ng casel oad that they have and the chal | enges
t hey have in both the immgration and the whole area
of guns going across the border. And so he has maybe
800 cases a year, which is quite an astonishing
nunber of crimnal cases.

Dabney Friedrich has been on the
Comm ssi on since Decenber 2006. She served as an
associ ate counsel at the Wite House, as counsel to
Chairman Orin Hatch of the Senate Judiciary
Comm ttee, and an assistant U. S. attorney in the
Southern District of California and the Eastern
District of Virginia.

And our ex-officio, or ex-officio, if you

are going to do it in Latin, Jonathan Wobl ewski, a
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menber of the Comm ssion —I went to Grls Latin, so
just always have to do that.

(Laughter.)

COWM SSI ONER WROBLEWSKI : —Car di nal

(Laughter.)

CHAI R SARI S: —representing the
Attorney Ceneral of the United States. Currently he
serves as director of the Ofice of Policy and
Legislation in the Crimnal D vision of the
Department of Justice.

You may notice that we seemsmaller. W
are. W've got three vacancies on the Conm ssion.
W are hoping for a nom nation soon. And so we are
m ssing very nmuch Vice Chair WIIl Carr, whose term
ended, and Judge Beryl Howel .

So why don't we bring the first group up
so | can introduce all of you who are going to teach
us about this growing new field of economc
espi onage.

Al right, John Lynch is currently the
chief of the Conmputer Crine and Intellectual Property

Section, which | amtold is COPS —right? 1've got
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it? —in the CGtimnal D vision of the Departnent of
Justice. During his over 15 years in CC PS,

M. Lynch has —15 years —has al so served as tria
attorney, senior counsel, and deputy chief. M.
Lynch received his J.D. from Cornell Law School

Thomas Reilly is currently counsel to the
assi stant attorney general for National Security,
where he supervises all espionage-related matters in
t he Count er espi onage Section of the National Security
Di vi sion and provi des advi ce and counsel regarding
the application of the Cassified Information
Procedures Act.

Louis Bladel 11l serves as section chief
of the FBI's Counterintelligence D vision, |eading
the FBI's national counterespionage program He has
previously served in a nunber of positions with the
FBI, and has conducted or overseen nunerous high-
profil e espionage investigations. M. Bladel —am|
pronounci ng that correctly?

MR BLADEL: Yes.

CHAIR SARIS: (ood. —earned a

Bachel or of Science in Crimnal Justice Sciences from
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IIlinois State University.

And Stanford McCoy is the assistant U S
trade rep for the intellectual property and
innovation at the Ofice of the United States Trade
Representati ve where he serves as the chief policy
advi sor on intellectual property and trade issues.
He is a graduate of DePaul University and the
Uni versity of Virginia School of Law

Vel cone to all of you, and thank you so
much for comng. Wy don't we start with M. Lynch

MR LYNCH  Madam Chair and di stingui shed
nmenbers of the Comm ssion:

My nane is John Lynch, and | amthe
section chief of the Conputer CGrine and Intellectual
Property Section of the Departnment —of the Crimnal
D vision of the Departnment of Justice.

Thank you for inviting the Departnment to
present testinony today on the problemof trade
secret theft and econom c espi onage, and the
Conm ssion's response to the Foreign and Econom c
Espi onage Penal ty Enhancenent Act of 2012.

Trade secrets underlie American innovation
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invirtually every area of manufacturing and
technology. This theft costs the United States an
estimated billion of dollars each year. This theft
can underm ne our econony, and inpose risk to our
nati onal security interests, particularly in cases
targeting sensitive technol ogies or suppliers of
conponents for defense, security, and critica
infrastructure applications.

For these reasons, investigating and
prosecuting corporate and state-sponsored econoni c
espionage is a top priority of the Justice
Depar t nent .

| appreciate the opportunity to present
our views on this inportant issue. M testinony wll
present an overview of the Departnent's views on
trade secret theft enhancenents, while ny coll eague,
Thomas Reilly of the National Security Division wll
focus on threats where a foreign state actor is
i nvol ved.

The category of trade secrets enconpasses
an array of commercially valuable information. These

can include many types of information, such as

11
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technical, scientific, and engi neering data, business
records or econom c and financial information, as
long as the information is not known to the public,

t he owner has taken reasonabl e neasures to keep it
secret, and the information derives econom c val ue
fromits secrecy.

Trade secrets mght include a tire-maker's
process for a polyner that is nore durable or |ess
expensi ve than others on the market, a manufacturer's
proprietary process for inproving the efficiency of
its factories, or the design of network hardware used
in mlitary applications.

Frominnovative technol ogi cal advances to
sensitive business information, trade secret
information represents the |ifebl ood of many
Anerican businesses. As a world |eader in
i nnovati on, our businesses are a prine target for
trade secret theft.

In this regard. U.S. businesses can not
only face financial devastation if their trade
secrets are stolen, but the threat of foreign and

donestic corporate espionage al so i nposes significant

12
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ongoi ng costs on businesses for extra security
neasures to protect them

Today, 17 years after Congress passed the
Econom c Espi onage Act of 1996, the threat of
econom c espi onage and trade secret theft remains and
continues to grow.

The Federal Bureau of Investigation has
seen an overall increase in these cases, doubling the
nunber of arrests associated with trade secret theft
over the past four years. The nunber of prosecutions
has al so grown substantially during that period.

This rise in cases reflects in part a
focused effort by U S. |law enforcenent to target
trade secret theft. Those efforts, however, are
t hensel ves a response to the rapid growth in the
i nci dence of trade secret theft and economc
espi onage, whi ch has been spurred and facilitated by
the increasingly global reach of business and trade
and continued rapid growth in the use of digital
net wor ks and st orage.

In light of the increasing threat and

conpl exity of the ongoing theft, in February the

13
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Wi t e House announced the Adm nistration's strategy
on mtigating the theft of U S. trade secrets.

The strategy takes a governnent -w de,
nmul ti-faceted approach to conbatting trade secret
theft. OCimnal enforcenent against trade secret
theft is a critical part of that strategy and one to
whi ch the Departnent is commtted.

It is also inportant that crimnal
penalties deter trade secret theft and reflect the
significant harmthat such offenses inflict on
i ndi vi dual busi nesses and t he econony.

For this reason, in its white paper on
intellectual property enforcenent |egislative
recommendati ons the Adm nistration reconmrended
increasing the penalties for trade secret offenses in
areas that I will outline in a few nonments.

In enacting the Foreign and Econom c
Espi onage Penal ty Enhancenent Act, Congress |argely
adopted the white paper's proposals relating to the
sent enci ng gui del i nes, recogni zi ng that additi onal
enhancenents for certain trade secret thefts may be

warranted to account for the seriousness of such

14
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of f enses.

The Departnent believes that the existing
guidelines applicable to trade secret offenses do not
adequately account for the seriousness of many
aspects of such crinmes, and we support severa
potential changes di scussed in the Conmm ssion's
proposed anmendnents to the sentencing guidelines.

W believe that these changes will nore
appropriately address the harm posed by trade secret
theft and econom c espi onage, provide nore effective
deterrence against these crines, and bring the
gui del ines applicable to those offenses inline with
other intellectual property offenses and simlar
econom Cc cri mes.

First, the Departnent recommends that the
Conm ssi on anend the guidelines to provide a two-
| evel enhancenent for sinple m sappropriation of a
trade secret. That is, for any offense involving the
crimnal theft of a trade secret under either section
1831 or 1832.

Under the existing guidelines, the base

of fense |l evel for these offenses is guideline 2B1.1
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is 6. Unlike trade secret theft, nost other
intellectual property offenses are referenced to
2B5. 3, which provides a base offense |evel of 8.

The governnent regards crimnal offenses
involving trade secrets as no less serious, and in
certain circunstances even nore so, than other forns
of intellectual property crine. Providing a 2-|evel
enhancenent in section 2B1.1 for sinple trade secret
theft, even w thout other aggravating factors, would
bring its offense level inline wth the base offense
| evel for other intellectual property offenses, and
nore appropriately affect the relative seriousness of
trade secret theft offenses.

Second, the Departnment recomends that the
gui del i nes shoul d continue to provide an enhancenent
for trade secret theft for the benefit of a foreign
governnent, instrumentality, or agent.

My col | eague, Thomas Reilly, will discuss
this in nore detail, but our viewis that the current
enhancenent for econom c espionage is justified not
only by the seriousness of the offense, but also by

the need to deter such foreign entities from

16
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exploiting difficulties in investigating crines wth
a foreign conponent. It should be maintained.

Third, the Departnent recommends an
addi ti onal gui delines enhancenent in cases in which a
def endant sends or attenpts to send stolen trade
secret information outside the United States.

The harmthat trade secret theft can
inflict on U.S. conpetitiveness and ot her nati onal
interests, and the investigative difficulties
presented when rel evant evidence and w tnesses are
| ocated abroad, are not limted to econom c espi onage
cases under section 1831.

Many cases prosecuted under section 1832,
particularly in the |ast several years, have involved
sone sort of foreign nexus. This includes
i nvol venent of a foreign conmpetitor in the theft or
subsequent exploitation of the trade secrets, or the
upl oadi ng or sending of stolen trade secret data to
recipients or conputer servers overseas.

As recent news reports have highlighted,

U S. conpanies are also the targets of frequent cyber

attacks, many of which focus on val uabl e comerci al

17
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data, including trade secrets.

Even in cases where a defendant convicted
of trade secret theft does not know or intend that
the theft will directly benefit a foreign governnment
or instrunmentality, or where such know edge or intent
cannot be readily proven, the transm ssion of stolen
trade secret data outside the United States
nevert hel ess poses many of the sanme dangers to the
U. S. econony that econom c espi onage offenses do, as
well as many of the same investigative chall enges.

The Departnent therefore recommends that
t he gui deline include a 2-1evel enhancenent for
of fenses under either section 1831 or 1832 when they
i nvol ve the transm ssion or attenpted transm ssion of
stolen trade secrets outside the United States.

The Departnent further recommends that the
enhancenents that | have outlined should be applied
cunul atively. Moreover, because of the heightened
ri sk of harmand increased investigative difficulties
presented by econom c espi onage and ot her trade
secret offenses involving foreign transm ssion of

trade secrets, we also recommend that a m ni num

18
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of fense | evel of 14 should apply in any such case.

The Departnent believes that the adoption
of these additional enhancenments will result in
gui del i ne sentences that better reflect the severity
of the harminflicted by trade secret theft,
particularly offenses involving a foreign nexus, and
provide nore effective deterrence where it is nost
needed.

The enhancenents | have outlined woul d not
only address the concerns Congress raised in the
sentencing directive but would also help fulfill
Congress's original desire in enacting the Econom c
Espi onage Act to nore effectively confront the threat
posed by theft of trade secrets.

In closing, | would Iike to thank the
Conm ssi on once again for the opportunity to share
the Departnment’'s concerns and views. W welcone the
opportunity to work with the Comm ssion, and we
appreciate the effort and expertise that the
Conm ssi on has devoted to this inportant subject.

Thank you.

CHAIR SARIS: Thank you. M. Reilly.



10

11

12

13

14

15

16

17

18

19

20

21

22

23

MR REILLY: Good norning, Madam Chair,
nmenbers of the Comm ssion:

Thank you for having ne here today. |
want to explain a little bit about how the Nati onal
Security Division factors into prosecution of trade
secret theft.

W house the trade secret theft conponent
of NSD in the Counterespi onage Section, and we have
supervi sion over all cases that would invol ve
violations of 18 USC 1831. That is theft of a trade
secret with knowl edge or intent that the theft would
benefit a foreign governnment, foreign agent, or a
foreign instrunmentality.

| have been there for about 11 years now.
| have been involved in 8 of the 9 cases that have
actual ly been charged under 1831. W work with U S
Attorneys’ offices, our colleagues in FBI, and other
| aw enf orcenent investigative divisions, colleagues
inthe OGimnal Dvision, to investigate and

prosecute these cases. So we take a really holistic

view of it. W don't goin thinking this is going to

be an 1831, this is going to be an 1832, this is

20
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going to be sone other kind of trade secret theft
property case. W try to use whatever tools we have
avail able to address the threat.

And | want to talk a little bit about what
the threat is and the chall enges we face when we
investigate this threat.

The threat that this poses to the nationa
security is a lot of trade secrets are held by
private conpani es, obviously. Private conpanies
devel op materials, technol ogi es, processes, that
relate to critical infrastructure in the United
States, weapons systens, other itens that some day we
woul d use for national defense. Wile they are "in
devel opnent,"” while conpanies are working on them
they are not classified. They are not part of the
U S. governnent owned and protected information.

So we don't have the tools available to
protect the national defense information that we have
under espionage statutes. So we | ook to other
statutes, which include 1831.

So when people fromother countries target

these itens, they are targeting not the U S.
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governnment but the conpanies. And just because they
are a conpany doesn't nean that threat is any |ess
serious to our national defense.

So we take it as a huge priority to
protect those itens, and protect the national
defense, by looking at trade secret theft through the
sanme |lens we use to protect our own U S. government
classified national defense information.

One of the big challenges we have is that
when a nation state is involved you have a crimna
foe that is well resourced, well supported, and well
trained. They can use the tools that they use to
col  ect our national defense information and target
us on a national |evel against conpanies that do not
have the resources the U S. governnent has to protect
that information.

They can use their existing infrastructure
of intelligence collection activities, either be it
agents, technol ogy, support, to enhance their ability
to collect this econom c information.

So when we conme up agai nst these crimnals

who are trying to steal these trade secrets, we are

22
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not just up against a crimnal network; we are up
against a crimnal network that could be supported by
a foreign intelligence network that could be very
sophi sticated and have existing technol ogy and
support in place to allow themto steal the trade
secrets, and we nmay not even know it.

Therefore, we have to encourage greater
deterrence to deter foreign nation states from
supporting that activity, and supporting those
crimnals.

Qbvi ously, when foreign nation states are
i nvol ved there's going to be evidence overseas. And
getting that evidence when you are challenging a
country, and when we are charging 1831, you are
involving that foreign nation state in that theft by
alleging that that theft was intended to benefit
t hem

Then, going to them and asking themto
hel p support you in your prosecution of that case and
asking for evidence obviously presents significant
chal | enges.

Wien you involve a foreign nation state's

23
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intelligence network, that could inplicate our own
efforts on intelligence collection and our own
efforts to gather intelligence across the world. So
we have to be cogni zant of those issues as well when
we charge these cases and when we investigate them
that we don't trip over ourselves in terns of what we
are doing with our own intelligence services.

The threat in recent years has grown by
the ability of crimnals to use cyber-enabl ed
activities to steal the trade secrets. The reason
that poses a great threat is because a |ot of that
activity can be conducted outside of the United
States, avoiding our jurisdiction and avoi di ng our
ability to use traditional |aw enforcenent tools that
we have to investigate these cases.

So that is a greater challenge for us to
reach actually the crimnal that is conducting the
theft of the trade secret. And when you do a cyber-
enabl ed theft, it is not necessarily going to be
apparent to the victimuntil much |later that they
actually were the victimof a theft.

If the thief is successful in stealing the
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stuff through the conputer network, then the victim
may not know it. That |eads to expiration of
evidence, our ability to actually act quickly to get
up on people and use crimnal tools to investigate

t hese cases, and grab things before nore danmage is
done, is a great threat that we face by cyber-enabl ed
theft of trade secrets.

The greater threat that we also face is
not just to the victimof the trade secret and the
econom c | oss that they face, but the econom c |oss
that the country faces, and allow ng other nation
states to use these intelligence-enabl ed cyber-
enabl ed activities to steal our trade secrets and
conduct these operations here, to use their trade
craft that they use for intelligence collection, it's
t he sane chall enges we face when we try to deter
ot her countries and peopl e from conducting espi onage
inthis country. And it is why this conponent of
crimnal |aw enforcenent is housed in the
Count er espi onage Section, and why we believe a
greater deterrence is needed to try and get these

nation states to stop doing this and nmake it harder
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for themto recruit agents to do this, make it harder
for themto use their networks and jeopardi ze their
networks by doing this, by greater sentences up front
that nmake it harder for themto do this activity.

Therefore, we support, and I join ny
col | eague, John Lynch, in recomrendi ng the conti nued
enhancenents that already exist, and the new
enhancenents that have been proposed.

Thank you very much for the chance to talk
to you today. | look forward to any questions.

CHAIR SARIS: Thank you. M. Bl adel.

MR BLADEL: Good norning. M/ nane is Lou
Bladel. | amthe section chief for the
Counterintelligence Division' s Counterespi onage
Section at FBI headquarters.

Counterintelligence is evolving beyond the
asymmetrical foreign established based threats. Wat
we face today is much nore than the FBI foll ow ng
known intelligence officers as they | eave diplomatic
establ i shnents. Today's symetric actors are
growi ng —asymetric actors are a growing threat with

nontraditional, noncover, official intelligence

26
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col l ectors operating not only agai nst gover nnent
agenci es but nore extensively against Arerica's
conpani es, hospitals, universities, and research
facilities, collecting not only classified
information but our nation's nost val uable trade
secrets.

The Econom c Espi onage, or EE Unit, housed
in the Counterespionage Section that |I direct is the
tip of the spear fighting against this asymetric
assault to steal Anerica's technol ogy.

My director has said that there is
substantial concern that China is stealing our
secrets in an effort to leap ahead in terns of its
mlitary technol ogy, but also the econom c capability
of China. It is a substantial threat that we are
addressing in the sense of building our programto
address the threat.

Wil e the caseload of ny other units has
remai ned rel atively stable, the casel oad of our
Econom ¢ Espionage Unit is exploding. 1In fiscal year
2011, we had a total of 108 cases. This year al one

we have 147, which is a 50 percent increase in just

27



10

11

12

13

14

15

16

17

18

19

20

21

22

23

two years.

In fiscal year '11 we had 7 arrests, 16
searches, and 9 indictnents. In fiscal year '12, 12
arrests, 13 searches, and 26 indictnments. And in
this year, 1 arrest, 12 searches, and 4 indictnents.

A speci al enphasis should be placed on the
fact that we have al nost matched our fiscal year 2012
for searches and are not even mdway through this
current year

As a fornmer assistant special agent in
charge of our Washington Field Ofice, | can tell you
t hat the resource-intensiveness and neticul ous nature
of the searches cause us to spend many hours
processi ng docunents and digital evidence, and that's
t he easy part.

A long road of evidence review and work
with the victimentity to identify trade secrets
anongst the evidence then begins. It is also worth
noting that the arrests docunented above, only 2 in
fiscal year 2011, and 1 in fiscal year 2012, were for
the of fense of econom c espi onage under 18 USC 1831.

Al'l other arrests were for the | esser charge of theft
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of trade secrets under 18 USC 1832.

As the counterespi onage Section chief for
the FBI, | can definitively state that economc
espi onage and the theft of trade secrets represents
the largest growh area in recent years, and it is ny
assessnent that the threat will grow exponentially in
the near termand thereafter

Recent | oss data gives us the netric to
neasure the threat. |In fiscal year 2012, victim
conpani es fromcases in ny Econom c Espi onage Unit
reported |l osses totalling $13 billion U S. dollars.

Vi ewed as a cal endar year for 2012, the | oss anounts
to a reported $19 billion fromthe conpani es.

These account for research and devel opnent
expenditures, as well as the projected revenue of the
af fected conpani es.

The history of the Econom c Espi onage
statute from 1996 refl ects an understandi ng of
econom c security as national security. The 104th
Congress noted: Threats to the nation's economc
instruments are a threat to the nation's vital

security interests.

29



10

11

12

13

14

15

16

17

18

19

20

21

22

23

30

In 1996, then-Director Louis Freeh
testified about concerns over state-sponsored
targeting of Anerica's trade secrets. | would like
to update in testinony today that foreign-based
targeting of Anerican trade secrets is continuing,
but that state-sponsored —that the state sponsorship
of the targeting has been difficult to show in open
court.

Since the passage of the Econom c
Espi onage Act, we have only seven convi ctions under
econom c espi onage statute 1831 which requires
showi ng the corporations and researchers of a foreign
governnent that would steal our secrets as the agents
or instrunentalities of a foreign power. Oten the
reci pient of stolen trade secrets is a foreign
university or a foreign conpany, a convenient vei
for a foreign power.

Therefore, many of the cases end up being
prosecut ed under 1832 as theft of trade secret cases
and retain a foreign nexus, but the sentences do not
reflect the severity of the offense.

The victins are varied and of extrenely
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hi gh val ue and inportance. Autonotive, financial,
hi gh sci ence and chem cal conpani es, cleared defense
contractors, pharnmaceutical, renewabl e energy,
agriculture, medical, preclassified energing

t echnol ogy, USG agenci es, and nore.

As our caseload grows, | want to take a
nonent to describe a few exanpl es of the profound
damage caused by the worst formof this offense.

In San Franci sco we have the DuPont
titani um di oxi de case. According to a February 2012
i ndi ctnment, several forner enployees with nore than
70 conbi ned years of service to the conpany were
recruited to sell trade secrets to a conpetitor in
t he PRC

Entities owned by the PRC gover nnent
sought information —

CHAIR SARIS: "China"?

MR BLADEL: China, excuse ne, yes.
Entities owned by —of the Chinese governnent sought
information on the production of titaniumdioxide, a
white pignment used to col or paper, plastics, and

pai nt.
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The Chinese governnment tried for years to
conpete with DuPont, which holds the | argest share of
the $12- to $15 billion annual nmarket in titanium
di oxide. Five individuals and five conpani es were
conmi ssi oned by the Chinese state-owned enterprises
to collaborate in an effort to take DuPont's
technol ogy to the PRC and build conpeting titani um
di oxi de plants, which would obvi ously undercut
DuPont's revenues and busi ness.

Thus far, three co-conspirators were
arrested, and one additional co-conspirator pled
guilty in federal court. This case is one of the
| argest econom c espi onage cases in the FBI's
hi story.

I n Chicago, Hanjuan Jin began working for
Motorola in 1998. She took a | eave of absence in
February of 2006. Wthout Mtorola s know edge, Jin
returned to China and worked for Sun Kaisens, a PRC
t el ecommuni cati ons conpany |inked to the PRC
mlitary, on mlitary projects from Novenber 2006 to
February 2007.

Jinreturned to the US. fromGChina in
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February 2007 and told Mdtorola she was ready to end
her nedical |eave and return to work. Over a two-day
period, on February 26th and 27th in 2007,
imediately after returning to work at Motorola, Jin
downl oaded nunerous technical docunents, tw ce
returning at night to renove hard-copy docunents and
other materials fromher office. Many of the
docunents concerned Mdtorola's proprietary push-to-
tal k i DEN t echnol ogy.

Prosecutors argued Motorola had invested
hundreds of mllions of dollars in devel opi ng i DEN,
which in turn was a prine source of revenue for the
conpany.

Jin was sentenced to four years in prison
and fined $20,000 by a U S. district court judge in
the Northern District of Illinois. Al though Jin was
not convicted on three counts of econom c espi onage,
t he judge who sentenced her said, quote, "She raided
Motorola's information to steal technol ogy and
denonstrated a willingness to betray her naturalized
country."”

The court concluded that, though Jin had
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Chi nese- | anguage cl assified taski ng docunents, her
enpl oynent was with the Chinese conpany Sun Kai sens
and therefore Sun Kaisens did not represent an arm of
t he PRC governnent, even though it was supported by
t he communi cations architecture of the People's
Li beration Arnmy. It is estimated that the
m sappropri ated trade secrets were valued at $1.2
mllion.

From M nneapol i s, anot her case. Kexue Huang,
a former scientist of two of America's |argest
agriculture conpanies pled guilty and was sent enced
to 87 nonths for one count of 18 USC 1831, econom C
espi onage, and one count of theft of trade secrets.

Wi | e at Dow AgroSci ences and | ater at
Cargill, Huang accessed extrenely val uabl e and
sensitive research on a patented-protected organic
i nsecticide product. Huang attenpted to renove
conpact di sks which contained significant proprietary
information on his |ast day of enploynent.

A review of Huang's work | aptop reveal ed
he downl oaded | arge vol unes of proprietary

i nformati on whi ch Dow had previously been unable to
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| ocat e.

Wi | e enpl oyed at Dow AgroSci ences, Huang
m sappropri ated trade secrets, transported the trade
secrets to the PRC, and directed university research
to further develop the trade secrets with the
obj ective of producing a product in the PRC

Huang submtted two grant applications and
t hen subsequently received funding fromthe Nationa
Nat ural Sci ence Foundation of China, an organization
directly affiliated with the State Council for the
managenent of the National Science Foundati on.

Huang expressed the protracted goal to
devel op and produce the m sappropriated products in
China. It is estimated that his crimnal conduct
caused Dow and Cargill $100 million.

I want to close with a recent case that
may hel p docunent why we in the FBI are concerned
about what appears to be a weak deterrent in the
theft of trade secret cases.

In the Kansas Gty Pittsburgh Corning
case, PRC based subjects were targeting Foangl as, the

trade secrets relating to insulation in the
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manuf acturing process. As a result of the
cooperati on between Kansas Gty and the victi m—FBI
Kansas Gty and the victimconpany, on August 4th,
2012, Pittsburgh Corning introduced a trusted

enpl oyee as a human source to respond to a classified
ad.

The source exchanged a series of e-mails
with the conspirators in the PRC. The PRC based
subj ects, Huang and Q, agreed to pay $100, 000 for
this stolen trade secret information relating to
Foanglas with an initial payment of $25,000 when they
nmet our source.

The source and the PRC conspirators
schedul ed a first neeting for Septenber 1st, 2012, in
Kansas Gty. Huang and Q arrived in Kansas City on
Sept enber 1st, 2012, and net with our source at a
hotel restaurant. The FBI recorded the neeting on
audi o and video. The source expl ained to Huang and
Q that the information they were requesting was
confidential and could result in the conpany going
out of business, and could get our source arrested.

Huang and Q replied that that is what
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they are | ooking for and woul d take care of our
source and provide himfull enploynment. The source
prom sed to neet the nmen again after going back to
the Pittsburgh Corning plant to steal the docunents
t hey had request ed.

The next day, Huang and Q net our source
in a hotel roomcovered by FBI video and audio
surveillance. Huang and @ displayed $25,000 in
cash and our source displayed the docunents, pointing
to the "trade secret” markings on the docunents.

The FBI investigation and subsequent
arrest thwarted the potential |oss of $270 nmillion,
according to Pittsburgh Corning officials. They
coul d have ruined the conpany. The factory in
M ssouri al one has 500 enpl oyees.

On January 25th of this year, Huang and Q
were sentenced. Huang was sentenced to 18 nonths in
prison without parole after pleading guilty to
conspiracy to commt theft of trade secrets from
Pittsburgh Corning. Huang was ordered —al so ordered
to pay a $250, 000 fi ne.

Q@ , a translator assisting Huang who
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served as a key cooperative witness for us, was
sentenced to time served and ordered to pay a $20, 000
fine and sel f-deport within 7 days. Huang and Q
were in custody since Septenber 2nd, 2012, after they
were arrested.

At the FBI we ask ourselves: Does this
sentence reflect the seriousness of this crine? 1 do
not believe that it does. Despite the conviction and
a prison sentence, actors in the PRC are not deterred
and they try again.

Pi ttsburgh Corning cane back to the FB
| ast nonth, February of 2013, after a guilty plea and
advi sed that they found on Craigslist the exact
sane ad offering an adventure to China for engineers
with expertise in Foanglas, offering to pay them
$120,000 U. S., provide themwith a personal driver
and translator, and pay for flights back and forth
fromChina to the U S, as well as having their
i nsurance cover ed.

The ad concludes: You wll enjoy your
stay here, and you will make plenty of new friends

and experiences. W really need to find this one
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perfect piece and continue noving forward, and we are
willing to go the extra mle.

For ei gn- based actors trying to steal
Anerica's nost val uable trade secrets are getting
nore bold and brazen in their attenpts.

The FBI thanks the U S. Sentencing
Conm ssion for evaluating the seriousness of this
threat and for produci ng possi bl e sentencing
gui del i ne enhancenents that will increase the
deterrence effect.

Thank you very nmuch. |f you have any
guestions, | can tal k about the cases.

CHAIR SARIS: Thank you. M. MCoy.

MR McCOY: Madam Chair and nmenbers of the
Sent enci ng Comm ssion, thank you very nuch for the
opportunity to speak about the perspective of the
Ofice of the United States Trade Representative on
trade secret theft in the international trade
cont ext .

USTR i s responsi bl e for devel opi ng and
coordinating U S international trade commodity and

direct investnment policy and overseei ng negotiations
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on these issues with other countries.

USTR is part of the Executive Ofice of
t he President and provides trade policy |eadership
and interagency coordination on its nmajor areas of
responsi bility including, anong nmany ot hers, trade-
related intellectual property issues.

As assistant U S. trade representative for
intellectual property and innovation, rmuch of ny job
i nvol ves encour agi ng ot her governnents to take
protection of intellectual property rights seriously,
and to enforce intellectual property rights,

i ncluding those of U S. conpanies, creators, and

i nnovators with the sanme vigor and effectiveness with
which the United States protects the intellectual
property assets of both donestic and foreign
conpani es, creators, and innovators here in our

mar ket .

It is often the case in these discussions
t hat our own actions are our best argunment. All
sectors of our econony rely on intellectual property,
including trade secrets. As you have heard and read

today and in the Admnistration's strategy on



10

11

12

13

14

15

16

17

18

19

20

21

22

23

mtigating trade secret theft, crimnals,
conpetitors, and even governnents are deliberately
targeting the trade secrets and ot her confidential
information of U S. conpani es.

This hearing is intended to assist the
Conm ssion in its consideration of guidelines that
refl ect the seriousness of trade secret theft, take
into account potential and actual harns, and provide
adequat e deterrence.

In USTR s experience, it has been
difficult for U S. conpanies to obtain relief against
t hose who have benefitted from m sappropriation or
theft of trade secrets, despite conpelling evidence
denonstrating such actions.

Many cases involving U S. conpani es and
foreign conpetitors go unreported because U S. firns
fear the cost and |ikelihood of failure of pursuing
t hese cases through | egal channels, as well as the
possi bl e conmerci al repercussions for bringing such
cases to light.

There are many barriers or potenti al

barriers to prosecution of intellectual property
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crimes overseas, including, anong others, |ocal
protectioni smand corruption.

When intellectual property theft is
actual |y prosecuted overseas, one of our nost
persistent concerns is that judges, prosecutors, and
other actors in foreign crimnal justice systens
underestimate the gravity of these offenses,
resulting in punishments that are m ninmal and
therefore fail to provide effective deterrence.

As we work to respond to that concern, the
U S. donestic sentencing guidelines that you devel op
through this rigorous process can provide an
important and wel | -respected touchstone for our
tradi ng partners abroad.

There is no question that trade secret
theft poses a serious threat to U S. industries
engaged in international trade. Trade secrets are
often anbng a conpany's core business assets, and a
conpany's international conpetitiveness often depends
both on its capacity to protect such assets and to
prevent trade in goods and services by others that

enbody the conpany's stolen or m sappropriated trade
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secrets.

I mportant trade secrets of U S. firns have
been stolen by, or for the benefit of, foreign
conpani es and governnments. The theft of proprietary
i nformati on by unscrupul ous foreign actors has in
sone cases left U S exporters scranbling to sal vage
maj or portions of their international business, a
consequence that is particularly unacceptable given
the Adm nistration's goals of increasing U S
exports.

O course the need for trade secret
protection and the threat of econom c espionage are
not new issues. But new circunstances have arisen
Demand for information is growi ng as overseas
industries clinb the val ue chain and enter into new
and nore advanced fields of technol ogy.

Unscrupul ous actors seeking to neet that
demand have new tools at their disposal, including
cyber intrusions. Consequently, intellectual
property theft is also clinbing the value chain,
bringing to the forefront concerns about the

protection of high-value proprietary information held
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by U S. conpanies as trade secrets.

Qur office has been active in responding
to these concerns on many fronts. In the
Trans- Paci fic Partnership negotiations, our
negoti ators are working to address this issue
decisively and raise the standards of protection of
trade secrets, and thus serve as a nodel that is
responsive to this bolder and nore subtle form of
theft that can destroy entire enterprises.

Trade secret theft is one of the focal
points in our ongoing work with China, including
t hrough the U. S -China Joint Comm ssion on Conmerce
and Trade Intellectual Property R ghts Wrking G oup,
as well as through senior |evel governnent
engagenent s.

During the 2012 Strategic and Econom c
D alogue, as a result of U S efforts China affirned
that the protection of trade secrets is an inportant
part of the protection of intellectual property
rights, and that China would intensify enforcenent
agai nst trade secret m sappropriation.

We are urging China to proceed as quickly
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as possible with its plan to revise the anti-unfair
conpetition | aw whi ch governs the protection of trade
secrets to provide several specific and stronger
pr ot ecti ons.

The 2012 Revi sed Model Bil ateral
| nvestment Treaty text contains binding treaty
obligations to prohibit the forced transfer of
technol ogy, as well as the forced use of donestic
technol ogy. USTR and the Departnent of State will
work on the basis of this text in concluding
Bilateral Investnent Treaty negotiations with
Chi na.

As part of the Adm nistration's recently
announced trade secret strategy, USTR s Special 301
Report, which is our annual review of the state of
intellectual property rights' protection and
enforcenent by trading partners around the world will
be devoting even nore attention to this inportant
i ssue.

As part of this Admnistration's
initiative, we will be increasing our work on action

pl ans, out-of-cycle reviews, and other tools to
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gat her and, where appropriate, act upon infornation
about trade secret protection and enforcenent by U S.
tradi ng partners.

W hope that our bilateral work wll,
anong ot her things, encourage our trading partners to
strengthen avail able renedies for trade secret theft
as, for exanple, Taiwan did with recent anmendnents to
its Trade Secrets Act.

Tai wan' s anendnents provi de for |onger
prison terns and higher fines for donestic
violations, and still higher penalties if the trade
secret is msappropriated with the intention of using
it outside of Taiwan.

In addition to the work that | previously
noted, we al so seek through our trade and investnent
agreenments to prohibit governments fromrequiring
investors to transfer proprietary know edge such as
trade secrets as a condition of doing business in the
market, and we seek to constrain excessive
requirenents for technology transfer, |ocalization,
or other neasures that may make it difficult for a

U S. conpany to maintain control over trade secret
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i nvest nment .

By pursuing hei ghtened standards through
trade negotiations, through our Special 301 Report,
and through our constant bilateral engagenent on this
issue, this Adm nistration shows our trading partners
that the United States expects strong protection of
trade secrets and deterrent punishnents for those who
woul d steal the innovation of others to secure unfair
commer ci al and national advantages.

Qur trading partners need to know that
permtting or pronoting m sappropriation of trade
secrets is unacceptable. The United States protects
the trade secrets of foreign countries in our
markets, and we insist that our trading partners
protect trade secrets in their markets.

Anerican ingenuity is our conpetitive
advant age, and the nore we devel op and pronote the
best practices to secure intellectual property assets
inthe United States, the nore persuasive we can be
to other countries.

In that regard, ny office is grateful for

your engagenent on this subject, and for your
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interest in the international trade policy
perspective, and | stand ready to answer any
guestions you m ght have.

CHAIR SARI'S: Thank you, very nuch.

That was very interesting.

W have an enhancenent, as | know you're
aware of, in |l think it's B5, which involved the
m sappropriation of a trade secret and the defendant
knew or intended that the offense would benefit a
foreign governnent, foreign instrunentality, or
foreign agent, increase by two | evels.

So it isin there in a sense already. Has
that been applied in these prosecutions that you have
been describing? O if not, why not? 1Is it a proof
probl en? What's happening with that?

MR LYNCH It has been applied in 1831
cases certainly. It cones up often in those cases.
It also is applied —it's not tied to a particular
offense. So we have been able to show it in other
types of cases —I think 18 USC 666 cases, and in
ot her pl aces.

It is being applied where we can. It is a
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difficult —it is adifficult area for us to show t hat
this was actually —got to the foreign governnent and
was intended to get to the foreign governnent.

M. Reilly —

CHAIR SARIS: So in a sense, you are
seeking to —because of the proof problens of proving
it really is China —the one you' ve nenti oned nost
frequently —it really is China, you'd really like to
add sonething that just deals straight out with a
trade secret, or straight out with shipping a trade
secret abroad so that it sort of tiers? |Is that what
you are trying to do?

MR LYNCH  The Departnent would |ike
these to apply cunul atively. So we would have a base
trade secret theft, whether it's to benefit a
donestic conpany or a foreign conpany. Then that
woul d be a 2-level increase for that.

That would bring us equal, or even with
other intellectual property offenses.

CHAIR SARIS: Just the plus two for a
trade secret?

MR LYNCH  Just the plus-two. That woul d
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bring us to the sane type of —or the same of fense
| evel as copyright infringenment, trademark
infringement, and so forth, which would be under
2B5.3. So that would apply.

W woul d ask for the continuation of the
current —the current enhancenent for benefitting a
foreign entity or governnent. And then, finally, an
addi ti onal enhancenent, a two-I|evel enhancenent,
where it woul d be, where sonething is sent outside
the United States.

CHAIR SARIS: So but would that be
duplicative?

VI CE CHAIR JACKSON: The additi onal
enhancenent is the thing that is troubling ne a
l[ittle bit. | guess | amnot appreciating the —

MR LYNCH  The one where it's sent out of
the United States?

VICE CHAIR JACKSON: Transmtting it out
of the United States. You say in at |east your
witten cooments that in virtually all of the
situations in which it is intended to benefit a

foreign government, we will have this transm ssion
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outside the United States.

So | trying to understand the distinction
bet ween those two. Way woul d they be cunul ative?
And aren't they duplicative, in a sense?

MR LYNCH \Well, froma —and M. Reilly
may be able to add a bit to this —I think that
denonstrating the benefit to the foreign entity and
actually getting that a foreign governnent or a
foreign agent actually used it is a big proof
pr obl em

Showi ng sonething that has left the United
States gives us the opportunity to capture sone of
that harm and sone of the damage, because that woul d
be a bit | think easier to prove. W can show that
it has left the United States.

And it is unquestionable, as M. MCoy
poi nted out, that once information has left the
United States the harmto Anmerican businesses and the
econony i s heightened, and from our perspective the
proof, you know, our ability to get proof and get
cooperation fromthose foreign entities to show what

t he damage was, how nuch it has been used by the
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beneficiary of the trade secret theft becones nuch,
much harder because we're dealing with governnents
that are often hostile or trying to protect their
donesti c busi nesses.

CHAIR SARI'S: Commi ssi oner Friedrich.

COW SSI ONER FRIEDRI CH: Just fol l owi ng up
on that, can't you make that argunent in virtually
any crimnal case that involves part of the crine
being comm tted overseas? And | don't know that we
have that enhancenent with respect to every offense
that could entail overseas evidence and such

So | get your argunment that it's difficult
to prove the foreign entity's invol venent, and for
t hat reason you want an additional enhancenent even
when you can't quite nmake it, but as M. Debold who
wll testify this afternoon has pointed out, one
concern is that the theft of trade secrets wthin the
United States in nmany cases can be every bit as
damaging as in a case where it happens to nove
overseas and a foreign governnent isn't involved.

Per haps you think the nunber of cases that

i nvol ve overseas transm ssion w thout the invol venent
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of a foreign governnment are very small, or none, |
don't know. Can you conment on that?

| understand the difficulties in proving
that, and why you want a |ower threshold, but we al so
need to be concerned about not targeting this to the
of fenses that you are concerned nost about and not
creating proportionality issues with offenses that
woul d be conmtted within the United States and j ust
as egregious, sinply because it involves the
transm ssion of a trade secret overseas.

MR REILLY: | think we do ook at it as a
tiered approach in the sense that if we charge 1831
we are then in the real mthat we can get that two-
| evel enhancenent for the intent to benefit.

Not every 1831 is actually successful in
sending an itemoverseas. W can —in a case up in
Massachusetts, we actually inserted ourselves into
t he process and nothing actually got sent because we
did an undercover operation

There are cases, though, where even though
for whatever reason we can't prove the intent to

benefit the foreign governnent, the itemstill goes
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overseas to an entity that does raise the same threat
and concerns that we experience of the 1831 real m of
t he foreign governnment invol venent but, for whatever
reason, be they classified information reasons, or

ot her evidentiary reasons, we can't show that the
theft was intended to benefit the foreign governnent,
agent, or instrunmentality.

That to us doesn't differentiate the
t hreat posed by the trade secret is actually going
overseas to be used by a foreign governnment or by the
foreign entity in a way that threatens our security,
econom c or national security, or other threat to the
country.

So by approaching it as a tiered approach,
it does lower the threshold in the sense that we
don't have to prove the intent to benefit the foreign
governnment. Al we have to prove is that it actually
left the United States —

VI CE CHAIR JACKSON: Al though that's not
what the tier said. So would you object to us taking
"attenpted” out of it?

In other words, | hear you saying the
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second tier is the trade secret actually left the
United States, and that there is independent harmin
that. But the tier says "transmtted or attenpted to
transmt.” So | would assune in your situation in
whi ch you had t he undercover agent who inserted
hinself so it actually didn't |eave the United
States, you would get the econom c espi onage but you
woul d al so seek, | would assune as prosecutors if we
had the current wording, the two for "attenpted" as
wel | .

MR REILLY: Absolutely. | think it
should still be under the "attenpt," because to show
the attenpt they would actually have to take the
steps, as in like an export control case, to take the
steps to actually attenpt to —

VICE CHAIR JACKSON: Wl we woul dn't have
t he harm because it wouldn't have actually —I nean |
understand the second tier standing alone in a
situation in which the harmoccurs because the trade
secret actually leaves the United States.

MR REILLY: In the sense that the harm

actually occurs. But the threat is the same, that



10

11

12

13

14

15

16

17

18

19

20

21

22

23

56

the itemwas ready and the crimnal actually
attenpted to send it overseas. Wereas, in sone
cases they may steal it and hold onto it waiting
before they actually try to send it. So that they
haven't taken those steps that would show t he attenpt
to send it overseas.

So in a case like United States v. Chung,
where the defendant actually got a very serious
sentence, he did not actually take —while he
m sappropriated the trade secrets with the intent to
benefit the foreign governnent —didn't actually take
steps at that point to attenpt to send the trade
secret overseas.

VICE CHAIR JACKSON:  So he would only
get —

MR REILLY: So you do have a case where
there is a differentiati on between he has
m sappropri ated the trade secret but not taken that
step. So it is a —the threat is greater when it
actually gets sent overseas, but we wouldn't want to
have | ess deterrence just because we are better at

stopping it from going overseas.
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If they actually take those steps and they
make the attenpt to send it, to us that is still a
greater threat. W have to then be involved in a
greater role to interdict the transm ssion of the
trade secret.

MR BLADEL: In working with the
conpanies, that is one of the biggest things that
they want us to make sure happens, that it doesn't
get overseas.

W have a case with DuPont right now
wher e, anot her Chinese case where they're trying to
steal hybrid corn seed. And what they've been able
to dois —I don't think they understand our |aws, but
what has happened is DuPont is cooperating with us
and we've been able to interdict the Chinese before
they | eave the States with the seed.

The last attenpt was this last fall where
they had stuffed the corn seed in their underwear,
and then they were trying to | eave the country. And
we searched themat the border, basically on nore of
not an econom c espi onage issue but nore of a, you

know, like taking fruits and vegetabl es overseas.
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And we did that because we want to kind of get them
all on the conspiracy in the springtinme when they
cone back and try to steal the corn when it gets
pl ant ed.

And so one of the big concerns for DuPont

was they would | ose the seed, neaning it actually

gets overseas and it's already lost. And so they are

very happy that we were able to interdict, but it is
very difficult to do that. | nmean, we really had to
go through their personal itens to get to where the
seed was.

CHAIR SARI'S:  Conmi ssi oner
W obl ewski .

COW SSI ONER WROBLEWSKI @ Thank you. |
have got two qui ck questi ons.

First of all, M. Debold fromthe

Practitioners Advisory G-oup is going to be

testifying and he pointed out that the Adm nistration

is seeking additional legislation relating to trade
secrets and econom c espi onage, and suggested that
t he Conm ssion should wait.

Coul d you descri be what el se the
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Comm ssion is |ooking for —what the Adm nistration is
| ooking for? And if the Comm ssion goes forward with
your proposals, are you going to be back here a year
from now asking for sonething el se?

And ny second question is: It would seem
that the | oss table would drive sentences to very,
very high levels. And yet at the same tinme, you are
descri bi ng cases where the sentences are nodest.

Coul d you explain why that's happeni ng?
And where is the disconnect? Because the inpression
| amgetting is that these thefts involve assets that
are trenendously val uabl e, and you woul d think that
the |l oss table would drive the sentences very, very
hi gh.

MR LYNCH  To answer your first question,
t he problem of trade secret theft and economc
espi onage i s sonething we have been dealing with for
al nost two decades, and there have been conti nual
attenpts by various parts of the governnent, the FBI
aspects of the Adm nistration —economc parts of the
Adm ni stration, and the Adm nistration as a whol e

represented by the I P enforcenent coordinator, to
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address this issue.

So | expect that the governnment is going
to continue to use all of the tools of the state to
address and continue to try to address with our
foreign partners, and through prosecution, economc
espi onage and trade secret theft.

That said, | think the tinme for us, and
the proposals that the Departnent is comng forward

with right now reflect a response to a specific

congressional directive. W think they are the right

thing to do now, and I don't think that, you know,
these were to go through we woul d be back in a year
on the sentencing issue.

The Adm ni stration continues to explore
different ways to address the threat. The FBI can
talk, if it chooses, about how we are conti nui ng
t hrough the National Cyber Investigative Joint Task
Force to collect our |aw enforcenent investigative
capacities, our intelligence capacities and, you

know, through involvenent with the Departnent of

Justice, the prosecution tools to address the issue.

And as | say, that is going to continue.
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But | think for today the Departnent's proposals on
trade secret theft and econom c espi onage, these are
the things that we believe are the right tools now.

Places wwith —I1 wll give one slight
caveat, and it relates sonewhat to your second
guestion. You know, we do see in cases |ow
sentences. And | think a ot of that has to do with
the difficulty of valuation.

| don't think the Departnent has an exact
proposal today for dealing with that issue, but that
is something that we continue to struggle with in
front of judges, and in fact in the course of the
investigations. |In nmany cases, the conpanies find it
difficult to evaluate the enormty of the harmthat's
been caused.

The harm can actually —because it invol ves
conpetitiveness and it may involve a foreign
conpetitor suddenly entering the nmarketplace with
t echnol ogy that had been devel oped by the United
States, or a United States conpany at great expense.
That harm may go on for decades, and it may harm our

conpetitiveness for all of that tinme.
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So | think valuation continues to be a
very difficult issue for us to deal with in our
cases, and it is certainly sonething the
i nvestigators and prosecutors struggle with. And |
t hi nk judges do, as well, in trying to grasp —you
know, you can eval uate —sonebody steals the Hope
D anond, you can have sonebody cone in and say the
Hope Dianond is worth X

I f sonebody steals a process that suddenly
makes a conpetitor better, a foreign conpetitor or a
donestic conpetitor, better at doing sonething
wi t hout having invested the research and devel opnent
i nto devel opi ng that process, that can be a very,
very difficult thing to evaluate over tine.

CHAIR SARI'S: Comm ssioner Friedrich
wanted to fol |l ow up.

COMM SSI ONER FRIEDRICH:  On your answer to
the | oss issue, calculating |oss, | understand the
difficulties with sonetines there's no research and
devel opnent costs, and it is difficult to assess how
much the val ue has gone down as a result of the trade

secret being stolen.
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A coupl e of fol ks have suggested that we
do expand the definition of "loss.” | think one
proposal we've received has said to include "gain" as
an additional factor.

Senat or Wi t ehouse has suggest ed
broadening the definition. The Departnent just at
this point is not in a position to take any position
at all on that issue?

MR LYNCH | think that is correct. At
this time, we are not —we would want to |look at this
nore carefully, and we would want to talk within the
Adm nistration and within the Departnent to take a
formal position on that.

COW SSI ONER FRI EDRI CH: But you have to
understand that that does give us sone pause in terns
of what we do now, because certainly if that
definition were to in the future expand dranmatically,
that could affect very nmuch how t hese enhancenents
play out as a whole. And that m ght weigh in favor
of deferring any action by the Conm ssion.

MR LYNCH | understand that.

CHAIR SARIS: Let me ask, though nuch
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of your testinony is about the concern about China,
and |"'msure there may be other countries down the
line, but right now the concern is China, and | just
wondered, in general though you have asked us to
enhance a plain old trade secret violation.

How many prosecutions are there for that?
And in your view does the —going back to the | oss
i ssue, does that not enconpass well enough the harm
created by a theft of a trade secret donestically?

MR LYNCH  Trade secret prosecutions
under section 1832, there have been about 235 or so
prosecutions over the life of the Econom c Espi onage
Act .

So we have sonme experience with that. And
as | think both M. Bladel and M. Reilly indicated,
in many cases we charge an 1832 in circunstances
where an 1831 m ght have been contenplated. But the
proof problem we encounter proof problens. And in
fact we have to make very, very careful bal ancing on
our intelligence equities and other equities before
charging an 1831 viol ati on.

So in fact sone of our international
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cases, and cases that m ght involve, or we strong
suspect involve a foreign entity, end up being
charged under the 1832 rubric.

CHAIR SARIS: No, but just tal k about

donesti c espionage for one mnute. How many

successful prosecutions have you had in the last five

years, or whatever the tinme period you may have in
front of you, of just one Anerican conpany stealing
from anot her American conpany?

MR LYNCH | don't have the infornmation
specifically on a donestic versus foreign basis.

CHAIR SARI'S: Because you're asking
us, and maybe it's correct to bring parity. You're
asking us to increase by two levels a straight-up
trade secret, two conpetitors in the car industry in
Detroit. R ght?

MR LYNCH Right. And that would be the
base, sinple increase of two |levels would bring it
into line with other intellectual property offenses
i ke copyright or trademark right now, because trade
secret is referred to 2B1.1. It is, the base starts

at 6. This would then bring it up to the 8, the

65



10

11

12

13

14

15

16

17

18

19

20

21

22

23

66

[2B5.3] has in its place.

CHAIR SARIS: And so —go ahead.

VICE CHAIR JACKSON: | amstill struggling
with the tiers and the tiered approach, and the
extent to which we have different |evels of conduct
and cul pability. And | get that the sinple theft of
a trade secret is the first tier.

What | can't wap ny mnd around, given
what you have already said, is which is the next
tier? Is it that the defendant knew or intended that
it would go to a foreign governnent? And then the
nost cul pabl e conduct is that it actually either took
steps to get it out of the United States or attenpted
to get it out of the United States? O is it the
ot her way around?

MR REILLY: |It's the first tier —the
first step would be the sinple theft of the trade
secret. The next is the actual transm ssion or
attenpted transm ssion of the trade secret outside
the United States.

The final step would then be the

enhancenent for doing all of that wwth the intent to
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benefit a foreign governnment, agent, or
instrunentality.

VICE CHAIR JACKSON: So the final tier is
also the transm ssion out of the United States with
the intent?

MR REILLY: No, it's that the theft was
done with the intent to benefit the foreign
governnent, agent, or instrunentality. So again,

t hat can be divorced fromthe transm ssion or
attenpted transm ssion of the trade secret.

So | can steal a trade secret today with
the intent to benefit the foreign government —

VI CE CHAIR JACKSON:  And in your viewthat
is the nost cul pable conduct, even if | don't get it

out of the United States?

MR REILLY: Correct. It is the malicious

intent of intending to benefit a foreign governnent,

agent, or instrunmentality during the theft.
COMW SSI ONER FRIEDRICH: And for that

of fense the econom c espi onage, you're suggesting a

floor —well, it's in effect +6, correct, with the

graduat ed enhancenents? And a floor of 16?7 Am|
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right about that? Is it 14 or 16? 14? Ckay.

MR REILLY: A base offense |evel of 14.

COW SSI ONER FRIEDRI CH: Can you just help
me understand? | nean, having | ooked at the
espi onage and rel ated of fenses and the base of fense
| evels for those in section M 2M way off the chart
conpared to this. So I'mjust interested in your
thinking in terns of howthis offense will be
proportional with other espionage offenses?

How have you cone up with that floor of
14? Wat is your thinking? That the loss is going
to kick in and you're going to be up? You' ve said
there are difficulties in proving loss. |If you can
just explain howit is that you ve cone up with these
| evel s of graduation, and with the floor of 147

MR REILLY: The 14 floor would apply
across for the trade secret theft, not just for —

COW SSI ONER FRIEDRI CH: Even the sinple?

MR REILLY: Yes.

COW SSIONER FRIEDRICH Al right.

MR LYNCH  Not just for 1831.

MR REILLY: Not for —only when there is a
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transm ssion —

COW SSI ONER FRIEDRI CH: For the top two.

MR REILLY: Right.

COW SSI ONER FRI EDRI CH: And how, agai n,
if this —if you can prove econom c espionage, in
effect a spy offense for a foreign governnent, why is
it so | ow?

MR REILLY: Well the next —the |loss table
woul d then kick in, you' re correct. And in addition
to the enhancenents. And it's not targeting the
nati onal defense information specifically.

COM SSIONER FRIEDRICH: Wl l it could,
though. It could be mlitary-related, right?

MR REILLY: It could relate to that, and
in the Chung case the judge actually applied the 2M
sentence guideline in calculating the sentence. So
there's not a distinction between —the distinction is
that in 2Myou have national defense infornmation,
which is U S. governnent information. So in
intellectual property offenses you have the
difference of it's not controlled by the U S,

gover nnent .
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So you have a —you start out with the 14
brings it closer in line to sonmething akin to the
| EEPA export offenses. And then you can add on for
the greater anount of the |oss.

So that's essentially how you woul d get up
to where you are approaching the 2M of fenses. But |
don't equate themin terns of national defense
information and trade secret information. Sone trade
secret information can pose a threat to the national
defense. Not all trade secret information does,

t hough.

So your question, | apologize that I'm
sort of —I don't want to link those two together —

COMWM SSI ONER FRIEDRICH:  Ch, no, |
under st and.

MR REILLY: —sent enci ng gui deline, or
conpare them The threat in the sense is simlar in
that if a trade secret does relate to nationa
defense, or could pose a threat to our nationa
security, that would go up to that |evel

But they are intended to cover separate

offenses. | think the 14, though, where we're goi ng
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with that was the | EEPA export control, it brings it
to parity with that where you are exporting an item
that then could be used —is controlled for nationa
security reasons.

CHAIR SARIS: Can | —we're com ng
close to the end of our session, but | did notice
that Judge H nojosa is now here, and | didn't knowif
you had any questions?

COWM SSI ONER HI NQJCSA (By Video): No, |I'm
sorry | amalittle late. But, no.

CHAIR SAR'S: Ckay.

COWM SSI ONER HI NQICSA (By Video): |
appreciate the witten testinony.

CHAIR SARIS: Al right. Thank you,
very much

(First panel excused.)

CHAIR SARIS: W will nove on to the
next group.

(Pause.)

Ready? Thank you very nuch for com ng.
Part |1, the other side of the story, to some extent.

| amgoing to introduce the panel: John Powell is
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vi ce president and general counsel and secretary of,
it says AMBC, but the full name is?

MR POAELL: It's Anmerican Superconduct or
Cor por ati on.

CHAIR SARIS: Perfect. And how do
you |like the conpany to be called, by its initials?

MR POANELL: ANMSC

CHAIR SARIS: AMSC. Al right. You
oversee | egal, human resources, and communi cati on
functions. You have worked at Raytheon and Mot orol a.
We have just heard about sone of those issues. As
well as in private practice as a patent attorney.
You hold —M. Powell holds a | aw degree and a B. S.
degree in electrical engineering both from ny neck
of the woods, the University of New Hanpshire.
el cone.

MR PONELL: Thank you

CHAIR SARIS: David Debold is well
known to the Conm ssion and is a partner in the firm
of G bson Dunn in Washington, D.C., and chair of our
Practitioners Advisory Goup, we sonetines call the

PAG Previously he served as an assistant U. S
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attorney in Detroit, and was on detail to the

Comm ssion. M. Debold received his J.D. from
Harvard Law School, and frequently testifies al ways
val uabl e information.

David H rschmann is the senior vice
president of the U S. Chanber of Commerce —we got
your testinony —the president and CEO of the
Chanber's dobal Intellectual Property Center, and
president and CEO of the U S. Chanber of Commerce for
Capi tal Markets Conpetitiveness. Previously he
wor ked as | egislative director for forner Congressnman
Toby Roth, and a graduate of Duke University.

So welconme to all of you. You provide
di fferent perspectives on this question. M. Powell?

MR POWNELL: Thank you for inviting nme to
speak here today. | really appreciate it.

I would like to first give sone background
on our conpany and the situation that we ended up
getting into, and I will provide a couple of comments
on the sentencing guidelines.

AVSC is a 25-year-old energy sol utions

provider that has invested nearly a billion dollars
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into its technology portfolio. As of March 31st,
2011, these investnents were paying significant
dividends. But it was at that point that our
busi ness abruptly changed.

Qur then-1argest custoner for our
proprietary wind turbine electrical control systens
was Chi na- based Sinovel Wnd Goup, a partially
stat e-owned enterprise.

W began working with Sinovel in 2005, and
t hrough our col | aborati on Si novel becane the second-
| argest wind turbine conpany in the world. On March
31st, our relationship with Sinovel changed
drastically when it refused to accept $70 million
worth of contracted shi pnents.

Fol | owi ng an investigation, we |earned
that Sinovel had gotten access to AVBC s wi nd turbine
control software source code and was actively using
this trade secreted information within its w nd
t ur bi nes.

The evidence is indisputable. It includes
cl ear docunentation of the actual trade secret

transfer. Sinovel has upgraded thousands of w nd
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turbines in China, and a confession and conviction of
a nowforner AVMSC enpl oyee.

AVSC is currently engaged in civil and
crimnal actions against Sinovel in China and
el sewhere around the world. As a result of this
crime, AMSC has suffered mllions of dollars in |oss.
Its annual revenues have fallen by 75 percent. |Its
stock price has plumeted by 90 percent, and it has
been forced to reduce its enpl oyee workforce by 70
per cent .

Movi ng onto the sentencing guidelines, the
threat of trade secret theft is very real and the
i npact can be devastating. Therefore, | urge the
Sent enci ng Conm ssion to ensure that the sentencing
gui del i nes be strengthened to the greatest extent
possible to appropriately reflect the seriousness of
trade secret offenses.

| have provided ny full coments to the
Comm ssion in ny witten testinony. However, today |
will only focus on two inportant points which
bel i eve the Conm ssion should careful ly consider.

The first is considering the loss to the
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victimrather than the val ue the defendant conpany
has avoi ded by m sappropriating the trade secret.

The second point is the potenti al
difficulty of producing evidence that the crinmes were
commtted to benefit a foreign governnent.

I will briefly address each point.

The Comm ssi on shoul d consider the
potential and actual loss to victins in the
sentencing guidelines to ensure that victins of these
crimes are adequately conpensated.

The anended trade secret statute, 1831,
section 1830 —18 USC § 1831, rather, calls for
the penalty to be related to the value of the trade
secret to the defendant conpany, including the costs
avoi ded by m sappropriating the trade secret, rather
than the actual |oss suffered by the victim

In the case of AVMBC, we estimate the cost
to reproduce the trade secret to be in the several
tens of mllions of dollars. |In stark contrast, the
actual |oss suffered by AVMSC due to trade secret
theft by Sinovel is in the hundreds of mllions of

dollars —in addition to the $1 billion in losses to
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AVBC shar ehol ders.

By setting the fine according to the val ue
of the trade secret to the defendant conpany, victins
of trade secret theft will, in many cases, including
the case of AVMBC, be left far short of being nmade
whol e.

| believe this issue nust be addressed in
order to have effective penalties for trade secret
theft.

The second point is foreign governnent
i nvol venent. G ven the rise in state-sponsored trade
secret theft in recent years, the potential inpact on
U S. conpanies and the U S. econony is significant.
Therefore, | certainly agree that if trade secret
of fense was conmtted for the benefit of a foreign
governnent, a sentencing enhancenent shoul d be
structured to provide a significant differential
sent ence.

However, | amconcerned that it wll be
difficult to obtain sufficient evidence to prove the
def endant intended or knew the offense was comm tted

for the benefit of a foreign governnent and the
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enhancenment woul d therefore not apply.

Accordingly, | recomend that the
Comm ssi on consi der specifying in the sentencing
guidelines that if the defendant is enployed by a
foreign corporation which is a state-owned
enterprise, that the requisite intent woul d be
pr esuned.

Further, | recommend that the Conmi ssion
define "state-owned enterprise” as "a foreign entity
in which at | east a defined percentage of the
ownership of the entity —for exanple, greater than or
equal to 20 percent —is owned directly or indirectly
by a foreign governnment, a foreign instrunentality,
or a foreign agent."

Thank you for this opportunity to provide
comments on this inportant topic. | amgrateful to
the Conm ssion for its efforts to help protect
agai nst trade secret theft. | hope the Conmm ssion
wi Il consider nmy comments and increase the penalties
for trade secret theft, in particular that which is
done for the benefit of a foreign governnent. Thank

you.
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CHAIR SARIS: Thank you. M. Debold.

MR DEBOLD: Good norning, Judge Saris and
Menbers of the Comm ssion. Thank you once again for
the opportunity to appear before the Conmm ssion and
offer the views of the nmenbers of our Practitioners
Advi sory G oup.

| certainly do not question that a good
deal of the conduct that you have been hearing about
both in the witten and oral testinony today, which
does fall within the definition of "Economc
Espi onage, " can be very serious, very disruptive, and
certainly deserving of stiff penalties that wll
refl ect the seriousness of the offense and deter
future conduct.

The issue here is whether the current
gui del i nes al ready adequately account for those
probl ens and those factors, and if not whether the
ways in which they do not account for themin
i ndi vidual cases justify the Conm ssion taking action
before the end of next nonth based on the information
that is currently avail abl e.

W of fer a nunber of reasons in our
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witten testinony, which I will reviewright now, why
we believe the Comm ssion should not be adding
specific of fense characteristics or making other
system ¢ changes to the sentencing guidelines based
on the trade secret or econom c espi onage of f enses.

The first is very sinple. There have been
very few sentencings that have involved this kind of
conduct. W note in our witten testinony that in
fiscal year 2011 there was not a single case where
the primary of fense was section [1831], which is the
nore significant of the two of fenses.

I think you heard testinony this norning
that there had been a handful of prosecutions or
i nvestigations involving that particular statute.

The nunber of cases for section 1832 is not a whol e
| ot higher.

So the Comm ssion is now | ooking at a very
smal | nunber of cases, case studies, where it wll
have to make deci sions about what to do about
prosecutions in the future, which we are being told
w || probably be a significantly |arger nunber based

on the way in which these of fenses have been
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comm tted.

The second reason, and probably the nost
important reason, to be cautious in this area is that
we have few if any exanples in the testinony today or
el sewhere of sentences that have been inposed where
we can answer all of these questions: Ws the
sentence too low? And if it was too | ow, what was
the reason why it was too low? And if we the reason
why it was too low, is there sonething the Conm ssion
can do and shoul d do across the whol e spectrum of
trade secret offenses in order to account for that
problen? O is it something that is peculiar to
particul ar cases and nmay be addressed nore
appropriately through upward departures, including
current upward departures?

What | woul d expect to see in these kinds
of cases, and what | would expect to hear fromthe
governnent in particular, is exanples of cases where
t he sentences were | ow

W did hear a couple today which, as |
understand it, were guilty-plea cases, one of them

i nvol ving significant cooperation. Wat we woul d

81



10

11

12

13

14

15

16

17

18

19

20

21

22

23

like to know is why those offenses, why those cases,
were pled guilty at those | ower sentence |evel s?
What is the reason why the sentence canme out so | ow?

Was it because the guideline range was too
| ow, because the of fense did not adequately, or the
| oss associated with that offense was not adequately
accounted for in the guidelines?

Was it because there was sone factor that
was present in the case that the guidelines sinply
didn't account for?

And is that a factor that we are seeing in
ot her cases such that we should have a system c
change to the guidelines to account for that factor?

What | heard nostly was that there are
actually very stiff sentences in these cases. Qur
newest —one of our newest PAG nenbers, Dave DuMbuchel
fromthe Sixth Grcuit, was involved in the Yu case
which is nmentioned in the governnent's witten
testinony, where a sentence under a guilty plea of 70
nont hs was i nposed for theft of trade secrets
i nvol ving the Ford Mdtor Conpany. That, to ne, to

us, sounds like a very stiff punishnment, and we
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haven't heard any reason to believe that people wll
be nore deterred from hel ping foreign governnents if
the sentence is 90, or 100, or 120 nonths.

So we don't really have the good exanpl es
to look at and say here's a sentence that's too | ow.
Wiy is it toolow? If it istoo low is there
sonet hi ng we can be doi ng about it?

W don't even know if judges are getting
to those | ower sentences, to the extent they exist,
by varyi ng downward, which is a problemthe
Comm ssion is not going to be able to sol ve by making
changes to the specific offense characteristics.

| noticed in the other witten testinony,
and the Departnent of Justice letter, there's a case
from General Mdtors where the harm the loss it
caused is over $40 mllion. Wll that would lead to
a sentencing range of 78 to 97 nonths with no ot her
enhancenents. Again, no reason to believe that that
is not a significant sentence that woul d deter others
were that sentence inposed.

To M. Powell's credit, his letter notes

that there are, in sinple theft of trade secret
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cases, when you get to the higher dollar amounts, you
are looking at real tine that people are facing
because of that | oss anount.

To the extent that the loss is not
adequately accounted for in the guidelines, we need
to know why that is the case, especially because in
the current guidelines under the application notes
that are nentioned in the Conm ssion's own issue for
comment, in the case of proprietary information such
as trade secrets the cost of devel oping the
information, or the reduction in its val ue that
resulted fromthe offense, is also part of the |oss.

So certainly | would expect in
M. Powell's case that the significant harmthat he
has di scussed before you today woul d certainly be
sonething that a sentencing judge could take into
consi deration, and probably would take into
consi deration, in setting the | oss anmount where there
is successful prosecution of the individuals in that
case.

The fourth reasons why we are urging

caution is that a lot of these cases involved a
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peculiar factor that is not present in a nunber of
ot her fraud cases, which is the involvenent, the
explicit involvenent, of foreign governnents and
other foreign instrunmentalities.

| have not heard any evidence or any
expl anation for why China, the governnment of China,

woul d be deterred fromtrying to recruit people to

steal trade secrets and have them benefit the Chi nese

econony and the Chinese government sinply because the

penalties for individuals who may be recruited to

help themgo up. There is just no reason to believe
that those penalties (a) are too lowas it is now, or
(b) that increasing those penalties is going to cause

people to refuse the Craigslist invitations that we

heard fromin the earlier testinony.
Al so, the other reason why this is an
inmportant factor is that as recently as Monday the

U S. governnent was encouragi ng, and actually

chasti sing the Chinese governnment, for not taking a

proactive role in preventing conpanies wthin China

from m sappropriating trade secrets.

And so this is a problemthat can be
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addressed froma nunber of different angles, not just
fromthe angle of increasing the penalty should the
case be prosecut ed.

Also related to that, we've heard a | ot of
evi dence, or a lot of discussion about how these
of fenses often occur in foreign countries, or the
actors are acting outside of the United States.
Agai n, you already have an enhancenent that deals
with that factor. |It's the sophisticated neans
enhancenent whi ch specifically addresses when a
significant anmount of the conduct occurs outside of
the United States.

Now there may be sone tweaks that are
appropriate that we would be willing to consider to
address sone of the peculiar circunstances of trade
secret theft, but again no reason to believe that we
don't already account for that factor adequately wth
a two-1evel enhancenent.

The fifth factor, and the final factor, is
that the guideline that woul d be anended here, 2Bl.1,
is itself overdue for what we believe to be a very

maj or overhaul. And the Comm ssion has actually
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enbarked on a nmulti-year effort to re-exam ne that
gui del i ne.

It makes little sense to us to add nore
speci fic offense characteristics when in our view one
of the biggest problens with the fraud and theft
guideline is the proliferation of specific offense
characteristics that, as the Comm ssion's own issue
for coment notes, often overlapped with one anot her
and create this aggravated formof increase where you
have nmultiple factors accounting in |arge part for
sone of the sane conduct.

To us, nmaking that change now, addi ng nore
specific offense characteristics would be Iike
putting a lot of tinme and noney into adding a floor
to a building while neglecting the urgent need to
repair the foundation of the building before you nake
any other inprovenents to it.

In our view, there is a better way to
approach this. The Congress has asked the Comm ssion
to study this and determ ne whet her changes are
needed. Based on the evidence to date, we don't have

enough information to make that change.
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The Conmi ssion could sinply add to the
commentary of 2B1.1 a summary of Congress's
directive. It could state the Conm ssion realizes
that there is a large potential for variability in
t hese kinds of cases, and that some of them can cause
sone very serious harmto the U S. and to U S
conpani es.

It could state that the current 2-|eve
enhancenent is not neant to capture all of that type
of harm that there could be other kinds of harns
t hat woul d be caused that woul d be nore serious than
the current enhancenent allows for. And it could
t heref ore encourage judges, through their
sentencings, and through their statenents of reasons
for sentences, to comunicate to the Conm ssion where
it is that they see the problens with the guidelines
and why they may have needed to vary or depart upward
in order to account for those characteristics.

Once the Comm ssion has that additiona
data, which we are told is going to occur because of
the increase in prosecutions in this area, the

Conmmi ssion can better nake a deci sion about what
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changes are needed to the guidelines versus what
changes can be acconplished through the judges in the
rare cases where the guidelines are inadequate can
t hen enhance the sentence for those factors.

Thank you very nuch.

CHAIR SARI'S: Thank you. M.
H r schmann.

MR H RSCHVANN: Chair Sari s,
Comm ssi oners, thanks for including the U S Chanber
in today's discussions.

| lead the U S. Chanber's d oba
Intell ectual Property Center. |It's a group that was
formed when a collection of industries cane to us
five years ago and said that the theft of
intellectual property was increasingly a threat, not
just a nuisance, not just a |loss to the business, but
a threat to the entire enterprise.

If we've learned anything in the last five
years, it's that the list of enterprises threatened
by intellectual property theft and trade secret
thefts is never ending. It is not just in the

busi ness to consuners base, it's clearly in the
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busi ness to business base. And so | think Congress
has responded appropriately by passing the Econom c
Espi onage Act.

Today | would like to make really three
poi nts:

First, or maybe reinforce three points
t hat have been nade by others. First is, trade
secret theft is onthe rise and it is ranpant.

Second, it is hard to detect and hard to
val ue.

And, while we agree with M. Debold that,
as this Conmm ssion al ways does, it should proceed
with caution and based on evidence, we do think the

deterrent |evel penalties need to be enhanced —not

just for our own purposes, but also to send the right

signal as the USTR indicated earlier today, as we
nove to el evate the standards internationally.
Qur Intellectual Property Center believes

that the conbination of right rules to right

enforcenent, and probably equally inportant is —if not

nore inportant —the right self-help from conpanies.

We do not believe enforcenent is the only part of the
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answer, but it clearly is an inportant part of an
effective response to the growi ng threat of
intellectual property theft.

So on behal f of the broader business
community, | amhere this norning to urge you to
adopt appropriate deterrent-level penalties for trade
secret theft, including mninumpenalties that
i ncl ude sone anount of inprisonnent.

These are necessary to deter the crines
that threaten American busi ness and conpetitiveness
and the jobs of Anerican workers.

Trade secrets have been wel| described
this norning, but | think it is inmportant to
re-enphasi ze just the variety and the types of trade
secret thefts that may be al nost anything fromthe
formula to a popular soft drink, to a manufacturing
technique, to a conputer algorithm and it doesn't
even begin to describe the significance to the
conpani es that hold them

It has been estimated that on the S&P 500
al one, 81 percent of the market value is derived from

their intangi ble portfolios. And we heard one very
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stark exanple on this panel.

Trade secrets are often the crown jewels
of a conpany because that formula nmay nmake their
drink uni quely appealing. That techni que nmay | ower
their cost of production, or that algorithmmy nake
their service superior

Trade secrets are nothing short of a
conpany's conpetitive advantage in the marketpl ace.
It is the basis on which our country conpetes
gl obally, and the basis on which our country succeeds
internationally.

And that is precisely why others covet
them including even sone foreign governnents.
Unfortunately, the theft of trade secrets has reached
epidem c proportions, as | nentioned. Measured by
t he nunber of civil cases in federal courts, trade
secret theft has grown exponentially and even nore
qui ckly over the last 10 years, certainly with no
sign of slow ng down.

Translating that increase into estimtes
of business |osses is staggering. From hundreds of

mllions of dollars by individual conpanies to
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$13 billion lost by a group of conpanies collectively
over a period of 6 nonths, to over $1 billion |ost by
a single company in a matter of only days. This is a
scenari o that makes executives wake up in the mddle
of the night in a cold sweat.

The reality is understood not only
t hr oughout the busi ness comunity but in Congress and
the Admnistration as well. The law that brings us
here today, the Foreign Econom c Espi onage Penalty
Enhancenent Act has enjoyed bipartisan support in
Congress, was supported by the Adm nistration, and
was | auded by the Chanber.

As you know, the Adm nistration's
intell ectual property enforcenent coordinator
recently rel eased an enforcenent strategy
particularly directed to reducing the theft of trade
secrets from Ameri can conpani es.

| don't think there is one sinple solution
here, and we are not going to be done with finding
the right answers to address this problem but |
think it would be a m stake by the Conm ssion not to

respond to this growi ng consensus and broad consensus
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as it considers its appropriate next step.

The advent of digital technol ogy and the
i nt erconnect edness of the Internet have been
i ncredi bl e boons to conpani es and consuners alike.
They have brought us new services, innovation,
creativity, and opened new mnarkets.

To put it sinply, the Internet is creating
al | kinds of new businesses, and it is 99 percent
wonderful , as one of our nmenbers described it. W
strongly agree with that. And we should certainly be
very cautious in doing anything that would interfere
with that. But crimnals also abuse this system and
the theft is growing at an unprecedented scal e.

Deterrence is the goal. W seek to reduce
t he anount of trade secret theft by intimdating the
potential thieves away fromthat course of action.
Once the theft has occurred and the crown jewels are
out the door, seeing the thief prosecuted is surely
justice but that is scant consol ation for the people
| ai d off because the conpany lost its conpetitive
advantage. And that conpetitive advantage cannot

sinply be regained by paying a penalty.
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W recogni ze that deterrence is also
formed involving risk of detection and the risk of
convention. Both of those are we believe factors in
favor of effective penalties. As has been in the
case in other contexts, those engaged in the theft
utilizing the latest technology are difficult to
track down and thus have a degree of confidence that
their crinmes will not be detected.

In addition to the low risk of being
detected and caught, thieves nmay indul ge their hopes
because of the low risk of prosecution and the high
standard of evidence sufficient to reach the |evel of
proof needed fromcrimnal convictions.

The final variable in the deterrence
equation of course is the potential profitability of
the crinme. As discussed above, the value of trade
secret theft is tremendous. That of course
translates into incredibly high profit potential for
the thief.

In fact, we have seen many exanpl es where
crimnal enterprises have noved away from ot her types

of theft and other types of crinme, specifically
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intellectual property crine, because it is so nuch
nore profitable.

This is alnost a perfect stormof high
potential profits and | ow chances of detection, and
successful prosecution nmeans that to achieve
deterrence severe penalties nust al so be avail able
and appl i ed.

Intell ectual property, trademark patents,
copyrights, and trade secrets are the foundation of a
trenmendous part of the econony. Collectively, |P-
intensive industries provide over 55 mllion Amrerican
jobs, over $5 trillion in output, and 74 percent of
t he Anerican exports.

It is no wonder that these industries and
their valuable IP are the envy of the world and a
target for thieves. Conpanies spend untold mllions
fighting to protect their innovation, and we al ways
bel i eve that the business community should start by
doi ng self-help wherever it can by protecting its
systens, by pursuing civil, but we cannot do it
alone. Law enforcenent is a partner here and has a

critical role.
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W urge you to provide the right rules for
crimnal trade secret theft, to protect Anmerican
conpani es' conpetitiveness, and our economc
wel | bei ng. Thank you.

CHAIR SARI'S: Thank you very nuch
Let ne ask this. One of the things we have been
hearing about is the difficulty in proving that a
foreign entity or instrunentality is the person who
is receiving this trade secret.

What do you think, Steve, about creating a
definition along the lines that M. Powel| suggested,
sone definition of a state-run university, or a 20-
percent ownership by a foreign entity?

MR DEBOLD: W are not aware of that
being the problem that we can't adequately define
what the foreign instrunentality, agent, entity is;
that the issue that we have heard —and again we don't
see a lot of information about it —but we have heard
t he governnment tal k about how the problemis show ng
that that entity, whatever it is, which neets
what ever the definition is, is actually the intended

beneficiary of the information.
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VW don't have a problemw th com ng up
with factors that a court mght consider to deal with
the question that you specifically asked about. |
don't know that we would want to set arigidrule
that says it is always a foreign entity if it has
this particular attribute to it.

But not seeing a problemwth that
particul ar issue, we don't have —we don't see a | ot
of need to make it a definitional type of change.
But if one were to be considered, we would not
recommend doi ng one that has, you know, a hard and
fast rule of if it's 20 percent, ignoring all other
factors, then it's a foreign entity.

W woul d certainly be willing to consider
that kind of a factor as one anong nmany to be
consi dered in deciding whether it's a foreign
instrunentality.

CHAIR SARIS: So just follow ng up,

M. Powell, you seemto think it was a problemin
your case, understandi ng who the beneficiary was?

MR POAELL: Yes. | nean, | don't know

for sure but, you know, if the —in our case it was
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st at e-backed, the theft. But with the state-owned
enterprises, they are quasi-comercial, quasi-state
owmned. And | think it wll be, you know, I'msure in
the end it will benefit, has benefitted the state.
Because in our case, Sinovel is the sort of golden
child for the state of China in terns of the wind
turbi ne i ndustry.

CHAIR SARIS: Well did China own 20
percent of it?

MR POAELL: Yes. There is a state-owned
enterprise called Dahl ean (phonetic) Heavy Industries
that is 100 percent state-owned, and they own 20
percent of Sinovel.

CHAIR SARIS: That's where you got
that nunmber from is fromyour case?

MR POAELL: Yes. So you can see how t hey
can set these enterprises up so they may not appear
to be state-owned, but in fact they do have state
ties and state ownership interest.

MR DEBOLD: And ny fear in having a set
nunber like that is, then if people are really paying

attention to what you do, which I think by and | arge
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they do, that, you know, then they'|ll set it up to be
19 percent, but they'll have sone other factor that
gi ves themcontrol .

CHAIR SARIS:  You nay not want to
say —

MR DEBOLD: It's hard to, you know, draw
the lines very clear because then you encourage
people to evade them A totality-of-circunstances
type of approach is usually better.

VICE CHAIR JACKSON: | aminterested in
the testinony regarding —oh? D d you —

CHAIR SARIS: Oh, did you have
sonet hi ng Judge Hi noj osa?

COW SSI ONER HI NQJOSA (By Video): Yes.
M. Powell, in your witten testinony, as well as
what you have said today, you have nentioned that
there are cases in China in both civil and crim nal
courts, and what is the status of those cases?

MR POAELL: They are proceeding extrenely

slowy. W have been —on the I P cases, we filed them

over a year-and-a-half ago and we haven't even gotten

out of the procedural phase. Sinovel is taking the
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approach that the cases don't belong in court, they
bel ong in arbitration.

VW have submtted all the evidence, al
the cl ear-cut evidence, but we are just noving al ong
very slowy. | don't have any real feeling that the
cases W ll —the speed of the cases will increase. |
think it is a very slow, drawn-out process and it is
i ntentional

COWM SSI ONER H NQJOSA (By Video): And the
reason there is no civil action in the United States
i's what?

MR PONELL: We are considering other
avenues that | can't really speak about at this
poi nt, but we are —you know, we are |ooking at civil
actions, but that action has been del ayed so far due
to other avenues that we are pursuing.

COW SSI ONER HI NQJCSA (By Video): And is
there any crimnal action that's in the works in the
United States?

MR POAELL: | can't speak to that.

VI CE CHAIR JACKSON: A common t hene t hat

has conme up in the testinony of people who are
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encour agi ng the Conm ssion to act, and encouragi ng
greater penalties in this area, is deterrence. And
know, M. Hrschmann, that is a central thenme in your
t esti nony.

And | amjust wondering the extent to
whi ch greater inprisonnment penalties on individuals
who are prosecuted for these kinds of crines are
going to influence, you know, the activities of
ei ther rogue nations, or these enterprises, the
guasi -state enterprises, as M. Debold nentions this,
and it is sonething that is alittle troubling to ne
in the sense that we ordinarily try to influence
corporate action through fine rather than, you know,
increased penalties on individuals in the
i mpri sonnment area.

And so | amjust wondering if you can
comment on whether we are going to be able to achi eve
the kinds of deterrence that you think is necessary
with increased inprisonnent?

MR H RSCHVANN. That's a good questi on.
And the first order, | think what | would urge the

Commi ssioners to consider is that there's sonething



10

11

12

13

14

15

16

17

18

19

20

21

22

23

about cyber theft that people tend to cone to
believing that it's a victinmess or a harm ess crine
to begin with. W're not asking that the penalties
here be greater than in the physical world, but
certainly we need to understand that that is the case
and make sure that our penalties keep up with changes
i n technol ogy.

| do think that there is a —you know, in
the first order the deterrence is going to be on the
i ndi viduals. And because sonetines the size of the
valuation is hard, that we do have to marry it with
effective penalties.

But in the second order, | think, you
know, Assistant U S. Trade Rep McCoy nmade a good
point, which is we do hope that the | eadership woul d
provide on this issue in the United States wll then
be adopted el sewhere, and that ultimately that wll
have an inpact on foreign governnents.

So it's a second order, but it is not an
"either/or". You know, what you do here today
probably will not inmrediately deter foreign

governnents, but then it will be used to strengthen
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the rules internationally.

VI CE CHAI R JACKSON: What about donestic
corporations? | know that in your testinony you talk
about your menber conpanies identifying three
different sources of the trade secret theft. So
there are the individuals, the hackers, et cetera;
and then there's theft by conpetitors.

Do you see —is that a big part of this
probl em where corporations are actually sending

peopl e out to engage in this kind of conduct?

MR H RSCHVANN.  Well | think that that
certainly isn't the part of this that is growing —it
is certainly a problem It is a piece of it. It is

not the part that is growing the nost dramatically.
What is different about this is that there
are state-sponsored actors who are equi pped with
i ncredi bl e technol ogy depth and ability. It is the
capability that is so nuch greater when it is a
st at e- sponsored effort.
VI CE CHAIR JACKSON:  Thank you.
CHAIR SARIS: Thank you. D d you

have —
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COW SSIONER FRIEDRICH: | do, but —

CHAIR SARIS: Go ahead.

COW SSI ONER FRI EDRICH M. Debol d, why
doesn't DQJ have a point that, just for sinple theft
of a trade secret, for that basic offense, why we
don't need increased penalties to bring this
of fense —these of fenses, which are sentenced under
2B1.1 in line with those copyright and trademark and
other intellectual property offenses that are
sent enced now under 2B, what is it?

CHAIR SARIS: 5. 3.

COW SSIONER FRIEDRICH:  5.3. Tell ne,
and under that guideline, as |I'msure you know,
there's a plus-2 enhancenent for itens entering the
stream of commerce, as well as the |oss table.

So | amjust curious. Don't they have a
poi nt, putting aside the nore serious economc
espi onage offenses, just with respect to the
enhancenent that now exists in 2B1.1, should it be
sinplified? Should there just be sinple theft would
be sufficient for two-Ilevel increase?

MR DEBOLD: Well we have not studi ed what
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the sentences are |ike under 2B5.3, but ny concer
woul d be that unless you take the nost sinple
approach, which would be just to send all of thes
of fenses to 2B5.3, and then think about whether 2
needs sonething that is peculiar to trade secrets
versus infringing copyrights and infringing
trademarks, the problemw th bringing 2B1.1 two

| evel s higher is that you now have all these othe
speci fic offense characteristics in 2B1.1 that do
appear —

COW SSI ONER FRIEDRI CH: Wi ch ones in
particul ar are you concerned about with these
offenses that will kick in, other than the Loss
Tabl e?

MR DEBOLD: Well you have the current
trade secret one, where you have the intent —

COMM SSI ONER FRIEDRI CH  Ri ght .

VR. DEBQOLD: —or the actual —

n

e

B5. 3

r

n't

COW SSIONER FRIEDRICH:  But if that were

changed, if that were sinplified, what other SCCs
MR DEBOLD: The ones that we point ou

our witten testinony where you have a potenti al

?

t in

for

106



10

11

12

13

14

15

16

17

18

19

20

21

22

23

duplication, there's the sophisticated neans
Enhancenent, which will often deal with sone of these
foreign —the conduct that originates in a foreign
nation, or is intended to benefit a foreign nation.
You' ve al so got the —in the business of
receiving stolen property enhancenent. You have —and
| have not gone through the full list here, but there
are a nunber of —there are a greater nunber of
enhancenents in 2B1.1, and we woul d definitely want
to think about whether you are effectively taking
2B5. 3 and addi ng nore enhancenents to that as a
substitute for either putting the offense in 2B5. 3,
or looking at whether 2B1.1 is sufficient as it
currently operates but may need sonme adjustnents to
account for sone of the things that | nentioned that
require nore data, which is: Are there peculiar
harns that are happening in these trade secret cases
that you don't see in the copyright and infringenent
cases, that you don't see in a typical fraud case
where we just don't know if they're happening often
enough to warrant an additional enhancenment wi thin

2B1. 1.
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CHAIR SARIS: Jon.

COW SSI ONER WROBLEWSKI @ Thank you.

M. Debold, I have really a three-part question.
There are three parts because it is the way |
sunmarized for nyself your testinony that the

Comm ssi on shoul d not act because the Conm ssion
doesn't know enough about these things. Nunber two,
it can't deter China. And nunber three, there should
be multiple approaches to this beyond just crimnal
enf or cenment .

On the first one, | just want to ask sort
of a phil osophical question. The Conm ssion deals
with certain crines where the governnent prosecutes
t housands, or even tens of thousands a year —so
i mm gration, and drugs, and certain kinds of
fraud —where there are thousands and thousands of
cases, but the government al so prosecutes certain
crimes that happen actually very infrequently, thank
goodness: terrorism civil rights, adulterated
drugs, espionage, even in the federal system hom cide
is prosecuted pretty rarely.

Just as a phil osophical matter, the first



10

11

12

13

14

15

16

17

18

19

20

21

22

23

109

part of ny question is: Wen do you think the
Conm ssi on shoul d address those? And when do you
t hi nk the Comm ssion shouldn't address those?

So, for exanple, if there are only
handf ul s of espi onage cases, should there be an
espi onage guideline for a handful of those cases?

Second, on the deterrence issue, | found
it interesting that you thought that the Comm ssion
shoul dn't nmake any definition because you thought it
woul d change the conduct. Yet, at the sane tinme, you
think that deterrence —that if they raise the
penalties there won't be deterrence.

So | amcurious if you can try to
reconcile for that.

And then al so, obviously the primary goal
here is not necessarily to deter the governnent of
China, but it is to deter individuals who m ght
answer the classified ad and respond and then work on
behal f of China. So if you could address that.

And then finally, the multiple approaches.
There was testinony, and I'msure you are famliar

with the Wiite House's Wi te Paper on Intellectual
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Property, and it obviously has nmultiple approaches to
this, enforcenent being only one of them So if you
can try to reconcile those things for ne, I would
appreciate it.

CHAIR SARIS: Wuld you repeat that,
pl ease?

(Laughter.)

MR DEBOLD: | may need that, but let ne
start with where you started. Wich is, you ve got
ot her exanpl es where there are few of fenses but the
Conm ssi on obviously has to deal with them But our
mai n concern, which was | think ny second point, is
that in addition to the fact that there are very few
prosecutions to date and sentences to date, is that
we are now going to a guideline that does apply to a
very broad nunmber of offenses.

And we are dealing with a type of offense,
econom c espi onage, trade secrets, et cetera, where
t he conduct, although it does not occur very often
and is not prosecuted very often, could cover a very
broad range of activity.

And so our concern is to go into a
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guideline, 2B1.1, that applies to a very |arge nunber
of offenses and to start adding specific offense
characteristics that are neant to address a snall

uni verse of cases, and then an even snaller universe
of circunstances, could have uni ntended consequences
for other cases that arguably are covered by that new
speci fic offense characteristics.

COW SSI ONER WROBLEWEKI : Coul d you gi ve
me an exanpl e? Because if the Comm ssion defines
t hese enhancenents as they are proposing, or they are
t hi nki ng about trade secrets, foreign governnents,
what ot her kind of fraud cases could be swept in?

MR DEBOLD: Well trade secrets is a very
broad concept. Stealing proprietary information from
a conpany coul d cover a very broad category of
behavior. And our main concern is that we have only
had a very small nunber of prosecutions under the
statutes in which they are specifically addressed,
1831, 1832, and a few ot hers.

If there are one or two cases where the
current 2Bl1.1 doesn't capture a particular

characteristic, our view —and this is also in terns
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of keeping the guidelines sinple, or not overly
conplicating them —that if we have that comng up in
one or two cases, that is a departure factor. That

is not sonething that requires the Conmm ssion to go

t hrough and make changes and nmake the gui deline nore
conpl i cat ed.

That is really our main concern, is that
you do not have enough information to know, are these
speci al circunstances requiring the nuch higher
sentences, are they occurring often enough that we
need to encapsulate themin a specific offense
characteristic, rather than taking advantage of what
we already have in the application notes, which is
that if the anount of |oss —which is the prinmary
driver in 2Bl1.1 —understates the seriousness of the
of fense, then a judge should articul ate why that
requires a higher sentence.

As for the deterrence point, | was sinply
maki ng the observation that when you try to create a
bright-line rule for whether sonmething is a foreign
entity or not, you do run the risk that if people are

paying attention to that definition then they are
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going to be incentivized, whether they followit or
not, but they will be incentivized to then manipul ate
things so that they don't fall under that definition.

I was taking as a given that people are
paying attention to that. | don't know that they
necessarily would. But | think as a general
proposi tion, the Conm ssion should be careful not to
cone up with arigid definition of sonething where
the factor that you are focusing on here, percentage
ownership by a state entity, nmay not be the only
reason why you woul d consider an entity to be state-
owned or state-run or state-influenced.

In terms of taking the nmulti-faceted
approach, our point there is that this is a type of
of fense where there's probably going to be nore that
can be done to influence the real drivers behind this
conduct, which in many cases are foreign governnents,
by working at a diplomatic |evel.

And one of the things that the report that
you referred to says that we really do agree with is
that the U S. government can get a |ot of attraction

by encouragi ng other countries to enhance their
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enf orcenent nechani sns so that they match the
mechani sns we al ready have in place in this country.
It doesn't require us to raise the penalties in a
smal | nunber of cases for us to be able to tell other
countries, look, this is the kind of | aw you shoul d
have. These are the kind of penalties you should be
getting.

Peopl e are getting 70-nonth sentences, 80-
nonth sentences in the United States already. W
don't need to nake them 100, 120 nonths, or whatever,
in order to make that point in terns of dealing with
t he di pl omatic side of things.

CHAIR SARIS: You know, |'ve been a
judge since 1986. It's hard to believe —and |I've had
innunerable civil trials dealing with theft of trade
secrets, everything fromcustoner lists, to chocol ate
chip cookie recipe, to really serious source code
ki nds of issues. And so they come up all the tinme in
the civil context. And | think I've never had a
crimnal case for theft of trade secrets.

So | amtrying to draw on ny civi

experience to think howdifficult it would be to
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calcul ate loss, just thinking about the kinds of
testinony that | hear.

Am | hearing you say that maybe what we
shoul d do is have a separate guideline that maybe
deals directly with trade secret, rather than pack it
all into 2B, which as you say we're studying, and
maybe deal directly with the issue of, all right,
there are going to be nore prosecutions for trade
secrets. It's now becone a priority. It's now
sonet hing that we should think about just the way we
t hi nk about crimnal infringenment of tradenmarks, or
crimnal infringenment of copyright.

Maybe we shoul d have a separate guideline
that deals with trade secrets, deals with the
difficulties in calculating |oss and gain and these
kinds of things, and deals directly with these issues
of state-sponsored espionage. Wuld that be a better
approach, fromyour point of view?

MR DEBOLD: W woul d be very open to
that, because it would allow you to then focus in on
what the real underlying offense is and wite a

gui deline that was specific to that.
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And you do have the benefit of the fact
that you al ready have 2B5.3, which gets at the sane
ki nd of conduct, albeit a different statutory
viol ation, but you re dealing with the property of a
conpany in terns of a trademark or a copyright.

It's a simlar concept. W definitely
would be willing to |look at that as a way to dea
with this, as opposed to adding nore specific offense
characteristics to 2B1.1 and then hoping that those
capture what the governnment is really concerned about
in a handful of cases where the penalties are feared
to not be significant enough, again in the face of no
evi dence to our know edge of any particul ar case
where the penalties have been insufficient.

CHAIR SARIS: It's just the theft of
trade secret at Level 6 seens very |low, | nean
because sonetines they can be very serious offenses.
So that seens not proportional to what's happening in
crimnal infringenment of copyright or the |ike.

And yet you al so have these | oss tables
that drive it up —

MR DEBOLD. Right.
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CHAIR SARI S —and we're hearing
that the loss tables are so hard to apply that we
don't even have proposals howto fix it.

MR DEBOLD: Well we're hearing that, but
| haven't seen specific cases where sonebody has been
able to say this is why we can't apply the loss table
to this kind of —especially when you have the
application note that takes into account in
determning | oss the cost to develop the information
inthe first place.

If a conpany like M. Powell's conpany
spent as nuch noney as he has told you devel opi ng the
proprietary information that was necessary for this
technol ogy, that certainly is sonething that a judge
woul d take into account if there were a crim nal
prosecution in that case.

I just haven't heard any exanples of cases
where the governnent has been unable to do this. And
t he exanples they keep throwing at us in the witten
testinony are exanples where they identify the harm
and tell you it's a big problem because of the

financial inpact it has had on the victins of the
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of f ense.

So we are just not seeing —for us, there
is a disconnect between the conpl aints about how
serious this offense is and what the current
gui del i ne woul d do those offenses.

COW SSI ONER FRIEDRI CH: But we have heard
fromthe government that in sonme of these cases there
are no research and devel opnent costs. W' ve heard
that, if not in the witten testinony in sone
comment. And al so, you can see how when the stock
price falls how you tie that to the theft and is a
very hard cal cul ation to nake.

| nmean, it seens to ne, regardl ess of
whet her we have that exanple in the materials, it is
an obvious point that in those cases where there
aren't significant research and devel opnent costs and
the stock takes a big dive, it is going to be very
difficult for a court to tie that directly to this
theft in all cases.

Soit's —

MR DEBOLD: Right. | have heard the

governnment say that there are cases where you can't



10

11

12

13

14

15

16

17

18

19

20

21

22

23

119

gquantify, or at |least show a |l ot of R& costs. But |
would really like to | ook at that individual case, or
t hose individual cases, and see what it is that's
really going on there and why is it that if it's a
serious problem a serious harmto the victim why
isn"t the | oss amount, including intended | oss which
is a very broad term why isn't that |oss anount
capturing it?

And if it's not capturing it, is it
because of sonething very unique to that case that
nmeans that's an upward departure versus changing the
guidelines to have a 6-1evel enhancenent in the
aggregate for, you know, a |arge nunber of cases? O
is this sonething that naybe we do need to build into
t he gui del i ne?

But | just haven't seen enough information
for the Comm ssion to take that |eap

MR H RSCHVANN. | would just add to the
| oss, the point | think was nade earlier, which is
when sonething is stolen you can replace it. You can
calculate that. But the cost of regaining

conpetitive advantage in a global marketplace is very
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difficult to calculate, and very unpredictable to
achi eve.

COW SSI ONER HI NQJOSA (By Vi deo):

M. Hrschmann and M. Debold, both of you nentioned
the international aspect of this. And so ny question
is: (Qoviously other countries have dealt with this,
are either one of you famliar with anything in what
ot her countries have done?

You have nentioned how the United States
shoul d take the | ead here, but is there anything in
what ot her countries have done that you feel is
sonet hing that we should | ook at fromthe standpoi nt
of a solution to this issue?

MR DEBOLD: | have not |ooked at that,
and I'mnot famliar with what other countries have
done in this area, so |I'mnot able to answer that.

MR H RSCHVANN: Assistant Trade Rep M Coy
in his testinmony nmentioned what Tai wan has done.

It's still early in the stage there, but clearly it
is something that many of our trading partners are
trying to deal wth. But | don't think anybody has a

conpl ete answer yet.
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CHAIR SARIS: Any nore questions?

(No response.)

CHAIR SARIS: Al right, well thank
you very much. This was useful. A lot of food for
thought. W will take our break and conme back in 15
mnutes or so. W're a little ahead here.

(Whereupon, a recess is taken.)

CHAIR SARIS: | think we have got the
whol e panel. Wether other people are outside, |
don't know, but we are onto a very different subject
right nowwth the Suprene Court case Setser, how do
you go about cal culating prison sentences, and 3El. 1,
very inportant issues on acceptance of
responsibility.

On this panel | would like to introduce
Charl es Sanmuels, Jr., who is the director of the

Federal Bureau of Prisons, and who has served in

nunerous positions in BOP. M. Sanuels has a B.S. in

soci al and behavioral sciences fromthe University of
Al abama in Birm ngham and graduated from Harvard
Uni versity Executive Education Program for Senior

Managers i n Governnent.
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| want to wel cone you back. M. Samuels
has been very generous with his tinme in hel ping us on
many issues, including the prison overcapacity issue.
So thank you, very much

Vijay Shanker is the senior —now why do |
have —is the senior counsel to the assistant attorney
general . Previously he has worked in private
practice in the areas of white collar crimnal
def ense, conplex civil litigation, and appellate
litigation. He graduated cum | aude from Duke
University and received his J.D. fromthe University
of Virginia School of Law. Wl cone.

And | ast but by no neans |l east is Lisa
Hay, an assistant federal public defender in
Portland, Oregon. She is a graduate of Yale
Uni versity and Harvard Law School, and | amvery
proud to announce that she served as ny |aw clerk.
So | know the quality of her work firsthand as
out st andi ng.

And | amenbarrassed. |'m/looking at you
and | don't have another nanme here to introduce you.

MR SAMUELS: Madam Chair, | would nention
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that Craig Pickles is here with ne fromthe Bureau of
Prisons, and he is ny subject matter expert relative
to sentence conputations, and he is joining ne as
wel | .

CHAIR SARIS: Al right, so just his
full name again is?

MR SAMIJELS: Craig Pickles.

CHAIR SARI'S: Pickl es?

MR PI CKLES: Yes.

CHAIR SARI'S: Thank you, and wel cone
as wel | .

So we will begin with you, M. Sanuels.

MR SAMUJELS: Thank you, Madam Chair.

Madam Chai r and nenbers of the Sentencing
Conmi ssi on:

| appreciate the opportunity to appear
before you today to discuss the Bureau of Prisons. |
want to start by thanking you for working with us
over the years on a variety of issues.

I look forward to our discussion today
about the proposed anendnent issued in response to

the U S. Suprenme Court's decision in Setser vs.
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United States. | cannot begin this testinony w thout
a brief nmention of the two tragedi es the Bureau of
experienced two weeks ago.

Oficer Wllianms was killed by an inmate
at the United States Penitentiary in Canaan,
Pennsylvania. Lt. Alvaroti was shot and killed on
his way honme fromwork at the Metropolitan Detention
Center in Quaynabo, Puerto Rico. It was the saddest
noment in ny 25-year career with the Bureau of
Pri sons.

W are doing all we can to support the
famlies and staff during this difficult tine. W
are working closely wth the Departnent of Justice
regarding the investigations to bring the
perpetrators of these crinmes to justice. Wile we
wi Il never forget these tragedies, of course we nust
nove forward as an agency.

I would like to give you a brief overview
of the Bureau. W are responsible for incarcerating
approxi mately 217,000 i nmates. Systemm de, the
Bureau is operating at 36 percent over rated

capacity. Cowding is 53 percent at high security
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facilities, and 44 percent at our medi um security
facilities.

W expect the inmate popul ation will
continue to increase for the foreseeable future.
Leadership at the Departnment of Justice, Menbers of
Congress, and all of you are interested and concerned
about this trend and its inpact on the Bureau of
Prisons and the federal budget.

W want to do all we can to encourage and
support your efforts to try and address these
problens. The nost direct and i mmedi ate way to
reduce prison expenditures is to reduce the total
nunber of inmates incarcerated or the nunber of years
to which they are sentenced.

Anot her way that is effective in the |ong
termis strengthening and buil di ng upon our efforts
to help reduce recidivismrates for federal
of f ender s.

Forty percent of former federal prisoners
are re-arrested or have their supervision revoked
within three years after rel ease, and approxi mately

10, 000 forner federal prisoners return to our prisons
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each year as supervised-rel ease violators.

The Bureau provides prograns for inmates
to acquire the skills, treatnent, and training they
need so when they return to the community they can be
| aw abi di ng and productive citizens.

W are continually | ooking for new and
i nnovati ve ways to enhance and expand re-entry
prograns, and we wel cone your ideas and ways to
address the issue of recidivism

Now | et ne address the proposed anmendnent
to section 5GL.3 of the United States sentencing
gui del i nes.

The proposed anmendnent cl assifies section
5GL. 3, which provi des gui dance about undi schar ged
state terns of inprisonnent, and also applies to
cases in which a state termof inprisonnent is
antici pated but has not yet been i nposed.

The Bureau supports and appreciates this
anmendnment, as we hope judges will be nore apt to
specify how they want the federal sentence to be run,
concurrent or consecutive, to anticipated state

terns.
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Currently, if the federal court is silent
about an anticipated state termof inprisonnent, the
Bureau runs the terns consecutively consistent with
Title 18 U S. Code § 3584. |If the inmate
requests his or her federal sentence be run
concurrent with the state sentence, the Bureau
contacts the sentencing court and inquires as to the
court's intent.

Oten this results in a delay, and
sonetinmes the court sinply indicates it is not
opposed to whatever determ nation the Bureau nakes.
In such cases, if the offender is in state custody
t he Bureau can designate the state facility for
service of the federal term in essence concurrent to
t he state sentence.

Absent such a designation, the federa
sent ence commences upon conpletion of the state term
I n essence, the termruns consecutively.

The Setser decision clarifies the
i nportance of judicial intent regarding anticipated
state terns of incarceration. In this way it is

hel pful to the Bureau as we believe it is preferable
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that the court nmake their intent known so that we can
efficiently conpute the federal sentence.

As such, we reconmend a statenent in the
conment ary encour agi ng sentencing courts to indicate
their intent on a judgnent and conmtnent order as to
whet her any antici pated state sentences should be
served concurrently or consecutively to a federa
sent ence.

Thi s concl udes ny prepared renmarks. Judge
Saris, Vice Chairs Carr and Jackson, and
Conmi ssi oners, thank you for the opportunity to speak
before you today. | ampleased to answer any
guestions you may have, and | have with ne, as |
nmentioned earlier, M. Pickles who is our sentencing
conput ati on expert, who is also available to help
address nore detailed technical questions that you
may have. Thank you

CHAIR SARI'S: Thank you. M.

Shanker .

MR SHANKER  Thank you. Madam Chai r woman

and nmenbers of the Conm ssion:

Thank you for the opportunity to share the
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views of the Departnent of Justice on the
Conm ssi on's proposed anendnents to the sentencing
gui del i ne regardi ng acceptance of responsibility,
section 3EL. 1.

My nane is Vijay Shanker and | am seni or
counsel to the assistant attorney general for the
Crimnal D vision, serving on detail fromthe
Crimnal Division's Appellate Section.

| have been involved in cases involving
the interpretation of the Acceptance of
Responsi bility guideline and | appreciate the
Conm ssion's effort to address the anbiguities in the
guideline, anbiguities that are encapsul ated by two
circuit conflicts involving the circunstances under
whi ch a defendant is eligible for a third-I|evel of
reducti on under subsection (b) of section 3EL.1.

Subsection (a) of the guideline provides
for a 2-1evel decrease in offense level for a
def endant who clearly denonstrates acceptance of
responsibility for his or her offense.

Subsection (b) provides for an additional

1-l evel reduction where, (i) the defendant
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qualifies for a 2-l1evel decrease under subsection
(a); (ii), the offense |evel determ ned prior to the
operation of subsection (a) is Level 16 or greater;
and (iii), the governnent has noved for the
reduction, stating in that notion that the defendant
has assisted authorities in the investigation or
prosecution of his own m sconduct by tinmely notifying
authorities of his intention to enter a plea of
guilty, thereby permtting the governnent to avoid
preparing for trial and permtting the governnent and
the court to allocate their resources efficiently.

The first circuit conflict is over whether
t he sentencing court has discretion to deny the third
| evel of reduction when the governnment has filed a
noti on under subsection (b), and the defendant is
ot herwi se eligible.

The Seventh Grcuit held in United States
v. Mount that an additional 1-level reduction is
mandat ory once the governnent determ nes that the
criteria in section 3El.1(b) are satisfied and the
gover nment makes the necessary notion.

Whereas, the Fifth Crcuit held in United

130



10

11

12

13

14

15

16

17

18

19

20

21

22

23

States v. WIllianmson that the district court retains
the ability to deci de whether the section 3El.1(b)
criteria have been net.

The Conmi ssion has proposed an anendnent
that would recognize that it is within the court's
di scretion to grant or deny the governnent's notion.
Specifically, the amendnent woul d anend Application
Note 6 to section 3ELl.1 by adding the follow ng
st at enent :

"The court may grant the notion if the
court determ nes that the defendant has assi sted
authorities in the investigation or prosecution of
his own m sconduct by tinmely notifying authorities of
his intention to enter a plea of guilty, thereby
permtting the government to avoid preparing for
trial and permtting the governnent and the court to
allocate their resources efficiently. In such a
case, the 1-level decrease under subsection (b)
applies.”

The Departnment supports the proposed
amendnment whi ch general ly adopts the approach

followed by the Fifth Grcuit. Utimtely, the

131



10

11

12

13

14

15

16

17

18

19

20

21

22

23

deci sion whether to grant the additional |evel of
reduction is the sentencing court's, not the
governnent's. A government notion under Section
3E1.1(b) is a prerequisite to a third-Ievel
reduction, but the sentencing court retains

i ndependent authority to determ ne whether the
section's requirenents have been sati sfi ed.

One of those requirenents is that the
court was able to allocate its resources efficiently,
and the court is in the best position to nmake that
determ nation. An anmendnent stating that the court
"may" grant the governnent's notion after making its
own determ nation would be consistent wth the
di scretion already provided to the court and woul d
clarify the Conmssion's intent and elimnate the
circuit split.

The second circuit conflict is over
whet her the governnent has discretion to wthhold
maki ng a notion under subsection (b) when there is no
evi dence that the governnment was required to prepare
for trial

The Fifth CGrcuit, for exanple, held in
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United States v. Newson that the governnent may
decline to file a notion based on interests other
than the preservation of trial resources; while the
Fourth Grcuit held in United States v. D vens that
if the governnment determ nes that the defendant's
assistance relieved it of preparing for trial, the
defendant is entitled to the reduction.

The Conm ssion has called for comment on
whether it should resolve this circuit conflict, and
if so, how.

The Departnent believes that the
Comm ssi on should resolve the circuit conflict and
provide clarify on the scope of the governnment's
discretion in filing notions under section 3El.1(b)
so that this provision of the guidelines is fairly
and evenly applied in the federal courts.

The Departnent recommends resol ving the
conflict in the direction of the majority of the
circuits through an anendnent clarifying in an
application note that the government nmay decline to
file a nmotion under subsection (b) even if it was not

required to prepare for trial.
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Specifically, the Departnent recomrends
addi ng a sentence at the end of Application Note 6 to
section 3El.1 stating that, quote, "The governnent
may decline to file such a notion even if it was not
required to prepare for trial if in the government's
determnation it was otherwi se unable to allocate its
resources efficiently.”

The requirenent that the governnent file a
noti on before a defendant may receive the third-point
reduction was inserted by Congress in 2003 when it
anended section 3El.1 as part of the 2003 PROTECT
Act .

Before the anendnent, a defendant with an
of fense level of 16 or greater was entitled to
receive the additional 1-level reduction if he had
assisted authorities in the investigation or
prosecution of his own m sconduct by taking one or
nore of the follow ng steps:

One, tinely providing conplete information
to the governnent concerning his own involvenent in
t he of fense; or

Two, tinmely notifying authorities of his
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intention to enter a plea of guilty, thereby
permtting the government to avoid preparing for
trial and permtting the court to allocate its
resources efficiently.

As a the Second Grcuit has said, the
PROTECT Act altered that rule by anending the
subsection and adding the further elenent of a
prosecutor's notion, thereby making qualification for
an addi tional reduction under subsection (b) nore
difficult.

The application notes to section 3EL1.1 now
make clear that a government notion is a prerequisite
to the grant of the additional point, stating, quote:
"Because the governnment is in the best position to
det erm ne whet her the defendant has assi sted
authorities in a manner that avoids preparing for
trial, an adjustnment under subsection (b) may only be
granted upon a formal notion by the governnment at the
time of sentencing.

Section 3EL. 1(b) states the necessary
criteria that a defendant nust neet to be eligible

for a government notion in support of the 1-Ievel
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reduction. |t does not, however, state that if those
m ni nrum requi renents are net the government nust file
t he noti on.

That interpretation of section 3EL. 1(b)
follows fromWde v. United States in which the
Supreme Court held that the governnment may refuse to
nove for a downward departure for substanti al
assi stance under both 18 U. S. Code 8§ 3553(e) or
sentenci ng gui delines section 5K1.1, even if the
def endant has provi ded substantial assistance.

The court stated that, although a show ng
of assistance is a necessary condition for relief, it
is not a sufficient one because the governnment may
validly base its decision not to nove on its rationa
assessnent of the cost and benefit that would fl ow
from novi ng.

As a result, nere evidence that the
def endant had provi ded substantial assistance to the
governnent woul d not be sufficient to trigger further
inquiry by the court into the governnment's deci sion
not to file a notion.

Rat her, a defendant is not entitled to
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relief unless the prosecutor's refusal to nove was
not rationally related to any |l egitimate gover nnent
end. For instance, if it was based on an
unconstitutional notive such as the defendant's race
or religion.

When Congress anended section 3EL. 1(b) in
t he PROTECT Act after Wade was decided, it inserted
| anguage that is identical to that used in section
5K1.1. Upon notion of the governnent stating that
t he defendant has assisted authorities, the defendant
is entitled to a third-point reduction.

Congress is presuned to have intended the
Supreme Court's interpretation of section 5K1.1 in
Wade to apply to the identical |anguage it inserted
in section 3EL.1(b). As a result, section 3EL. 1(b)
confers, as the court said in Wade, a power, not a
duty, to file a notion in support of a sentencing
reducti on.

Al t hough neeting the criteria specified in
section 3EL. 1(b) is necessary to receive the third-
poi nt reduction, it is not sufficient. The

governnent is entitled to refuse to file a notion as
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long as its refusal is rationally related to a
| egiti mate governnment end.

The governnent's refusal to file a notion
can be rationally related to a | egitinmate governnent
end even if the government was not required to
prepare for trial. Before Congress enacted the
PROTECT Act, section 3El.1(b) provided that a
def endant woul d qualify for a third-point reduction
if he timely notified authorities of his intention to
enter a plea of guilty, thereby permtting the
governnment to avoid preparing for trial and
permtting the court to allocate its resources
efficiently.

In the PROTECT Act, Congress anended
section 3EL. 1(b) to provide that a defendant
qualifies for a third-point reduction only if his
timely notice of his intent to plead guilty permts
t he governnment to avoid preparing for trial, and
permts both the government and the court to allocate
their resources efficiently.

The anended version of section 3EL. 1(b)

does not include the term"trial resources."”
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Instead, it explicitly identifies a broader
governnent interest in allocating its resources
efficiently that is distinct fromthe governnent
interest in avoiding trial preparation.

I woul d again thank the Comm ssion for
this opportunity to share the views of the Departnent
of Justice. By resolving these two circuit
conflicts, the Commssion will pronote the fair and
evenhanded application of the Acceptance of
Responsibility guideline in the federal courts.

Thank you.

CHAIR SARIS: Thank you. Ms. Hay.

M5. HAY: Thank you, Judge Saris, and
di sti ngui shed nenbers of the Conmm ssion:

| appreciate the opportunity to testify on
behal f of the Federal Defender and Community Public
Defenders. | have worked for the last 15 years in
t he Federal Public Defender for the District of
Oregon, so | hope during the questioning | can give
you sone exanples fromny cases on how the topics we
are going to discuss actually apply in the deep dark

trenches of a case where perhaps conm ssions don't
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al ways have an unobstructed view So | |ook forward
to your questions on these.

Let me summarize the positions on both
i ssues that have been raised today.

On Setser, the Defenders oppose the
proposed anendnent to 5Gl.3. The Conm ssion's
proposed anendnent woul d place an undue burden on the
district courts, probably result in confusion, and
significant inefficiencies which we all know we can't
afford right now.

The issue is this: |If the guidelines are
amended to require a consideration of uninposed but
antici pated sentences, district judges who are trying
to apply that guideline will take seriously their
responsibility to | ook at the facts presented about
antici pated sentences. They'll try to revi ew what
that sentence mght be. They'|ll try to reach a
determnation. But the reality is, this is often
goi ng to be specul ati on.

The parties are not going to know enough
about the anticipated sentence to nmake this a

wort hwhi |l e hearing. For exanple, we won't know which
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facts in a state court mght determ ne the sentence.
W won't know if the defendant would be guilty of
every fact that mght cone out.

There are a lot of factors that are not
deci ded about an antici pated sentence. So addi ng
that to the guideline will cause the district courts
to have to look at all these, but the end result
m ght be the court saying we just don't have enough
i nf ormati on.

The anmendnent is not necessary because the
status quo is working right now The Suprene Court's
decision in Setser interpreted two federal statutes.
It didn't address this guideline at all. So you
don't need to anmend the guideline.

The status quo right nowis that 5GL. 3
applies to already inposed sentences, and that mnakes
sense because it is a known fact we can | ook at.

If there is an anticipated state sentence that
warrants the district court's consideration, the
parties can bring that to the court's attenti on now
under Setser, and say Setser also allows the court to

have the discretion to nake a decision about this
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antici pated state sentence.

So we woul d ask the Comm ssion to | eave
the guideline as it is without changing it because
the Setser case is brand new W haven't seen an
outcry fromthe courts asking for assistance on this,
and asking district courts to actually nmake a
deci si on about an anticipated state sentence wl|l
result in wasted resources.

If the Comm ssion wants to acknow edge
Setser, | included sonme proposed | anguage for the
commentary in ny witten subm ssion

On the question of acceptance of
responsibility, the Conm ssion proposed no anendnent
to address the serious split within the circuits
about this msinterpretation of 3El.1l, Acceptance of
Responsi bi lity guideline.

The serious split is about what 3El1.1
actually neans. And | would ask the Comm ssion to
take action to clarify that 3El.1 neans exactly what
it says; that the prosecutor nmust file a notion for
the third-1evel reduction if a defendant by a tinely

guilty plea allows the governnent to save and
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all ocate resources instead of using themfor trial.

That is what the guideline says, and
courts who have expanded 3E1.1 beyond that are
viol ating Congress's directive that the 3E1.1 not be
changed, not be altered.

The central issue on this Acceptance of
Responsi bility, the governnent franed it as does the
governnment have to have expended resources for tria
preparation? But | think the central issue is
actually what acts of a defendant nmay a prosecutor
consi der when deci ding whether to apply for this
third-Ievel reduction.

The guideline is clear that the only act
required of the defendant is the tinely notice to
enter a plea of guilty. That's the only act the
defendant is required to do.

But in many circuits now prosecutors are
being allowed to require other acts of a defendant.
For exanple, they can require that the defendant not
file a nmotion to suppress evidence; that the
def endant not seek pretrial relief —release; that the

def endant not raise issues at sentencing; that the
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def endant not appeal .

So these are all actions that prosecutors
now are requiring in order to get that third-Ievel
reduction, when the guideline itself specifically
states the defendant's act has to be tinely notice of
intent to plead guilty.

In effect, in some circuits 3E1.1 now
functions as a sentencing slush fund; that the
prosecutor has a 1-level reduction they can hand
out or take away to defendants dependi ng on what
actions they take or don't take. And this is a
terrible result for the guidelines and really
contravenes the Sentencing Comm ssion's purposes of
transparency and honesty and fairness in sentencing.

It creates a disparity cross the country
because prosecutors are handling this 3E1.1
discretion differently in different districts. So |
woul d ask the courts —or the Comm ssion to clarify
that 3El.1 neans exactly what it says; that by a
defendant's tinely notice of intent to plead guilty,
if he thereby permts the governnment to save

resources fromtrial, then that notion shoul d be
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granted —that notion shoul d be nade.

The confusion about this notion stens from
t he PROTECT Act, which added the government-notion
requi renent, but also took away sone of the factors
that could be considered by the governnent when it is
deci ding to nake that notion.

Previ ously, the PROTECT Act included al so
t he defendant had to tinmely provide conplete
information to the governnent concerning his own
actions. That was one thing the defendant coul d do.
The PROTECT Act elimnated that and left only this
timely notifying authorities of his intention to
enter a plea of guilty.

So it couldn't be clearer that what
Congress was requiring the defendant to do is only
one thing. The courts that have allowed the
governnment to extend that to request other actions of
t he defendant have far exceeded the guideline.

The governnent referred to the Wade
deci sion fromthe Supreme Court, and that decision is
about the 5K1 guideline, which is actually a policy

stat ement about departures.
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The di scretion given to the prosecutors
under 5K1 is very different fromdiscretion —or from
the notion filed under 3E1.1. And in fact the
statute is very different.

In the 5K1.1 policy statenent that was
aut horized by 18 USC 3553(a), it says: Upon notion
of the governnent, the court shall have the
authority, et cetera, et cetera, to depart. So it is
offering the discretion to the court. It is not a
requi renent that the governnment file the notion, and
the court has discretion whether to followit.

3El. 1 uses the "upon notion of the
governnment" statenent, but it says: Upon notion of
t he governnment, if certain factors are net, decrease
the of fense by one level. It uses the inperative
formof the actual guidelines, decrease or increase.
So it doesn't include the sane discretion for the
courts.

The governnment also refers to the need to
avoid preparing for trial, and says that's not the
only issue that should be considered; that the

governnent shoul d be able to consider any other use
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of resources.

| believe that is a msreading of the
guideline as well, because the guideline does not say
"avoid preparing for trial or [efficiently] allocate
resources,” it says "avoid preparing for trial and
[efficiently] allocate resources."” Before the PROTECT
Act, that always had been interpreted to nmean trial
preparation; that a tinely plea of guilty saves tria
preparation resources.

After the PROTECT Act, the word "the
governnent” was added in. The governnent and the
courts allocate their resources. But nothing in the
PROTECT Act showed that they were intending to extend
this beyond trial preparation resources. And in fact
the commentary that was added by the PROTECT Act
refers specifically to the governnent avoiding tria
pr epar ati on.

So to add on the additional benefit that
t he government can hold off this third |level for
acceptance of responsibility if the defendant causes
ot her resources to be spent is not within the

guideline. So we would ask the Comm ssion to pl ease

147



10

11

12

13

14

15

16

17

18

19

20

21

22

23

clarify the guideline neans exactly what it states.

On the last issue for the guideline, we
oppose the Comm ssion's proposal to follow the case
| aw and the lone circuit, the Fifth Grcuit, that
says the district court has discretion to deny the
governnment's notion

So really we had two issues here. The
first is what the governnent can look at to file a
notion, and the second is whether the court has

di scretion to deny the notion.

This again, the courts have been foll ow ng

the Wade rul es which refer to 5K1.1, which allows
discretion. That's different here. This guideline
uses the exact inperative |anguage that all of the
ot her guidelines do. |If certain enhancenents are

found, increase the guideline. |If certain

enhancenents are found, decrease the guideline. That

i mperative, "increase/decrease,” is exactly what is in

3E1. 1.
If the Comm ssion were to anend the
guideline and say well that's discretionary, that

woul d conflict with every other guideline
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interpretation, which says no, when it says increase
or decrease, that's an instruction to the district
court.

So we would ask the court not to —the
Conm ssion not to amend the guideline in the way
presented in the published materials, but instead to
clarify it in the way the Defense set forth inits
witten subm ssions.

Thank you.

CHAIR SARIS: Thank you. | would

like to start off asking M. Shanker a question.

When | first did the research and saw the research on

this, I was really surprised because in
Massachusetts, to ny know edge, the governnent has
never refused to nove for the third point sinply
because soneone failed to agree to a waiver of appeal
rights, or that sort of thing.

And | amtold in other parts of the
country now that that's routine practice. So have
you done the research? How many circuits —how many
U S. Attorneys follow one practice versus anot her

practice? And how disparate is it across the
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country?

MR SHANKER:  Your Honor, | have not done
the research on that specific question. W accept
that in Ms. Hay's subm ssion that there is sone
disparity anmong the U S. Attorneys' offices across
the country. Cbviously U S. Attorneys' offices have
a Wi de anount of discretion as to how they prosecute
t heir cases.

I think that the real issue here is the
| egal matter of what the guideline actually
contenpl ates and what Congress cont enpl at ed.

CHAIR SARIS: So just to junp in, you
agree there is disparity in terns of different U S
Attorneys' offices follow ng very different
practices?

MR SHANKER. |'mnot sure | woul d agree,
necessarily, that it is a wide disparity. | just
haven't done the research on that. There is sone
disparity, and certainly the policy considerations of
what the Departnent wants the Departnent as a whol e
to doin terns of what it wants to tie the third

point to, that is a policy consideration that the
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Department can and should and will consider to try to
achi eve sone uniformty, perhaps consider the
appel | ate wai ver issue. Al of those are policy
consi derati ons.

But we would submt that within the
Department and the governnent's discretion, the issue
here respectfully is the interpretation of the
guideline as a legal matter. And as Congress wote
t he guideline, and as the Suprene Court has said in
Wade, it is within the governnent's discretion.

And as the Seventh Grcuit said in the
Deberry case, Judge Posner, this is an entitlenent
for the government. This is within the governnent's
di scretion.

Now t he governnent can't exercise that
di scretion unconstitutionally or arbitrarily, but as
long as its reason for exercising the discretion is
rationally related to a |l egitimate governnent end
then it has exercised that discretion appropriately.

VICE CHAIR JACKSON: Can | follow up by
asking you: Must the discretion be rationally

related to the end of the all ocation of resources?
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As | understood your testinony, you said
t hat your proposed anmendnent woul d have this notion
of allocation of resources being the thing that the
governnment is concerned about, trial preparation
bei ng one aspect of that, but then there are other
things that go to allocation of resources.

But as | read Ms. Hay's submi ssion, in at
| east some districts the government is requiring the
defendant to agree to things that really don't even
go to allocation of resources; that its refusal to
stipulate to how the guidelines will apply in a
particul ar case for exanple.

MR SHANKER: Well a broad argunent could
be nmade that all of those things do relate to the
al |l ocation of governnment resources to the extent that
t he governnment has to debate these issues with the
defendant. But as a broader point, under Wade the
governnment has discretion that is only limted by the
Constitution or the limt of —the requirenment that it
be a legitinmate governnent end.

So it need not necessarily be tied exactly

to the guideline' s | anguage of allocation of
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resources. The Supreme Court said in Wade that even
t hough the defendant there had provided substanti al
assi stance, the governnent was entitled to decline to
file a notion because it did not do so for an
unconstitutional purpose.

So | think really —

CHAIR SARIS: Are you saying it
doesn't even have to be tied to any allocation of
resources?

MR SHANKER. As a |legal matter, Your
Honor, | think follow ng Wade, which applies here
because the |l anguage is identical, the limts on the
governnent's discretion are really the Constitution
and the legitimaite —a legitinmate governnent end.

Now as a policy matter —

COWM SSI ONER H NQJOSA (By Video): But,
M. Shaker —

MR SHANKER: —the governnent is
certainly open to limting its own discretion as it
sees fit, and would explore tying it to the
al l ocation of resources. But as a legal matter, the

interpretation of the guideline is governed by Wade.
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COWM SSI ONER H NQJOSA (By Video): But,
M. Shanker, isn't Wade not the appropriate
conparison here? Because when it cones to
substanti al assistance, yes, the governnment has
total discretion, but those have been [imted to
det erm ni ng whet her there was substantia
assi st ance.

Certainly you don't nean that you could
refuse the 5K1.1 because sonebody didn't waive their
right of appeal, or sonething like that? The cases
t hat invol ve substantial assistance and the
governnent's discretion are all related to the
assessnent of the substantial assistance itself, as
opposed to sonet hing that had nothing to do with
substantial assistance. And so | don't know that
that's necessarily a good anal ogy.

Wiereas, the anal ogy here is the
preparation for trial and therefore permtting the
court and the governnent to allocate their resources,
as opposed to sone of these other waivers of appeal
that had nothing to do with the trial.

MR SHANKER  Your Honor, | would
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respectfully disagree. The Suprene Court in Wade
stated that all parties and the Court acknow edged
that the defendant there had provided substanti al
assi st ance.

The governnment's refusal to file the
notion was not related to its assessnent of the
def endant' s substantial assistance, the governnent

conceded that the defendant had provi ded substanti al

assistance, but it still declined to file the notion.

And the Suprenme Court held that that was proper and
appropri ate because the governnent's refusal was not
based on an unconstitutional or invidious basis.
COW SSI ONER H NQJOSA (By Video): Wat
was the governnent's reason? Was it that it wasn't
substantial, as opposed to assi stance?
MR SHANKER. The reason in Wade —1 will

have to refresh ny recollection —

COW SSI ONER HI NQJOSA (By Video): Because

| coul d understand the difference between

"substantial” and just "assistance," and everybody

may have —that often happens, that the governnent for

exanple in court here says there was assistance but
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not to the level of substantial assistance as we've
used substantial assistance.

But | have never heard them say, because
we just felt like not doing it because there wasn't a
wai ver of appeal, or sonething like that. It's
usual |y connected to their assessnent of the
assi stance itself.

MR SHANKER: | respectfully submt that
that is not what Wade says. Wade limts the
governnment's discretion only on the grounds of
unconstitutionality or an invidious or illegitinmate
pur pose.

COWM SSI ONER H NQJOSA (By Video): But it
may well be that it does say that, but not because
there was any question as to it wasn't related to
assi stance, and the governnent's determ nati on of
what substantial assistance is, as opposed to ot her
factors that have nothing to do with assistance.

MR SHANKER: Again, the Court accepted,
and all parties accepted in Wade, that the defendant
provi ded substantial assistance. So that was —

COW SSI ONER FRI EDRI CH:  So what was the
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i ssue in \Wade?

MR SHANKER: |'m | ooki ng again, Your
Honor, at the case right now

CHAIR SARIS: | renenber in oral
argunents doing that speedread to get —

MR SHANKER  Yes, exactly.

(Laughter.)

M5. HAY: Can | coment on Wade while
he's —

CHAIR SARIS: Yes, why don't you,
whil e he's doing the quick read.

M5. HAY: The reason | believe Wade i s not
the right analogy is, as Judge H nojosa brought up,
it is adifferent context. 5KI1.1 is about
departures, which are already discretionary.

It is part of the policy statenments. And
the language is not in fact exactly the sane. It
does say "upon notion of the governnent," but 5K1.1
says upon notion of the governnent, the court shal
have the authority. So it is not mandatory. It is
much nore perm ssive.

Whereas, 3El.1 says "upon notion of the
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governnent” that certain things are fixed, decrease
the offense level by the third level. So the
instruction to the district court is not "shall have
the authority"; the instruction to the district court
is "upon notion of the government . . . decrease the
of fense | evel ."

So | think just the structure itself is
set up to be less permssive. 1In addition, the idea
in Wade is that there is a cost/benefit analysis that
t he governnment can do because it is suggesting —it is
maki ng that subjective assessnent of whether the
def endant has assisted or not.

So the government can make a cost/benefit
assessnment of did they assist us enough to nmake it
worth it to reduce the sentence. But in 3El. 1, the
t hi ngs the governnent has to | ook at are nuch | ess
subj ective. The governnent has to just |ook at did
t he defendant qualify for the 2-1evel adjustnent in
part (a)? Ws the offense level 16 or higher? And
did the defendant by a tinely notice of an intent to
pl ead guilty help the government save trial resources

and al |l ocate those resources.
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So those are not so subjective. Only the
last one is a little bit subjective.

COW SSI ONER FRIEDRI CH: But the probl em
with your interpretation is the second phrase that
says in addition to "permtting the government to
avoid preparing for trial,"” there's this other
phrase, "and permtting the government and the court
to allocate their resources efficiently.”

So "resources" isn't qualified for either
for trial, point one. And then point two, your point
about this is different than 5K because the statute
is different and that 5K1.1 says the court "shall"
have the authority, and this provision doesn't give
that sort of discretion to the court. |It's hard to
accept that when, | nean the court and the court
al one can determ ne whether its resources have been
all ocated efficiently. The government can't possibly
do that.

So in a role reduction where the court
says if there's a mnimal role it's going to reduce
two, the court is still making that finding: Was

there a mninmal role reduction?
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Simlarly here the court has got a —you
can't expect the government to know what the court
has done in terns of civil cases and other things.
So that goes to does the court have the discretion.
But the other point is just this phrase. It seens
bi gger than just trial resources.

VI CE CHAIR JACKSON: But not as big as
governnent can do whenever it wants to, w thout
regard to allocation

COM SSIONER FRIEDRICH: Wl l I'm
wondering if there are post-Wade cases where, if not
Wade itself, where the governnent has pointed to
ot her specific things, apart fromwas there
cooperation? And was it substantial? That have
driven the decision that the court deened rational
but not unconstitutionally notivated? Are there any
cases that you can cite, if Wade doesn't go there,
that woul d support your broad interpretation?

MR SHANKER R ght. Well first, on Wade
| knew there was a reason | didn't know why the
governnent didn't file. 1t's because the opinion

doesn't say, actually. It just says that the
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governnment declined to file.

And with respect to Ms. Hay, the Court did
not say that it was an issue about the government's
assessnent of whether these assistance was
substantial or not. To the contrary, it said that it
was based sinply on the governnment's rationa
assessnent of the cost and benefit that would fl ow
from novi ng.

In other words, the governnent's
assessnent of it, the benefit of the bargain that it
woul d obtain by noving, which nmeans that because this
is within the governnent's discretion it is up to the
governnent to determ ne the costs and benefits that
it would gain by basically granting, allow ng the
court to grant this third I evel reduction.

But, Comm ssioner Friedrich, | haven't
| ooked specifically at post-Wade cases on section
5K1. 1.

COW SSI ONER HI NQJOSA (By Video): I've
got one question. But, M. Shanker, that's the cost
and benefit of the assistance itself. The reason

there's probably no cases is because everybody has
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assuned that that 5K1.1 neans what it says, and so
does the statute itself with regards to howit is
witten; that it has to be related to substantia
assi st ance.

And, yes, the governnment has the right to
assess whether it is assistance and whether it is
substantial, but there probably are no other cases
where the governnent goes beyond assistance to try to
deny it, because it's pretty clear in the statute, as
well as in the guideline, that it is related to
assi st ance.

Sone woul d argue that here in 3E1.1 it is
related to saving resources for preparation for
trial, and I think that is why there are probably no
ot her cases ot her than Wade.

MR SHANKER:  Your Honor, Wade stands for
the proposition that even if there is substanti al
assi stance and all parties agree, and the governnent
sinply decides not to file a notion under 5K1.1, that
is unreviewable by a court unless the defendant has
made a proffer that the governnent's decision was

unconstitutional or invidious.
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VI CE CHAIR JACKSON: M. Shanker, why —

COWM SSI ONER H NQICSA (By Video): \Wel
you just mssed the point that |I've nmade, though,
that the only issue there was assistance. And the
governnment's determnation as to whether it applies
or not, as opposed to any other side issue |ike has
devel oped with 3El1.1(b) as to whether it is related
to the trial, as opposed to preparation for trial and
resources for trial, as opposed to other issues.

And, yes, it would be open to debate as to
whet her sone of these qualify or not for that, and
that is why | think we have cases that go different
ways than we do with 5K1. 1.

CHAIR SARIS: Let ne junp to
Comm ssi oner Wobl ewski. W have a good hal f - hour
left, so we have plenty of tinme here and |ots of
guesti ons.

COW SSI ONER WROBLEWSKI : Ms. Hay, | have
one question of Setser. You say that everything is
wor ki ng okay, that what's happening is the parties,
if there is an anticipated sentence, state sentence

or other sentence that m ght be inposed, that they
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bring that to the attention of the court and the
court can nake the deci sion.

Isn't that precisely what this guideline
amendnment is really trying to do, just telling the
court if there is an anticipated sentence, say
sonet hi ng?

And then ny second question, related, is:
| f the court doesn't say anything, given what the
Supreme Court said in Setser that it is the court's
responsibility, the statutes do not apply to
antici pated sentences as have pointed out they apply
to previously inposed sentences, what is the Bureau
of Prisons supposed to do?

M5. HAY: So on the first point, |
understand the guideline is trying to do essentially
what we are hoping is happening already. That is,
antici pated sentences are brought to the court if

there are sufficient facts.

But the guideline, because it includes the

words "anticipated sentence,” w thout clarifying that
you know sonet hing about it, is going to require that

judges, every time there is a possibility of an
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anticipated sentence, to try to | ook at that.

I think in ny experience in Oegon, for
exanpl e, we have many cases where defendants have
done what we call "nmail boxing," where they go snmash
mai | boxes through a nunber of different counties —

COMM SSI ONER FRI EDRICH: No way.

(Laughter.)

MB. HAY: —steal the mail, try to do
identity theft or sonething like that, right? So the
federal prosecutor mght cone in and prosecute this
as possession of stolen mail, and that eases up the
burden on the counties so you don't have four
different counties with four different district
attorneys all prosecuting theft or vandalism And so
there may be no state sentence.

In ny view, the federal sentence is high
enough and there is none. So we anticipate there
coul d be, but we don't know.

In addition, sonme of those DAs m ght want
to have a prosecution because there's actually a
vi cti mwhose nmail box was ruined and they want their

day in court. And so one county mght want a state
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prosecution. But again, we're not going to know what
that victimis going to say, if the defendant is
going to be able to offer noney in advance to pay for
the mail box, if there's going to be sone cooperation
in the state. So the state sentence is still an
unknown.

CHAIR SARIS: But isn't the worst-
case scenario the one that M. Sanuel s presented,
which is what is going to happen if we say not hi ng,
and he calls us up? It's years afterwards. You
barely renmenber it. And then you say, you know, what
are you going to do? I'mgoing to go, huh? And
essentially it's all behind the scenes. |It's not
transparent. W nmay not have you to be able to
present what would be a fair result.

And so, you know, | amsort of —

COW SSI ONER WROBLEWEKI : Because under
the | aw the judge cannot formally change the
sentence. | nean, all we can do is ask for this
informal process, which seens —it seens the best we
can do. That goes to ny second question, of what's

t he Bureau of Prisons supposed to do?
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M5. HAY: | think if the Bureau of Prisons
| ooks at what the second judge says, that would be
hel pful. R ght nowif the second judge is a state
judge, ny understanding is the Bureau of Prisons
doesn't necessarily honor what the state judge says.

So if the federal judge first doesn't know
anyt hi ng, enough about the anticipated sentence to
make any ruling one way or the other, consecutive or
concurrent, you just don't know, then the second

judge, the state judge, will have a chance to know.

| know what the federal sentence was. | know what ny
victimis. And the state judge mght say: | want
this to be concurrent. O, | want this to be

consecuti ve.

COW SSI ONER WROBLEWBKI : No, but if he is
serving the sentence —let's say he is in county jail.

M5. HAY: R ght.

COW SSI ONER WROBLEWEKI @ And t he sentence
is inposed in federal court. He is told to conme back
in 60 days and report to the federal prison.

During those 60 days, he goes to state

court and the state judge says | want you to serve 30
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days. | want you to serve 30 days right now, and
want that to be concurrent. R ght?

M5. HAY: R ght.

COW SSI ONER WROBLEWSKI @ Ckay, he goes
into the 30 days. kay, he gets out after the 30
days. He wal ks over to the federal prison. Howis
the federal prison authorized to give himcredit for
t hose 30 days?

M5. HAY: That's where the Bureau of
Prisons uses | think it's 18 USC 3621, their ability
to designate the place of service of inprisonnent.
and the Bureau of Prisons does now do post hoc
designations to say the place where the defendant
served his state sentence will be considered his
federal sentence. And that nmeans he will get credit
for that tinme.

So the Bureau of Prisons does do that.
They have the authority, as they have read the
statute, to do that. And | think what is m ssing
right nowis, when the state judge says | want it to
be concurrent, the Bureau of Prisons doesn't always

listen to that. And they have said, no, we can't
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because the federal judge was silent.

So what really needs to change, | believe,
is how the Bureau of Prisons addresses this before we
try to have the federal courts junp in and nake sone
ki nd of decision about a sentence that we don't know
t hat much about.

COW SSI ONER WROBLEWEKI @ But wasn't the
whol e point —

CHAIR SARIS: Can | just junp in and
ask the Bureau of Prisons whether or not you agree
with that, that that's one of the options you have
right nowis to sinply designate the state 30 days,
gi ven Conm ssi oner W obl ewski's exanpl e?

MR PICKLES: Yes, ma'am That is one of
the options we have. But one of the factors that we
wei gh in making that decision is contacting the
federal court to find out if they are okay with that.

CHAIR SARIS: | see. So you would
never do that on your own?

MR PI CKLES: No.

MR SAMUELS: No.

CHAIR SARIS: And you want us to —
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COW SSI ONER HI NQJGCSA (By Video): Do you
really have that option, if they've already served
the 30 days?

MR PICKLES: Yes, sir, Your Honor, if it
was after the federal sentence was inposed, and in
t he scenario he gave he was pending voluntary
surrender to a federal facility. So it would have
been post-sent enci ng.

W coul d have started his sentence when he
was | ocked up by the state. But the problemin this
situation is —

COMM SSI ONER HI NQJCSA (By Video): But the
judge in that case would of had to have given a
vol untary surrender, although he was in custody, and
he woul dn't have just been turned over on a wit, |
guess?

MR PICKLES: Well | think in the scenario
you presented, he was on bond waiting to voluntarily
surrender to the federal authorities for service of
his sentence. And during that tine, he got picked up
on state charges.

Now the problemw th that scenario is,
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once he finished those 30 days in his scenario, the
state facility released himto the street to go
voluntary surrender later. There is an issue with
the intermttent tinme between there that woul d cause
us difficulty, to start his sentence and then stop it
after he was released by the state, and then start it
back up once he arrived at his federal facility.

CHAIR SARIS: But you say your
practice would be to call us, right, and say what do
you want to do?

MR, PI CKLES: Yes, Your Honor.

CHAIR SARIS: And then do you feel
required to followit?

MR PICKLES: More often than not, yes.

CHAIR SARIS: That's a different
answer .

(Laughter.)

CHAIR SARIS: But let's say | say
give himthe credit, do you follow that?

MR PICKLES: Yes, ma'am Yes, Your
Honor .

CHAIR SARIS: And so that basically —
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COW SSI ONER HI NQJOSA (By Vi deo):
Director Sanmuels and M. Pickles —I'msorry.

CHAIR SARIS: No, go ahead.

COW SSI ONER HI NQJOSA (By Vi deo): —I1
have a questi on.

Let's say sonebody gets picked up by the
state on a drug trafficking offense, for exanple.
Then they al so then get charged in federal court with
regards to sone of the sane natters that are in the
state court case.

They get brought to the federal court on a
wit. So they continue to be in state custody. By
the tine the federal judge inposes the sentence,
there has been no state sentence yet.

If the judge does not take that into
account and then sentences and recommends that it run
concurrent, but then there's a state sentence
afterwards that gives himcredit fromthe entire tine
that he was in the state court period, doesn't that
mean that in the federal systemhe will not get

credit for let's say the six nonths that he was in
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the federal systemunless the judge nmakes some credit
for less six nonths because it was rel evant conduct
that m ght have affected the new case?

MR PICKLES: Let ne nmake sure
understand the scenario correctly, Your Honor.

The state arrested himfirst?

COW SSI ONER HI NQJCSA (By Video): Right.
And in their custody —

MR PICKLES: And then before the state
i nposed the sentence —

COMM SSI ONER HI NQJOSA (By Video): They

didn't —

MR PICKLES: |'msorry.

COWM SSI ONER H NQICSA (By Video): They
did not inpose the sentence yet. It hasn't been pled

guilty or tried in the state system It gets only
brought to federal court on a wit, on a new federal
charge that has sonme of the sanme rel evant conduct as
the state court case.

The federal judge then sentences the
defendant. |If the federal judge says | reconmend

that it run concurrent, the state judge runs it
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concurrent, but there was a period of tinme that our
sentence doesn't really begin until we have inposed
t he sentence on the federal side. Doesn't he |ose
t hose six nonths that he was serving and getting
credit for in the state systemunl ess the federa

j udge nmakes sone adjustnent at the tine of the

sent enci ng?

MR PICKLES: Not necessarily, Your Honor.
The fact that the federal sentence was inposed first,
and it was ordered to run concurrently, we woul d
start at the day it was inposed.

COWM SSI ONER H NQJOSA (By Vi deo): But
let's say it wasn't ordered to run concurrent; that
the federal judge recommends that it runs concurrent
and |l eaves it up to the state judge?

MR PICKLES: If the federal judge
recomends it to run concurrently, we're going to
make it run concurrently.

COW SSI ONER HI NQJCSA (By Video): From

the very start?

MR PICKLES: Yes, fromthe day that it is

i nposed, Your Honor.
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VICE CHAIR JACKSON: So we are dealing
here with a situation in which the federal court
doesn't say anything? 1s that what —I nean that's
really the —

MR PICKLES: Yes, nma'am

VI CE CHAI R JACKSON: —crux of the issue.
Can | just clarify, Ms. Hay? In your mail boxes
exanpl e, | understood you —and perhaps m sunder st ood
you —to say that one of the objections was that in
that situation we woul dn't even know whet her the
def endant was going to be prosecuted in state court?

So you're thinking —you are reading
"anticipated’ as even "anticipated litigation" with
respect to this crimnal charge, and not just a
scenario in which we know there's going to be state
sanction, and we just don't know what it is yet?

M5. HAY: R ght. Because often the
situation is, as Judge H nojosa was saying, the
def endant hasn't been found guilty in the state
systemeven. So we can anticipate that, yes, nost
likely he is going to be guilty, nost likely there's

going to be a sentence, but you never know. And in
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sone cases, there's a reason for there to be sone
di screpancy between what m ght happen in the state
and what m ght happen in the federal system

VI CE CHAIR JACKSON: Coul d we carve that
out in the guidelines? Could we sonehow deal with
that? Because that seens different to ne than one in
whi ch he has al ready been adjudicated guilty in the
state court and we're just waiting for the sentence.

M5. HAY: R ght. Once we try to identify
and define "anticipated sentence” in a way nore
narrowy than the Setser decision did, then I think
t he gui delines get nore confusing because then it
seens —Setser referred to "any anticipated state
sentences,"” and the problens with the proposal that
t he Comm ssion has are two.

One is that if you define "anticipated
sentences” nore narrowly to only if the defendant is
already guilty, that will be narrower than Setser and
w || cause sonme concern if it's not consistent.

And second, the Comm ssion's proposal
right nowisn't limted to just state sentences. The

Setser decision is just about anticipated state
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sentences, and they specifically hold off on deciding
what about federal sentences.

So the way the Comm ssion has proposed it
now, there is going to be confusion if you have say
two federal prosecutions. W have bank robberies in
the State of Washington and in the State of O egon
often sentenced together, pled together, but we m ght
have a gl obal deal but the defendant mght still go
back to Washington and plead guilty and get, we
expect, concurrent time.

CHAIR SARIS: So you woul d suggest
carving out federal?

M5. HAY: Well | think it —ny suggestion
is not totry to anend the guideline right now at
all. Because if you don't carve out federal, then
you are going to have one federal judge telling
anot her federal judge how their sentence should be,
concurrent or consecutive, before it is even inposed.
And you just don't know enough about that other
sentence to nake that decision, | don't think.

If you carve out federal, then | think it

is disrespect for the dual sovereignties —you know,
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the separate sovereignty of the state that the
federal judge is only nmaking a decision about state
sentences. Wy is that sort of logical or fair?

The Suprene Court in Ponzi said we are
supposed to offer respect to dual sovereignties, and
the state is an equal sovereignty. So | don't think
we should in this guideline distinguish betwen the
state and the federal. | think what we should do is
| et the case | aw devel op under Setser and see if it
wor ks out .

The main i ssue woul d be for the Bureau of
Prisons when there's no decision by the federal
judge, but the later state judge does say concurrent,
for the Bureau of Prisons to respect that wi thout
even needing to call the federal judge and say what
do you think? That the second deci der can say that
it is concurrent or consecutive.

CHAIR SARIS: But that's —

COW SSI ONER FRIEDRICH Sorry to
interrupt. AmI| msunderstanding? | thought the
statute, the default for BOP in that case was to run

it consecutively, where the federal judges said
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not hing. Regardless of what the state judge says,
that they believe their statutory duty is to run it
consecutively? Am| correct?

MR PI CKLES: Yes.

COW SSI ONER FRIEDRICH: Do you di sagree
with that?

M5. HAY: The statute says that if there
are nultiple convictions and the judge is silent,
then the rule of construction is consecutive. W
don't consider that a presunption that it shoul d be
consecutive. It's nore arule to help decide, if
nobody says anything, how it should the sentences
shoul d be construed.

CHAIR SARIFS: Can | say, no, you
don't construe it that way because you're calling up
and sayi ng what do | do?

MR SAMUJELS: Yes, Madam Chair.

CHAIR SARIS: So you're automatically
doing that, right?

MR SAMUJELS: Yes, Madam Chair. CQur
position is in support of the proposed anendnent. W

woul d prefer to know the intent of the judge on the



10

11

12

13

14

15

16

17

18

19

20

21

22

23

front end telling us how they would Iike for the
sentence to be conputed and adm ni stered by the
Bureau of Prisons.

CHAIR SARIS: The federal judge.

MR SAMUJELS. Yes.

COMM SSI ONER FRI EDRICH: Ms. Hay, our
notivation here was to protect the Setser defendant
in those cases where the federal judge just hasn't
t hought about this, but probably would want to run it
concurrently. And now under Setser it is clear that
BOP cannot nake that determ nation

And I ama bit surprised. Perhaps it's
just that there are so few cases that you're not that
worried, but your position is basically rely on the
litigators, the good defenders, to bring it to the
attention of the court.

And then secondly, rely on BOP to nake
that followup call. To me —and | | ook at your
proposed | anguage which is basically to say nothing
in this guideline alters the court's authority as
described in Setser to specify whether the sentence

shoul d be concurrent or whatever, what we want is
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sone flag to the judges, sonething beyond you being a
good advocate —because maybe not all wll be —and BOP
doing the right thing that's going to protect those
handful of defendants.

That was | think the primary goal of this.
And we don't nean to overly conplicate things. |Is
that a nore precise way, nore than just flagging
Setser in the notes, that we can do that, that wll
do nore than just rely on themand the advocates to
do —

M5. HAY: Make them call

COW SSI ONER FRI EDRI CH: —wel I, and the
calling thing is odd because it is conpletely not
transparent, and it is a behind-the-scenes call. |
amjust surprised that you all are not nore
concer ned.

Is it just because there are so few
cases?

M5. HAY: | think maybe the concern is
just if it's added to the guideline now before we
know how this is going to play out after the Suprene

Court decided Setser, it may becone sonet hi ng where
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there is increased work where any anticipated state
sentence has to be brought, or anticipated state or
federal sentence, has to be brought to bear at the
first federal sentencing. And often there is just
not enough information, and we just do not want to
conplicate the first federal sentencing by bringing

t he second in.

And so —
COW SSIONER FRIEDRICH: | get the
rationale. | mean Breyer nmakes great points in the

dissent. But now we're working with what the Court
has held, and what do we do to protect that handful
of defendants who are going to be in this little
guagmre? That's the notivation

And to the extent we have gone too far,
you know, draw that to our attention.

M5. HAY: W could try to submt sone

ot her | anguage where perhaps the word "anti ci pat ed

sentence” could be included in the commentary that we

suggested, but without requiring that the court —
without adding it to the actual guideline so it

doesn't appear to be a requirenent that the court
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nmust do it.

I think that is our concern right now,
that there is so nuch that we do not know about that
that we do not want the district courts to feel they
must do it. And often it has worked out by the
parties —

COW SSI ONER FRI EDRI CH: But when t hey
don't have the "nust," the default is that it has to
be consecutive, unless these guys nake the call. And
you are just putting a lot of faith that they are —
and you're good, | know, but that is an odd position
for defenders to take when so nuch can be at stake.

M5. HAY: R ght. So we would believe that
if the state judge, or the later judge says that it
shoul d be concurrent, that that is sonething that the
BOP shoul d honor —

COW SSI ONER FRIEDRI CH: But they're not.

M5. HAY: Well that's sonething to be
litigated, then, against the BOP, not sonething for
t he Sentencing Conm ssion to put into the guideline.

COW SSI ONER WROBLEWSKI : But under what

authority? Because that statute that you pointed to,
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the statute that exists, as you said, and as the
Suprenme Court said in Setser, only deals with
undi scharged terns that have al ready been inposed.
And the Court said, okay, that's all that
deals with. And they said in Setser, we have
sonet hing el se, sonething different, which is an
antici pated, sonmething that has not happened yet.
And the Court said these statutes do not apply.
And we argued in front of the Suprene
Court, well, BOP has the authority to nmake the cal
on their owmn. And the Suprene Court said, no, we
don't. It is the —it lays with the federal judge.
So that is why | am saying, you want the
BOP to make a call that the Suprene Court seens to be
saying it can't nmake without a new statute. And that
is why I don't get. | knowyou would like it if the
state court says I'd like it to run concurrently —
M5. HAY: R ght.
COWM SSI ONER WROBLEWSKI : —but if the
person has already served and the BOP doesn't feel it
has the authority, it is going to run it

consecutively.
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CHAIR SARIS: D d you want to
respond?

M5. HAY: | think ny only point on that is
we agree that it is not that clear. There are sone
areas where there m ght be sonething the Comm ssion
could help with later, but we believe at this point
this should be left so that we can see how it
develops in the cases. And | think sonme of the
[itigation is going to be against the BOP to ask them
to interpret the statute differently. It is
sonething the Comm ssion can't alter

So we woul d ask the Comm ssion not to
change this now.

CHAIR SARIS: Mving back to three —

D d you have a question there?

COW SSI ONER HI NQJCSA (By Video): A rea
qgui ck one.

Director Sanuels, and M. Pickles, us
throwing in "anticipated" here doesn't in any way
encour age judges any different than the present
gui deline, does it? | nmean, we still have the same

rule, and you will still probably have to be calling



10

11

12

13

14

15

16

17

18

19

20

21

22

23

j udges that decide not to say anything, right?

MR SAMJELS: Yes, Your Honor.

CHAIR SARIS: | would like to nove
back to 3E1.1. As you can tell, when we're talking
about wai ver of appeal rights, or things that are not
trial preparation, | hold back, but I've al so been
t hi nki ng about the notion to suppress, where that's
t he whol e nanme of the gane.

You know, if | deny the notion to
suppress, it's guilty. Drugs, often. So suppose the
notion to suppress hearing itself is like a trial?
And | think, and the governnent thinks, and | agree,
that it is basically a week I ong notion to suppress
that would overlap with what any trial would | ook
like, why wouldn't that be sort of synonynous with
“"trial resources"?

M. HAY: Well | think there are two
reasons, or several, really. One is that in a notion
to suppress of course the Rules of Evidence don't
apply. It's not really like a trial. You don't have
all of the witnesses you need to subpoena, and all of

the issues that have to cone in. So preparation for
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a notionis less than a trial, even if a lot of the
i ssues overl ap.

The second reason is that when the
Comm ssion first considered giving benefit of
sentence reduction for people who pled guilty, there
was a | ot of discussion about the constitutionality
of that and whether you were unfairly requiring the
wai ver of a constitutional right to trial in order to
get this benefit.

And the way the Comm ssion and the courts
resol ved that was to say, well, the district court
judge is in charge of that reduction for acceptance
of responsibility, and you can get it if you go to
trial sonetines, too. So it's not a conplete waiver
of your trial right.

And so that's how the constitutiona
tensi on was resol ved. Now that the PROTECT Act
amended the 3E gui deline and added the governnment in
there, that protection is no |longer in existence.
And so | think it needs to be narrowy construed to
avoid the constitutional problem which exists if the

prosecutor is able to punish a defendant who raises a
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notion to suppress. Your notion to suppress raises
very valuable rights of liberty for all of us, not
just the defendant.

It is inportant to not have the governnent
have the ability to keep that information fromthe
public and the courts just by offering this |evel —
this sentence reduction. So a notion to suppress,
first I think there's a constitutional problemwth
havi ng the governnment be given the power to keep
t hose out.

In addition, | think there is areally
practical reason why the tinely notice of the intent
to plead guilty is the —it nmakes sense to offer the
reduction for that tinmely notice.

The issue is, when you are counseling a
def endant they have the right to decide whether to go
totrial or to plead guilty. That is one of the
things that they control. And so in Oregon in the
state system for exanple, defendants will routinely
go to the day of trial before they say, okay, | am
going to plead guilty. And all of those resources

are wasted. Wtnesses cone. The jury is called.
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The officers are subpoenaed. And the defendants
decide the nmorning of trial, I'mgoing to plead
guilty.

And that is not —it's an understandabl e
human reaction. You don't really want to nmake that
decision, and it's the defendant's decision to nake.
So they delay, and they delay, and they del ay, hoping
it mght get better

And we don't have that problemin the
federal system because we have this third | evel that
is for atinely notice of intent to plead guilty. So
it is not athird-level for waiving your trial
rights. 1It's about the timng of the notice.

And so in the federal system | can go
tell a defendant when |I neet with him okay, you get
to decide. Are you going to plead guilty or are you
going to go trial? |If you plead guilty by this date,
you are going to get a sentence based on ny guideline
cal culations, including the third |evel.

If you cannot decide by this date, and you
keep waiting, your sentence is going to go up. You

are going to lose that level. So what do we need to
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tal k about to get to that point. And it's a very
| ogi cal reason to give a benefit for a tinely notice.
And that does not apply in the notion context because
the attorney of course controls the notion. And no
attorney would ever file a notion to suppress
evi dence, get all the way to the day of the hearing,
and say to the judge, never m nd.
| mean, if they get to the day of the
hearing and they do that, the judge would certainly
scold them So it is not the sane kind of problem
VICE CHAIR JACKSON: And | think that
interpretation also gives neaning to the | anguage
"thereby permtting the governnent to avoid preparing
for trial and permtting the governnent and the
court to allocate their resources [efficiently]."
The thing that troubles ne a little bit,
M. Shanker, about your interpretation is that |
don't know what that |anguage is doing in your
interpretation. |In other words, it seens to render
that superfluous if really all the governnment can do
is make the notion, or not, just based no its own

di scretion without any constraint relative to
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resources, or trial, or anything else.

MR SHANKER Well, Comm ssioner, | would
disagree. | think the "thereby" | anguage actually
helps to clarify what tinely notifying authorities of
his intention to enter a plea of guilty does for the
gover nnent .

So it contenpl ates, the "thereby" |anguage
contenpl ates that a defendant who does tinely plea
mght still not permt the governnent to allocate its
resources efficiently.

There is, in addition to "thereby
permtting the government to avoid preparing for
trial,” there is a second part of that sentence:

"and permtting the governnment and the court to
allocate their resources efficiently.” That sentence
contenpl ates a situati on where a defendant does
tinely plead, but has not —but has still not allowed
t he governnment and the court to allocate their
resources efficiently.

And | think the perfect exanple is the one
t hat Comm ssi oner —Chai rwoman Saris gave, which is a

def endant who litigates a suppression notion which is
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basically the end gane of the trial, and the
governnent has expended all of these resources, and
in that situation that is exactly what Congress
contenpl ated when it gave the governnent the
discretion to file a notion.

It contenplated situations where a
def endant has pleaded guilty tinmely, but the
governnent determnes that it is not inits interests
to nove. QO herw se —

CHAIR SARIS: But the flip side of it
is, the guy cones in day one, I'mguilty as sin but |
don't agree to the loss anount, and | want to
chal l enge that in sentencing.

O, | don't want to waive ineffective
assistance of counsel. O | don't want to wai ve an
appeal, if | think the judge got the sentencing
wong. You know, but he has pled guilty on day one.
He wal ks in: [I'maquilty.

So | mean you are taking away any nooring
in the allocation of resources, anything. You're
just basically saying that the governnent has this

incredi ble force that you' ve got to waive the sun,
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the noon, and the stars before you get that third
poi nt .

MR, SHANKER Wl |, Your Honor —

CHAIR SARIS: That's a tough position
for you to take.

MR SHANKER:. \Well the exanples you gave
are noored to allocation of resources. The
governnent has to expend resources on litigating |oss
anmount at sentencing, things like that, is required
to allocate its resources in a |less efficient manner,
and that is why Congress gave the governnent the
di scretion.

O herwi se, Congress coul d have di spensed
with the notion requirenent and sinply said that a
def endant who pleads guilty in a tinmely manner is
entitled to an additional one-point reduction.

Now | woul d al so disagree with Ms. Hay's
characterization of this as being punishnent for the
exercise of constitutional rights. It is well
settled that defendants can waive constitutional and
statutory rights, and they can do so based on their

assessnent of the costs and benefits of doing so.
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A defendant is not entitled —

CHAIR SARI'S: Take away ineffective
assi stance of counsel?

MR SHANKER: That is an issue —whet her
t he governnment should tie that to the additiona
point is one that is a policy consideration for the
Departnment. But it's not —it doesn't infringe on a
constitutional right to have a defendant wai ve that
cl ai m

And a defendant is not entitled to a
reduced sentence. So the government's notion here is
within the governnment's discretion.

M5, HAY: My —

CHAIR SARIS: | think we're probably-

-oh, did you want to nmake one nore point? Because
we're at the end of the session here.

M5. HAY: Sure. | just want to quickly
coment on the statenment about this is a governnent
policy decision within the DQJ on whet her they
shoul d, for exanple, use this third |evel to keep out
post-conviction rights, or the right to appeal.

| don't agree that this should be a DQJ
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pol i cy decision. Because when Congress anended the
PROTECT Act they specifically anended the guideline
directly, and they said the Comm ssion nmay not alter
it. The guideline includes the single act the
def endant nust do by a tinely plea of guilty. And
that is where the governnent has |ost that nooring
when it argues any resources can be considered. It
has to be based on the defendant's tinely plea of
guilty that saves the trial resources. And | agree
that it's trial resources and other resources, but it
doesn't say trial resources "or" other resources,
whi ch is how the governnment is interpreting it.
They' re saying any other resources that we have to
expand, we can use this third level. It doesn't say
that. It says trial resources and ot her resources —
or trial preparation and resources. And that phrase
had been interpreted before the PROTECT Act always to
nmean trial preparation

When Congress anended the PROTECT Act, in
the conmmentary they referred to that as "tri al
preparation.”

So | think the connection between tri al
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preparation and resources is established in the case
aw. Congress knew it when they anended the Act, and
they didn't change that.

So to avoid confusion, the best thing to
dois to clarify that 3E1.1 neans what it says; that
it has to be a defendant's tinmely plea, and then has
to save trial preparation resources. And if that is
clarified, the third point will be used in the way
that benefits the systemthe nost.

CHAIR SARI'S: Thank you. | think we
have hit the end of this session. This has been
incredi bly hel pful and lively. The way it works is,
we're going to have our break from 12: 00 to 1:30, and
then we conme back for pre-retail nedical products,
counterfeit drugs and mlitary goods, and, oh, the
one at the end is the one that got a |l ot of sizzle,
which is Tax. Maybe it's the tinme of year

So see you at 1:30.

(Wher eupon, at 12: 01, the hearing was

recessed, to reconvene at 1:30 p.m, this sane day.)
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AFTERNOON SESSI ON
(1:37 p.m)

CHAIR SARI'S: Thank you, everybody,
for com ng back. Conm ssioner Friedrich has just a
slight famly issue for two seconds. She's going to
be stepping out, but she will be back in one second.
Thank you, very much

This is the panel on pre-retail nedical
products. | amsure we're going to learn a | ot about
supply chain drugs.

Begi nni ng the panel is John Roth, who
currently serves as the director of the Food and Drug
Adm nistration's Ofice of CGimnal Investigations,
where he | eads a nati onw de group of federal |aw
enforcenent agents. Previously he was a crimna
prosecutor with DQJ, serving for 25 years —25
years —in positions ranging froman AUSA, assistant
United States attorney, to high-level policy and
| eader shi p posts.

Deni se Barrett, who testifies a lot as the
wonder ful National Sentencing Resource Counsel —Your

comment are always excellent —for the Federal Public
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and Community Defenders, where she coordinates the
Def enders’ commentary on the Conm ssion's work. She
obtained her J.D. fromthe University of Baltinore
School of Law, and holds a nmaster's degree in social
work fromthe University of Maryland' s School of
Soci al Work.

And | ast but not |east David Debold, well
known to us all, as the chair of the PAG
Practitioners Advisory G oup.

So let's start with —you know, | hate to
have Conm ssioner Friedrich mss —she should be back
in about two mnutes, and | just hate to hold any
| onger, so why don't we get going.

MR ROTH.  Madam Chair and nenbers of the
Comm ssi on, thank you very much for the invitation to
appear before you today to testify regarding the
Conm ssi on's proposed gui deline amendnments to the
SAFE DCSES Act .

When Congress enacted SAFE DCSES, it
recogni zed that the genuine risk of the thefts of
medi cal products pose to the public health.

O fenders who steal nedical products rarely take the
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time or make the effort to ensure that the products
are stored and handl ed properly.

| mproper storage nmay conpromnmise sterility
or otherw se danmage the stolen products. O fenders
may delay the resale of stolen nedical products to
evade detection, causing the medical products to
expire or have di mnished safety or efficacy by the
time that they are reintroduced i nto comerce.

Li kewi se, they are able to change the
| abel s, including the expiration dates, on sone of
t hese drugs which can cause significant issues.

These concerns [are] not nerely
hypot hetical. In 2009, a truck carrying 129, 000
vials of Levemr, which is a long-acting insulin
product, was hi-jacked in North Carolina. Insulinin
Levem r can be conprised if it is unrefrigerated or
exposed to heat or direct light for significant
periods of tine.

Several nonths after that, the vials of
stolen insulin started to appear in pharmaci es and
nmedi cal facilities. Some of the stolen vials were

di spensed to patients, and FDA had received nmultiple
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conplaints of patients suffering adverse events as a
result of using the Levemr that had clearly been
conprom sed

More recently, in May 2011, Boston
Scientific reported the theft of nedical devices that
had been | abel ed as sterile. Because the devices
were stolen while en route fromBoston Scientific's
sterilization facility, the devices had actually not
yet been sterilized, notw thstandi ng the | abel that
was on the packages.

Despite the "sterile" |abel, if
rei ntroduced into the supply chain and | ater used
t hese coul d pose significant risk of infections to
patients. Qher reported thefts have incl uded
products such as infant formula, blood glucose
noni toring products, and asthna nedi cati ons.

The actual harmto the public health that
has resulted fromthese thefts is inpossible to
guantify, although we have seen a nunber of instances
in which this has occurred as FDA cannot determ ne
with certainty if and when the stol en products re-

entered the supply chain and the adverse events
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attributable to conprom sed products m ght not be
reported or linked to the theft itself.

W support the Comm ssion's proposal to
amend the guidelines to refer a violation of the SAFE
DOSES Act to 2Bl1.1, and add a new specific offense
characteristic to address the aggravating factors
enunerated in the SAFE DOSES Act.

W have a couple of additiona
recommendati ons for the conm ssioners
consi derati on.

First, in answer to the Conm ssion's
question as to whether the statutory definition of
"pre-retail nedical product” is sufficient for
pur poses of the guideline, we believe that it is
not .

W think that limting the application of
t he new specific offense characteristic to "pre-
retail nedical products” will lead to a disparate and
inconsi stent treatnment of simlar conduct.

W believe that the enhancenent shoul d
include all conduct involving the theft or diversion

of pharmaceuticals and ot her nedical products where
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the intent of the theft is to at sone point later in
the future re-introduce those products back into the
suppl y chai n.

The DQJ has prosecuted nunerous cases
i nvolving the re-introduction of previously dispensed
nmedi ci nes into the supply chain.

Recently, three individuals were indicted
inthe Mddle Dstrict of Tennessee for allegedly
obt ai ning over $58 mllion worth of drugs from street
collectors in New York and Mam, and selling those
re- packaged drugs to independent pharnmacies, as if
t he drugs were purchased fromlegitinmate whol esal e
distributors. This is the U S v. Edwards case in
the Mddle District of Tennessee. It was indicted in
January of 2013.

In Puerto Rico, 23 individuals and 3
corporations were indicted under a prescription drug
di versi on scheme involving over $440 mllion worth of
phar maceuti cal s which were diverted from unknown
sources, then introduced into the supply chain using
a variety of nethods, including docunents to

establish the authenticity of the drugs known as
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pedi grees, which were falsified.

In such cases, the defendants often
pur chase di spensed prescription drugs from patients,
repackage the drugs or use solvents to clean
packagi ng and renove evi dence of the prior
di spensing; then resell the drugs to whol esal e
di stributors or pharnmacies that then dispense the
drugs to unwary consuners.

O'ten the of fenders repackage the drugs
under filthy and uncontrolled conditions that can
| ead to dangerous product m x-ups or contam nation of
t he drugs.

In fact, in one recent case the FDA
testing indicated that one of these re-packaged
tablets, for exanple, had blood on it and FDA has
identified nunerous instances in which the sol vent
t hat had been used to renove the |abels, which is
often lighter fluid, |eaches through the plastic
bottle right into the product itself. So when you
test the product, in fact what you get as a result is
[ighter fluid.

These diversion cases present the sanme or
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greater public health concern as cargo thefts that
notivated the passage of the SAFE DOSES Act.

Moreover —and this is significant —these
| arge-scale dirty wholesalers don't really care where
t heir pharmaceuticals cone from They can cone from
for exanple, cargo thefts. They can conme from|l arge-
scal e diversion street-purchase schenes. O they
could conme fromillegitimate, illegal foreign
suppl i es.

They are ommi vorous when it cones to these
kinds of things and they will take it fromany pl ace
t hey can get.

I have some graphics here that | would
like to show you —

CHAIR SARIS: |'ve been wondering
what those were

MR ROTH Yes. And let nme see if | can
get this to ensure that Judge H nojosa can see this,
as wel | .

These were taken froman FDA OCl case that
is one of the typical drug diversion cases that we

see. What happens is, as | stated, they get drugs

204



10

11

12

13

14

15

16

17

18

19

20

21

22

23

froma variety of sources, fromthe street, from
thefts, from pharnacies, stealing drugs, any place
they can get it, and they'll put it into a central
location like this.

And you can see the kinds of conditions
that are typically —we see in these kinds of cases.
| actually spared the Conm ssion sone photos that are
far filthier than this, but you get the idea of how
bad this is.

So then what do they do? They sinply take
all the drugs off and just sinply take them out of
t he packages thenselves. So here you see sone
evi dence of the drugs —

CHAIR SARIS: Can you see this?

COW SSI ONER HI NQJOSA (By Video):  Yes.
Very clearly. 1t's kind of scary.

MR ROTH  Yes, yes.

(Laughter.)

MR ROTH  And so what you see is all the
drugs are sinply poured out of these bottles. And
you'll see here, too, and if they have the package

inserts, and a lot of times either the package
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inserts don't nmake it back in, which are the
instructions for use. So it's a fairly significant
thing. O sonetines they lose it and they' |l sinply
reproduce fraudul ent or counterfeit package inserts
for this.

And you can see again sort of the debris
strewn all over. And we have seen cases like this as
we go. Then what happens is they will take lighter
fluid and, again this is sinply a scene from one of
t he cases that we've seen, we've actually gone into
search warrant | ocations where there's bottles and
bottles of lighter fluid.

So you have the lighter fluid. You have
the toilet paper. You have the bottles. You're
going to strip the label off the bottle. You wll
use lighter fluid to get all the glue off the bottle.
And then what you'll do is you will then reproduce.

And what you have here are the | abels that
soneone printed up. This isn't a wildly
sophi sticated operation but, you know, they've
printed up |abels that are falsified. This is a —I

think it's an antiviral for H V.
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What you will notice down here are these
printing plates. And what they'll do then is they'l|
stanp the expiration date, which is of course
conpletely fictitious, as well as the | ot nunber on
the bottles thenselves. So conpletely cutting off
any ability to trace bottles, to recall bottles, to
ensure that the nmedicines within there are safe and
haven't expired.

So that's what we see. And that's why we
think that the definition that the Comm ssion ought
to consider when they're tal king about applying the
SAFE DOSES needs to enconpass every aspect of the
schenes that we're seeing on the street.

Second, we reconmend changes to the
proposed specific offense characteristic. W
recommend that offenses that result in an actual
serious bodily injury or death should be subject to a
separate 4-1evel enhancenent, and a m ni mum
of fense | evel of 18.

Thi s recomrendati on obviously reflects the
congressional action in this matter under the

statutory schene: An offense that results in serious
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bodily injury or death is subject to a maxi mum of 30
years in prison, regardl ess of whether any of the
ot her aggravating factors is present.

I ncluding an injury enhancenent within the
specific offense characteristic that enconpasses
ot her aggravating factors without a cunul ative effect
we believe would not provide the kind of just and
proportionate punishnment or adequate deterrence that
we believe that the statute requires.

Moreover, it is appropriate to distinguish
bet ween of fenses involving a risk of harm and
of fenses involving actual harm W think that the
enhancenent for actual harm should be cunul ative to
t he existing enhancenent in 2B1.1(b)(14), the
conscious risk of death or serious bodily injury.

W believe that the Comm ssion should
consi der increasing that fromfour levels fromthe
current two levels where it is now, with a m ni num
of fense | evel of 16.

Lastly, we urge the Comm ssion to add an
enhancenment to 2Bl1.1 to account for the increased

statutory maxi mum penalty for defendants who are
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enpl oyed by or are an agent of an organi zation within
the supply chain. W don't think that the adjustnent
that is contained within 3Bl.3 adequately addresses
t he aggravating factors of the defendants who are so
Si t uat ed.

Many of the md- and | ower-|evel enployees
of an organi zation's supply chain are going to | ack
t he substantial education or training or professional
or managenent discretion needed to qualify for an
adj ust nrent under Chapter 3Bl. 3.

Nevert hel ess, these enployees will be
subj ect to the enhanced statutory penalties and we
bel i eve they should therefore be subject to the
gui del i ne enhancenent .

In closing, | would like to thank the
Conm ssion for the opportunity to testify. | would
be happy to answer any questions that you may have.

CHAIR SARI'S: Thank you. M.

Barrett.

M5. BARRETT: Good afternoon, Judge Saris
and comm ssioners. It is actually a pleasure to be
here. | amusually behind the scenes, and this is
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the first time | have actually had an opportunity to

appear —
CHAIR SARIS: Are you nervous?
M5. BARRETT: —in front of you.
Actually, | ama little nervous because | realize

that, you know, other than doing training, it's been
about four years since |'ve done anything like this.
I"'ma little rusty. After 20 years of practice in
front of the Fourth Grcuit, I'mhoping I can handl e
it.

M/ witten testinony has an extensive
di scussion of a lot of the FDA regul ati ons and
what not regarding these, and kind of the scope of
what we nean when we're tal king about pre-retail
medi cal products.

And while these are the kinds of cases
that we are seeing nowin terns of prescription
drugs, there are also other things that can be a
subj ect of cargo theft that is technically a "nedical
product” that can be as sinple as | atex gl oves that

do not present the sane kind of risks.

So | think we need to be careful about how
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broadly we sweep in a lot of these offenses. CQur
analysis is essentially —and considering really any
new of fense —that the Conm ssion ought to be really
asking itself four essential questions.

The first is: Wat are the essential
el enments of that offense? And what are the kinds of
harns associated with it?

Once we've identified that, then: What
are the existing guidelines to be able to account for
t hose harns in that offense?

The third would be if the guideline then
is not deened adequate, what can be done to amend it?

And fourth woul d be: Wat are the costs
and benefits of that amendnment in terns of issues
i ke conplicating the guidelines, factor creep, any
of the other nyriad problens that we know can exi st
in terns of creating unnecessary litigation.

Wien we | ook at those four questions with
regard to pre-retail nedical products, we don't get
past the second question, which is that the
gui del i nes under 2Bl.1 are adequate to cover and

i npose hi gh sentences for these particul ar cases.
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Starting with the first question, the
essential nature of the offense, | nean Congress in
t he SAFE DOSES Act —notwi t hstandi ng the issues of
di version that have been di scussed —Congress was
specifically concerned with the theft of pre-retail
medi cal products. Nanely, cargo theft, neaning
tractor trailers being stolen. And warehouse break-
i ns.

There have been very few reported cargo
thefts in this past year. There's actually, if you
| ook at the FDA website in terns of the nunber of
cargo thefts that actually resulted in products being
stolen that nerited any kind of warning, there's only
5 reported in 2012. And there were 10 reported in
2011.

What we have learned is that the industry
has actually gotten nuch better at preventing cargo
t heft because of new technol ogy and GPS tracki ng when
atractor trailer gets stolen and they are able to
either find it, or the thieves realize they are in
trouble and they' ve actually dunped it and left the

trailer on the side of the road to be recovered and
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the itens never work their way into the supply
chai n.

On the second question as to the adequacy
of the current guidelines, when we went through this
we actually found eight different enhancenents and
five invited upward departures that woul d cover these
of f enses.

The enhancenent for | oss al one under 2B1.1
is sizeable. W have heard about a $58 mllion case.
Well we know —I don't have the book in front of nme —
that the offense level increase is for $58 mllion is
substanti al .

Even on the other snaller cases, | believe
it's either the FDA website or the Frei ght\Watch
I nternational website, says the average whol esal e
value of loss in 2012 of cargo theft of nedical
products was $168,219. Wll that alone is a 10-1|evel
i ncrease under the guidelines.

There is a recent theft of infant fornula
that had a retail value of $654,000 for a tractor
trailer full of infant formula. That is a 16-1evel

i ncr ease.
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So the loss alone is getting us up there.
There's also a special rule that woul d cover these
di version cases. Under Note 3 under 2Bl.1,
Application Note 3, if the defendant has conmtted a
fraud by circunventing a regul atory process, he
doesn't get any offset for any gain or anything el se.
And that rule was put in place because the
Department and ot hers thought —knew that there were
certain products that would put consuners at risk by
evadi ng the regulatory process. And that's been
there. And it is available, again, to increase the
| oss anounts.

W know that there is an enhancenent and a
m ni mum base offense | evel for cargo theft al one.
There is a 2-level enhancenent again that applies to
diversion as well for receiving stolen property and
being in the business of receiving stolen property.

There's a 2-1evel enhancenent and a
m ni mum of fense | evel of 14 for risk of conscious or
reckless risk of theft or serious bodily injury,
which the case law —I'Il talk a little bit nore about

this on the next panel —it really is such a |iberal
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standard, a relaxed standard for the governnent to
nmeet that it only applies —it applies where a
reasonabl e person shoul d have been aware of the risk
It is not even that you need a subjective awareness
of the risk.

There's sophisticated neans. There's a 2-
| evel enhancenent if the theft is from another
person, which is likely to be the situation if there
is indeed use of violence [or] a threat of violence.
It's likely to be because there's another person
t here invol ved.

If it's CDS, we get a cross-reference to
t he drug guideline, and we know how hi gh those can
be. The only one that we mght be willing to concede
where there mght be a little wiggle room but we
don't even see the necessity of it, is with regard to
the Chapter Three adjustnment for abuse of position of
trust.

There will certainly be people within the
supply chain who don't quite neet that Chapter Three.
But our suggestion is —and the Conm ssion has done

this el sewhere in the guidelines —is let the court
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know that is an appropriate consideration to
determ ne where within the range you get sentenced.

So if you are a |l owlevel player in the
supply chain, and you have tipped the cargo thieves
of f, then you get a sentence —you can reconmrend t hat
you get a sentence toward the higher end of the
guideline range. You don't necessarily need a
speci fic enhancenent for that.

Five invited upward departures. The
guideline itself has a specific Note 19 on, where it
caused —contenpl ati ng substantial nonnonetary harm
i ke a physical harm There's an upward departure
for death. There's an upward departure for physica
injury. There's an upward departure for use of a
possessi on of a weapon. There there's an upward
departure in [5K2.14] for endangering public health
or safety.

It is all there. So given all of those
enhancenents, we reached the conclusion: 1Is this
necessary to really acconplish what we're trying to
get? And I've not heard really of any case where a

sentence was too | ow, where the governnent has
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conpl ai ned that the sentence was too | ow under the
gui del ines for what they have gotten.

Sone of them have naxed out at what was
then the statutory nmax. Rodriguez, the case in
Florida, he got 10 years. H's guideline was | think
262 at the low end; 262 nonths is a fairly hefty
sentence for a diversion case.

The last point | would |like to nmake is,
even if we think sone tweaking is necessary in terns
of kind of the cost/benefit analysis, and David nade
this point earlier, is the Comm ssion is undertaking
a multi-year review of 2B1.1. And there's | think a
| ot nore proposals that will be comng forward from
t he defense bar, and hopefully others, in terns of
what can be done with that guideline. And our
suggestion is, we are having so few cases let's wait
before we go adding nore into 2B1.1 and see what can
be done.

Thank you.

CHAIR SARI'S: Thank you.

MR DEBOLD: Thank you, Judge Saris. One

thing that you may not have been aware of, it wasn't
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nmentioned in the introduction, is that M. Roth and |
go back a nunber of years. W were classmates in
coll ege, and actually were roommates for a year

CHAIR SARIS: Now where was t hat
agai n?

MR DEBOLD. Wayne State University. And
SO we may want to go into closed session before |
bring out ny photographs.

(Laughter.)

MR ROTH He's got a lot of Gglio, but
we' re not going there.

(Laughter.)

CHAIR SARIS: | don't have you under
oath or 1'd ask you about one anot her.

(Laughter.)

COW SSI ONER H NQJCSA (By Video): Do you
retail photographs?

(Laughter.)

MR DEBOLD. Yes, sone of themare, as a
matter of fact, Judge. No, but seriously, this is a
serious matter. |It's a serious type of offense, and

it is a new offense. So the Conm ssion obviously is
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faced with a somewhat different situation than the
one | testified about this norning where we have a
pre-existing —sone pre-existing track record and the
question is whether we need to make changes in |ight
of what has happened.

Here the Comm ssion has a bit tougher
deci sion, as you're taking a new crimnal offense.
You' re divining what Congress was really trying to
get at. You're trying to figure out where it best
fits and what adjustnments m ght be appropriate.

And so distilling that down, the question
we believe is whether, if we put this in 2B1.1, which
is our reconmendation, as the primary guideline for
these offenses, is it going to result in sentences
and sentence ranges that are sufficient to capture
the various types of conduct that mght fall within
t he scope of these new section 670 prosecutions?

As we say in our witten testinony, we are
open to the idea of having a cross reference in the
case where death results to the Involuntary
Mansl aught er gui del i ne under 2Al. 4.

The question that we've conme up agai nst,
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t hough, is what about cases where there is a risk of
death or injury that can't necessarily be prosecuted
as a death resulting, and there's a | ot of
uncertainty in these cases about what will happen,
and there's a lot of risk that's being created by
sone of the conduct that you heard testinony about

t oday.

But what we cone back to is the question
of, if we take sone of the existing cases that are
bei ng i nvestigated, or that have been prosecuted
al ready under other statutes |like the case that we
heard about involving the Levemr product, the
question becones what do the current guidelines
produce in terns of a guideline range?

And as Ms. Barrett pointed out, those

ranges can be quite high where the value of the

product that is taken —that is stolen or obtained by

fraud is itself a significant nunber.

So the question is: Wat do you do in
cases where you nmay have a snaller value? Sone of
t hese products may not cost as much noney, but the

health risk may be quite severe.
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W know that we al ready have enhancenents
available in 2B1.1. You heard Ms. Barrett tal k about
them One in particular is creating a conscious risk
of serious bodily injury or death, or a known risk of
t hose things, which will lead to an enhancenent and a
m ni mum of f ense | evel .

What | amnot hearing is exanples of cases
where we can say this is what has been going on in
the community. This is the offenses that have been
occurring that woul d be prosecuted under the statute
if they had occurred after the statute went into
effect. What is the guideline range that those
of fenses are creating or generating? And if it's too
low, what is it about themthat is too | ow?

I think this is one area where again we
need to be careful not to stack on a |lot of different
new specific offense characteristics when we don't
know exactly what we are going to be dealing with in
t hese prosecutions.

As we say in our witten testinony, we
think that the current specific offense

characteristics are adequate. However, if the
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Conm ssi on does choose to nmake sone changes that are
specific to the statute, and if it's not willing to
rely on the current specific offense characteristics,
there are two ways to go.

One is simlar to what | nentioned this
norning, is to make it very clear that the Conm ssion
has not yet seen the cases where there may be sone
aggravating circunstances that are not captured by
the specific offense characteristic at (b)(14), the
consci ous or known risk of death or serious bodily
injury. Mke explicit in the guideline that there
may be a gap here and that courts ought to be aware
of that when they are deciding whether to sentence
wi thin the range.

The other option, which is one that the
Comm ssion is asking for comment on, is to create a
new specific offense characteristic. And it has sone
vari ations on how that m ght operate.

If the Comm ssion were to go in that
direction —this is the new proposed Application Note
No. 14 —we woul d recommend that the Comm ssion

i nclude the bracketed | anguage and basically nmake the
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specific offense characteristic to a | arge extent
parrot the new aggravating of fense factors that go
into section 670 under Title 18.

That is, if the offense involved the use
of violence, force, or the threat of other, or a
deadl y weapon, that would result in the increase. O
if it resulted in serious bodily injury or death,
that would result in an increase in the offense
level. O if the defendant was enpl oyed by an agent
in the supply chain.

The third one is the one that we have the
nost trouble with. It is our sense that Congress —
and we have not seen legislative history on this so
it is very hard to figure out what exactly was the
i ntent behind that —obviously a higher statutory
maximumw || apply if a person is in the supply
chain, enployed in the supply chain, but doesn't neet
the requirenents for abuse of position of trust, or
use of special skill.

One likely explanation for that is that
Congress wanted a very clear line. They don't want

juries to have to deci de whet her sonebody has a
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position of trust before a higher statutory nmaxi mum
is triggered. W don't really know for sure.

But our experience has been in other
statutes where you are trying to decide what kind of
enhancenent a person observes because of the position
they play within an organization, including a
conpany, that we think the Comm ssion has drawn the
line correctly. Wich is, you | ook at people who
have a special fiduciary relationship to their
enpl oyer or to another organization, or they have
abused a special skill in order to facilitate
comm ssion of the offense.

W do not see a problemw th having a
| arger group of people who are subject to a higher
statutory maxi numthan the people who wll actually
receive an enhancenent to their sentence as a result
of being in that position.

W don't, for exanple, see a reason why a
truck driver for CVS, as we say in our witten
testinony, should be treated differently than a bank
teller, or a hotel clerk, or other people who are

enpl oyed in positions where they have the opportunity
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to help facilitate an offense that is unique to their
position but nonetheless don't rise to the |evel of
abusing a position of trust, fiduciary relationship,
or use of a special skill.

W al so are concerned about the
governnment's suggestion that if we do add these
specific offense characteristics such as the one that
t he Conm ssion has proposed, that these should be
cunul ative to the existing specific offense
characteristics.

W are particularly troubled by the idea
that if sonmebody is eligible for what is now (b)(14),
their offense involved a conscious or reckless risk
of death or serious bodily injury, they would get a
2-, or under the governnent's proposal a 4-|eve
i ncrease under the current provision, and another 4-
| evel increase if the offense actually resulted in
the thing that they consciously risked, or that they
knew m ght happen.

As | read the governnment's proposal, they
are proposing an 8-1evel increase for conduct that

right now would receive a 2-level increase. And we

225



10

11

12

13

14

15

16

17

18

19

20

21

22

23

don't see the justification for putting that kind of
a significant increase in the offense | evel for
peopl e who admttedly are doing bad things and shoul d
be puni shed for them but separating themout from
anybody el se who also commts a fraud offense or a
theft offense, and causes a conscious or reckless
risk of death or serious bodily injury. It is going
to create a dichotony and a disparity between those
def endants, and we just don't see the rationale in
terns of what we are predicting the guideline ranges
woul d be for people w thout these very serious
enhancenent s.

So we do recogni ze that the Conm ssion has
a difficult job here whenever it faces a new statute
with new penalties and new of fenses, frankly, because
we don't know exactly what is going to be prosecuted
under the statute, but we do think that the
Comm ssi on should be careful not to load up with nore
specific offense characteristics at least until we
have a better sense of what actually gets prosecuted
under the statute, and also a better sense of what

the actual penalties will be in the cases under the
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exi sting guidelines which may be sufficient or, if
they're not, courts certainly can adjust to themin
the interim

Thank you, very much

CHAIR SARIS: Thank you. | actually
get a fair nunber of these cases in Boston, because
of the hospitals and that sort of thing. So | was
t hi nki ng of one of the cases | had and how you woul d
think this would all apply.

A lowlevel guy in a supply closet —you
know, the supply room —stealing the drugs. He's part
of the supply chain. Not clear if the drugs are part
of a retail chain because it's in a hospital
Stealing the drugs, and then giving it to, | forget
who it was, who would then resell them

So first of all, I think Congress was
trying to target that person, right? He's not —it
woul d not in any way be a fiduciary or abuse of
position of trust. He's a |lowlevel guy who puts
stuff on shel ves.

On the other hand, | imagi ne the defense

attorney would argue mnor role. He wasn't a nmajor
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pl ayer in the conspiracy. And |I'mnot sure, |ooking
at the FDA, whether this is part of the retail chain
because it was going to be used in the hospital. In
other words, as | —at least I'"'mthinking in ny case,
it wasn't actually going to be "sold,” but it was
going to be used on real people in the hospital.

So I"'mjust trying to think about
how —I've had other ones where it's sold on the
street, and |I've had other ones maybe would go to the
pharmacy at the hospital. But just even trying to
understand the conplexity of the supply chain in a
hospi t al

And maybe | can turn first to Ms. Barrett.
Does that guy get mnor role?

M5. BARRETT: | think it depends on the —

CHAIR SARIS: This is like | aw
school, right?

(Laughter.)

M5. BARRETT: Well | think it depends on
the overall nature of the schenme. And | woul d want
to know sone nore facts. For exanple, his gains.

You know, his gain.
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CHAIR SARIS: | think Congress woul d
want to say, no, he never does. |In other words,
regardl ess of whether you get the plus-2 for abuse of
position of trust, it would never want himto be the
m nor role guy. They're saying he's the guy we're
trying to deter, right?

M5. BARRETT: Well 1 actually think that
if you look at the legislative history of the SAFE
DCSES, they are actually tal king about nuch bi gger
t hi ngs than what you've just descri bed.

They are tal ki ng about massive theft of
tractor trailers full of drugs and warehouse break-
ins. | mean, a warehouse break-in to Eli Lilly was
the inpetus behind this legislation. And those Kkinds
of folks often —I"'mguessing it's CDS involved in
t hat case, too, controlled substances, right?

CHAIR SARIS: Yes. Well let ne ask —

M5. BARRETT: And those peopl e get
sent enced under 2D1. 1.

CHAIR SARIS: So you're saying not
only should they not add to, you' re saying the person

gets mnor role?
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M5. BARRETT: | said | needed nore
information to be able to nake the argunent as to
whet her or not they get mnor role in that case or
not .

COW SSI ONER WROBLEWSKI @ But do you
think —can | just followup just alittle bit?

CHAIR SARIS:  Yes.

COW SSI ONER WROBLEWSKI @ Do you think —do
you agree with M. Roth and what | think Judge Saris
is saying, which is this division between pre-retail
cargo and diversion cases, that at |east for purposes
of the guidelines don't seemto nake a | ot of sense?
That it's about stealing these drugs, diverting them
havi ng them back in the supply chain and causi ng
danger. And whether they were stolen fromthe
initial warehouse, fromthe retail warehouse, from
the truck, or fromthe supply cabinet in the
hospital, what does that matter?

I"mjust curious if you agree with that,
that this division pre-retail seens, at |east for the
gui del i nes not to nmake sense?

M5. BARRETT: Well based upon our



10

11

12

13

14

15

16

17

18

19

20

21

22

23

231

anal ysis, which is that the guidelines are sufficient
to cover both, we wouldn't —our analysis doesn't

di stingui sh between those two scenarios. Qur

anal ysis says you apply the guidelines as they are in
exi st ence.

If there is a risk of death as a result of
what ever product that is stolen, you get the
enhancenent .

VI CE CHAIR JACKSON: Let's assune —

M5. BARRETT: |If your —you are also the
fence, you get a 2-level enhancenent. You also
have the special rule for calculation of loss that is
directly addressed to that situation in Application
Note 3 of 2B1.1 that is going to drive up the |oss
anount .

VICE CHAIR JACKSON: But if we disagreed
with you, if we rejected that analysis and we said we
want to do sonething in the guideline, would you be
pushing for a distinction between defendants who
stole fromthe original warehouse before it ever got
into the streamof commerce and the person who is in

the supply closet at the hospital ?
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I mean, you would want the pre-retai
distinction drawn, | would think, if we're going to
have any enhancenent at all related to this, because
it would apply to a snmaller nunber of people.

M5. BARRETT: Well if the statutory max is
to have anything, and you' re going to drive up the
guidelines for things that have a greater statutory
max, then you certainly want the people who are not
in the pre-retail chain who are facing the | ower
statutory max to all of a sudden al ways cap out.

So, you know, it's difficult because we're
hypot hesi zi ng to see what those cases | ook |ike, but
| could see that scenari o happeni ng where you have
this person who suddenly is reaching a 10-year nax
because the guidelines have piled on, and piled on,
and piled on, when they really should be aimng at
the pre-retail nedical products.

CHAIR SARIS: Did you have a
guesti on?

COW SSI ONER FRI EDRI CH: Just fol l owi ng up
on this pre-retail issue, which the governnment thinks

is too narrow, that's fromthe statute, right? Do
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you have any background with this? It's defined in
the statute, right?

MR ROTH It is. And for purposes of
670, obviously, we would be limted to that if we
wer e prosecuting a case.

| guess our larger concern are these Kkinds
of cases in which —

COW SSIONER FRIEDRICH:  It's not clear

MR ROTH —these things are stolen and

re-introduced. W are not a hundred percent sure

where they're stolen, whether it was retail, pre-
retail, whether or not they were —
COW SSI ONER FRIEDRI CH: | under st and, but

why did Congress restrict it so? Was there —

MR ROTH. The legislative history on this
is not clear to ne.

COW SSIONER FRIEDRICH:  Was it an
inartful termthey used to try to capture what they
viewed in their hearings, which was the broader —

MR ROTH | nean, candidly, | think it
was inartful, if | can say that. Judge Saris's

hypot hetical, for exanple, that is not a retail
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product ever —

CHAIR SARIS: Right.

MR ROTH —and never gets to a retail
organi zation. So did Congress intend to reach that
conduct? Didit not intend to?

| would submt that what they were worried
about is the fact that in the re-introduction the
ki nds of harnms that we were tal king about here. |If,
for exanple, in Judge Saris's hypothetical the person
stole it and then used it. It was a controlled
subst ance, or sone other thing where it was sinply
consunmed. And so what you have is a straight
econom ¢ kind of a crine.

Candidly, we are | ess concerned about
t hose kinds of cases then the situation in which we
are wal king into a drug store and we have no idea
what the provenance of the drugs that we're buying
is.

COW SSIONER FRIEDRICH  Right. Well the
whol e statute is unique, to say the least, in the
i dea that you have five different maxes ranging from

3 to 30 based on 5 different factors, sonetines
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overl appi ng, one of which is the defendant's status
as an enpl oyee.

I"mnot aware of any other federal statute
that draws these kinds of distinctions in that way,
particularly with respect to the enpl oyee.

But one other statutory question.

Def enders have nade an inportant point | thought
about the breadth of the term "nedi cal products.” Do
you agree that if we're going to act in this area
that we need to streamine that?

And they | think raised an interesting
poi nt about for exanple O ass | nedical products,
| atex gl oves, adhesive tape. Surely you woul dn't
want to capture that with this, if we were to nmake an
anmendnment, an anmendnent to the guidelines. And
should that be a mtigator, or should "nedi ca
products” be defined in a way that wll differentiate
between Cass I, Il, and Il products?

MR ROTH A couple things. Latex gloves
is probably actually a bad exanpl e because you can
have sterile latex gloves. |If they're held for too

long, they lose their ability. But in any case,
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let's say it's ice packs, or bedpans, or —

COW SSI ONER FRI EDRI CH: O adhesi ve t ape,
or what ever

MR REILLY: —what ever nedi cal device
under the FDCA.

CHAIR SARIS: "Defective bed pan" |
don't even want to think about it.

(Laughter.)

MR ROTH Yes. 1In any event, | think,
one, there is very little notive for individuals to
do that. Again, the harmis the re-introduction into
the supply chain. | amunaware of cases in which
there is a black nmarket for diverted bed pans.

COW SSI ONER FRIEDRI CH: But we don't want
to inadvertently capture, as M. Debold says again
and again and is right, this class of defendants that
we —

MR ROTH W conpletely agree. And
either in an application note for a departure, or
sone ot her |anguage, | certainly understand. | would
hesitate tying this to the Food, Drug and Cosnetics

Act types of recalls. | think that becones
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unwor kabl e very, very quickly in any kind of
[itigation that you woul d have on that.

CHAIR SARIS: Could you explain that?
Do you nean dass I117?

MR ROTH R ght. There are certain
classes of recalls, the highest | believe being d ass
| and the |l owest being Cass Ill, unless |'ve
reversed that —

M5. BARRETT: That's right.

MR ROTH: —depending on the harmthat's
involved in this. And that's something that the FDA
woul d take a | ook at in determ ning whether or not
there ought to be a recall. But there are a |ot of
factors that go into that that perhaps woul d not be
rel evant in a sentencing consideration.

Certainly I think during a sentencing the
governnment is able to produce evidence of risk of
harm or whatever other kinds of issues that are out
there. But | guess ny answer to your question is —

COW SSI ONER FRIEDRICH:  "Be careful ."

MR ROTH Right. | nean, one, | don't

think there's the scope of what we're tal ki ng about
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is that broad.

Two, we would invite an application note
that invites a downward departure in those rare
circunstances in which that occurs.

MR DEBOLD: If you were to take your
| anguage, your proposed (b)(14), and left out the
enhancenent applying to those who were enpl oyed by or
an agent of the one we expressed sone concern about,
you woul d effectively be avoiding that problem
because you would only be dealing w th violence,
threat of violence, and risk of serious bodily injury
or harm

If you tie it to what the consequence
m ght be, or how the crinme was conmtted, then you
get around your problemof, you know, ice bags versus
actual risk of harmfromdrugs, for exanple, being
r el abel ed.

MR ROTH | nean the difficulty with that
is that it doesn't enconpass the risk of serious
bodily harm So, you know, it's going to be the rare
case in which we are able to prove that in fact a

device or a nedicine that was stolen pre-retail in
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fact harmed an individual person to the satisfaction
| think of a sentencing court.

What we are | ooking at here is the
significant risk that it involved by this behavior.

VICE CHAIR JACKSON: And | understand risk
as a separate prong, but the cumul ative nature of it
isalittle troubling.

So in the situation in which you could
prove that a theft of a pre-retail nedical product
actual | y harnmed soneone, doesn't that carry with it
necessarily the risk? Wy should the person be —you
know, ny understandi ng of your testinony was that
such a person woul d get both the risk enhancenent and
t he harm enhancenent .

MR ROTH Rght. And I think it reflects
the difficulty in proving the actual harm It's
essentially a place-holder for —

VICE CHAIR JACKSON: Right. But you don't
need cunul ativeness in order for us to account for
that, | guess is ny —

MR ROTH | see your point.

CHAIR SARIS: Wuld you agree that if
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you are valuing the | oss under 2B for the drugs, that
you woul d | ook at the whol esale price? That cane up
in, | forget whose testinony, howto value it. It's
a very conplicated thing.

MR ROTH It is a conplicated thing. W
woul d argue for the retail value of it. But again —

CHAIR SARIS: Based on what? Retail
based on what? The average whol esal e price?

MR ROTH Correct. | mean —

CHAIR SARI'S: The average sal es
price?

MR ROTH | think that's probably what
you woul d have to do. But again, the difficulty with
tal king about loss in circunstances like this is it
doesn't enconpass the risk and the harmthat we're
trying to capture here.

CHAIR SARIS: W always hear fromthe
probation officers how very difficult it is, and I'm
sure that's true for the prosecution and defense
attorneys, too. And once again |I'mcomng back to ny
Bost on experi ence.

| came off of a 10-year nulti-district
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[itigation on howto price drugs. It actually is an
extraordinarily conplex matter, and | am wonderi ng
whet her we do a service to everyone if it is
pre-retail, if we stuck with that. That sounds |ike
whol esal e. And at | east give sonebody a benchmark as
to how to think about the case in terns of |oss.

Is there a strong position? |'mnot sure
if | renmenber you addressed this issue —

MR ROTH We did not address it.

CHAIR SARIS: So you don't have a
strong feel one way or another?

MR. ROTH. Correct.

CHAIR SARIS: | forget. | think it
was Ms. Barrett or M. Debold, I'mnot renenbering —

M5. BARRETT: Actually I think it was the
Probation O ficers Advisory G oup.

CHAIR SARIS: kay. So —

M5. BARRETT: You'll see her later.

CHAIR SARIS: Yes, I'll see you
later. She's sitting back there grinning that |
pi cked this up.

(Laughter.)
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CHAIR SARIS: Is that sonething that
any of you woul d have a suggestion, sort of
opposition to?

MR ROTH It nakes sense to ne. | hadn't

t hought about it until | sawtheir letter. And given

the pre-retail status of these —

CHAIR SARIS: | nmean if we stuck with
t hat distinction?

M5. BARRETT: And | assuned, and again |
hate to keep going back to the Application Note 3 in
t he di version context, which are post-retail
There's already a loss rule on that, that it's
essentially I think going to count the retail val ue,
essentially. And in the case of pre-retail
whol esal e seens to be the sensi bl e breakpoint.

MR ROTH | nean if | can, again, the

difficulty that you are going to run into is being

able to trace back the drugs to their original origin

in a large percentage of these cases where you won't
actually be able to understand how they got diverted,
whet her they got diverted through street sales,

retail, whether they got diverted pre-retail, whether

242



10

11

12

13

14

15

16

17

18

19

20

21

22

23

they were inported illegally —you know, purchased and
inmported illegally —

VICE CHAIR JACKSON: Is that because you
just arrive at a place when you find the scenario
t hat you' ve shown us photos of and you don't really
know how t hey got there?

MR ROTH That's exactly right.

VI CE CHAI R JACKSON:  Yeah.

MR ROTH That's exactly right. Either
we're able to do it, either through the inport side,

t hrough the theft side, or through the street side,
whi ch you sort of work your way up the chain, you're
unawar e of those other chains until you get there.
And then by then it has been co-mngled, which is the
whol e poi nt behind doing this, of course, is to try
to break that chain.

And that is of course where the harm cones
in, as well. You' re breaking that chain, so you
don't know where those drugs have cone from
| ndependent of the storage issues, recall issues,
obvi ously expiration date issues.

So that is why we are sort of very
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heartfelt in this idea that you woul d have to broaden
it. And it actually answers a |ot of the problens
that you have in trying to figure out, you know,
Judge Saris's hypothetical about sonething that is
not retail ever.

CHAIR SARIS: You woul d say "never"?
Because if you go into a hospital, the drugs are in
t he hospital or warehouse or that sort of thing, or
headed towards a hospital, would never be pre-retail
because if it's distributed to patients it's not
considered "retail." So that's the concern? But if
it were going to, for exanple, the hospital pharnmacy,
maybe it is. And you're saying that's just too
uncl ear ?

MR ROTH And that is a distinction
wi thout a difference when we're tal king about the
harmthat we're attenpting to address.

VICE CHAIR JACKSON: Do you agree with —

COW SSI ONER HI NQUCSA (By Video): And
it's not retail if you' re charging the patient?

MR ROTH | nmean that's certainly the

argurment | would nmake if |I were the governnent, that
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it's pre-retail —

CHAIR SARIS: You are the governnent.

(Laughter.)

MR ROTH That's a good point. If | were
inthe AUSA like | used to be, right. | nean, that's
the argunment | would certainly make, is that at the
nmonent that it title passes or whatever sort of
construct you'd use, that the patient then owns it
because it is purchased at the tine that it's
di spensed.

That woul d be the argunent |'d use,
whet her —

COW SSI ONER HI NQJCSA (By Vi deo):
Probably at a higher price than retail

MR ROTH |'msorry?

COW SSI ONER HI NQJCSA (By Vi deo):
Probably at a higher price than retail, if you | ook
at your hospital bill.

MR ROTH R ght. Exactly right.

VICE CHAIR JACKSON: Do you agree with
Ms. Barrett that the heart of the legislation here

really goes to cargo thefts, and warehouse thefts?
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I's that nost of —when you do follow the theft aspect
of this, is that nost of the cases that you see?

MR ROTH | think it is |arge-vol une
theft. Whether | would characterize it as "cargo" or
"war ehouse, " as opposed to, you know, a UPS shi prent.
| mean, sone of these drugs cone in tractor trailers,
but sonme of these drugs, very expensive drugs, are
going to be delivered by FedEx. So | woul d not sort
of limt it to sort of the conveyance and where it's
housed, or the conveyance that's being used.

And agai n, you know, go back to the harm
that we're trying to fix here, which is theft and
then reintroduction. So really any volune of theft |
think is something —

VI CE CHAIR JACKSON: But you nostly see
these big cases. It's not really the person in the
st ock roonf

MR ROTH  The nature of federal |aw
enforcenent is that, you know, those are the kinds of
cases that we woul d address.

CHAIR SARI'S: These ones you showed

us the pictures of? That's what you' re worried about
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nostly?

MR ROTH  You are always worried about
the greater harm That is absolutely right. And
agai n, you know, the thefts where sonebody steals a
coupl e dosage units out of a pharnmacy, or out of a
hospital, it's not sonmething that we typically spend
our tinme on, sinply because of, well, candidly, the
gui delines and everything else it's sinply not worth
the federal investigative resources.

COW SSIONER FRIEDRICH:  As currently
drafted, the proposed anendnent is not conviction-
based. Sone of the other 2Bl1.1 enhancenents are. |If
we are concerned about this inadvertently causing
i ssues in other cases, double-counting et cetera,
would it not be the type of case where we shoul d
require a 670 conviction for these enhancenents to
appl y?

MR ROTH | think that again gets into
difficulties of proof, if that's what you do, sinply
because it is alnost inpossible to trace back in many
of these cases the source of the drugs that were

di vert ed.
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COW SSI ONER FRIEDRICH: So you woul d
prosecute them as, what?

MR ROTH W woul d prosecute them as nail
fraud, wire fraud, health care fraud; as a violation
of TSP, false statenents. The Prescription Drug
Mar keting Act has these very specific requirenents
that there has to be a pedigree that is attached to
every drug so you understand where it has cone from
in the supply chain.

So those are the kinds of statutes we —

CHAIR SARIS: What is | TSP?

MR DEBOLD: Interstate Transportation of
Stolen Property, or property obtained by fraud.

CHAIR SARIS: Go ahead.

M5. BARRETT: | ama little troubled by
the detour that this whole process is taking. And |
woul d ask that, if the Comm ssion is going to do that
then we wait and we | ook and see what's happening —

CHAIR SARIS:  You nean —

M5. BARRETT: Well we're tal king —because
t he proposed anendnent and the issue for conmment is

specifically dealing with the directive relating to
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this new of fense of 18 USC § 670.

W now have diverted things that are not
pre-retail and a whol e host of other issues related
to pharmaceuticals potentially being injected into
this guideline. And quite frankly that is not an
opportunity that, you know, the Defenders have even
had an opportunity to | ook at those cases, and aren't
going to between now and the tinme of our coment
peri od.

COW SSI ONER WROBLEWSBKI @ But you are
about to testify in a couple of mnutes —

M5. BARRETT: On counterfeit —

COW SSI ONER VWROBLEWEKI : —about anot her
| aw.

M5. BARRETT: Counterfeit drugs,
adul terated drugs, which are different than diverted
dr ugs.

COW SSI ONER WROBLEWEKI : Right. And so
that's where ny question is. | nean, should the
Comm ssion try to reconcile all of this? O do we
address it one statute at a time, and really defer to

Congr ess?
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You know, Congress has said here are the
enhancenents, but it's just for pre-retail. Ckay,
now we're going to get into counterfeiting and
adul terated, and here is our laws on that. How nuch
do we defer to that? O how nuch do we try to nmake
sense of what's really happening, what's really being
investigated and the fact that | think for many of us
it is hard to see the difference for sentencing
pur poses of one versus the other, despite the fact
t hat Congress made this line called "pre-retail"?

| amjust curious what you think the role
of the Comm ssion shoul d be.

M5. BARRETT: | think that the Conmm ssion
can serve a valuable role in |looking at all of these
together, and to try to conme up with proportiona
sentencing that really enconpasses the various harns.

I just think that the way we have gone
about it in terns of trying to, well, we have this
directive and we have this offense, and we have this
directive and we have this offense, it's difficult to
do that.

And fromthe Defenders perspective, it is
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difficult, too, because outside the context of Viagra
counterfeiting, we are not seeing these cases,
really. That's the cases that we see, and the cases
that Judge Saris is tal king about. But often —and
it's interesting. The people that I, when | ask
about counterfeit drugs, nost of themwere controlled
substances that were going to 2D1.1 anyway, the theft
fromthe hospital pharmacy on the street. And that's
a different issue, of course.

CHAIR SARIS: D d you want anot her
question? Are you done?

COMM SSI ONER WROBLEWBKI @ Yes.

COW SSI ONER FRI EDRI CH Ckay, |'mjust
curious. Wiy doesn't the governnment support a cross-
reference to the Involuntary Mansl aughter guideli ne,
whi ch woul d put you at a Level 30? Instead, you have
this floor of 18. [I'mjust curious. |Is that because
the SOCis already in there and you want to build on
that? Wiat's the thinking there?

MR ROTH | think that's right. | mean
| think at the end of the day it just depends on how

t he sentence gets driven.
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So if the sentence, for exanple, if we
have the enhancenents that we believe that we ought
to have in this —and again, this conmes down to the
i nherently risky nature of medi cal products being
stolen. At sone |evel, we have to understand that
steal ing nedical products is a fundanentally
different crime than stealing tennis shoes, and it
ought to be treated as such, regardl ess of whether it
is part of cargo, or in sone other part of the —which
is why we are serious about the enhancenents, the
8-l evel enhancenents that we're tal king about for
actual harmand risk of harmthat we are
recomnmendi ng.

So if we get those enhancenents, of course
then we don't need the cross-reference. If it's a
| ower guideline level, then of course we woul d want
t he cross-reference.

COW SSI ONER FRIEDRI CH: But your floor in
death would be at 18. You just are so confident that
you get a whol e bunch of other enhancenents under
2B1.1 that that's —

MR ROTH: If it involves reckl ess
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conduct, | guess that's correct. That is correct.
So you'd have 6 plus 18 —

COW SSI ONER FRI EDRI CH Pl us 30.

MR ROTH R ght.

CHAIR SARIS: W need to nove on, but
the one thing I would ask you is, so that we don't
pi ck up the bed pans and the | atex gloves, if we
decided to go to do sonething in response to this
directive but we didn't want to capture all these
things that are | think the heartland of what you are
tal ki ng about where you showed us that picture of.
You know, a picture is worth a thousands words and
not, what did you call them Cdass | and Il, | forget
the —

MR ROTH dass I, Il, and IIl, yes.

CHAIR SARIS: It would be useful to
find out how you woul d define, if we had an
application note, the nore serious offenses that you
woul d be able to say, you know, an enpl oyee shoul dn't
get mnor role, or should get plus-2, or however we
decided to do it because you may feel differently

about the different kinds of products that we're
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t al ki ng about .

MR ROTH CGot it.

CHAIR SARIS: And it's primarily
drugs you're tal king about, right?

MR ROTH And sone devices, as well.

CHAIR SARIS: Ckay. Al right.

MR ROTH. The devices from Boston
Scientific, for exanple, were.

M5. BARRETT: There's actually —if | could
j ust have one m nute?

CHAIR SARIS:  Yes.

M5. BARRETT: There's actually two —the
class —and | am not an expert on FDA regul ations
ot her than the three-week expert that |'ve
become —but the way | understand it is, the nedical
devi ces are by cl ass.

The recall warnings | think are also worth
t he Conm ssion | ooking at. Because on a |ot of
these, there's not arecall. It's just a warning
that said make sure it's not tanpered with. And if
it's not tanpered with, you can use it. And that's

really a lot of the tinmes what happens with the

254



10

11

12

13

14

15

16

17

18

19

20

21

22

23

255

i nfant fornul a.

And that is a very different kind of issue
than what we're tal king about when seeing these
pi ctures, which really would be prescription
nmedi cations that are potentially adulterated and
they're likely to result in an actual recall that
says don't use this drug.

CHAIR SARIS: But he had said that
sone invol ved these devices |ike Boston Scientific,
so you woul d have to nmake it broader than —

M5. BARRETT: Well 1'msaying, you know, |
think that there's a difference between the
mtigating factor for a Gass | nedical device versus
the drugs, even, or the infant formula, or the other
host of things that are considered —Iike
antiperspirant, even, and there have been reported
i nstances of antiperspirants and sunscreen cargo
thefts of those things.

That is not as bad as a prescription drug
that's been diverted, because it results in a
different kind of warning.

CHAIR SARIS: Al right, we need to
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nove on to the next panel. And you should not go
anywher e.

M5. BARRETT: | won't. He's not, either.

(Laughter.)

CHAIR SARIS: Both of you are the
sane. Al right.

M5. BARRETT: W're stuck

CHAIR SARI'S: Thank you, very mnuch.

(Background banter as panel is being
seated.)

CHAIR SARIS: M. Lynch is back
It's al nost |ike musical chairs here.

Vell, we will nove right on to our
next —it is really related. 1t's good to have these
panel s back to back —set of issues: The Food and
Drug Admi ni stration/ Counterfeit Drugs and Mlitary
Goods. So it conbines both of the issues.

John Roth, whom|'ve already introduced.
John Lynch, whom|'ve already introduced. And Denise
Barrett, whom | have already introduced. So there we
are, and hopefully we can —M. Roth, | don't know

whet her you | think are supposed to begin the second
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ti me around.

MR LYNCH | think mne has nore of just
sort of a broad overview.

MR ROTH | think it would probably nake
nore sense for M. Lynch to go.

CHAIR SARIS: Al right.

MR LYNCH  Thank you very nuch.

Thank you for the opportunity to appear
bef ore you once again today, this tine to share the
Departnent's views on the Comm ssion's proposed
amendnments regardi ng counterfeit drugs and
counterfeit mlitary goods and services.

The manufacture and sal e of counterfeit
drugs is one of the nost alarmng forns of
counterfeiting. It is unfortunately a problemthat
has grown rapidly in the | ast several years.

Counterfeit drugs not only underm ne
confidence in legitimate drugs, but al so pose serious
health and safety risks. Mre sophisticated nethods
of manufacturing, packaging, and distribution have
created unprecedented opportunities for crimnals to

traffick in dangerous counterfeit drugs.
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The drugs | ook real, but they rarely
function as genui ne pharnmaceuticals should. In many
cases they contain few or none of the active
i ngredi ents of genuine drugs, resulting in patients
receiving ineffective treatnents.

In other cases, they may contain too nuch
of an active ingredient, |eading to dangerous health
consequences. Counterfeit drugs nmay be | oaded with
cheaper substitute ingredients that |ack any of the
tested therapeutic benefits of legitimte drugs, and
sone contain harnful ingredients, including toxic
chem cal s or biological contam nation.

I ndeed, there have been instances where
consuners becane seriously ill or even died from
ingesting counterfeit drugs.

The problemis conpounded by a variety of
factors. Counterfeit drugs are cheap to nmake and
have high profit margins, especially counterfeits of
expensi ve name-brand drugs.

Label s and packagi ng can be nmade to | ook
nore convincing than ever. The snall physical size

of drugs nakes themeasy to ship and inport, and the
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counterfeit nature of a drug is often difficult to
detect wi thout sophisticated chem cal analysis.

In addition, counterfeiters often target
markets that are especially susceptible by offering
t heir products through nontraditional or untrusted
sources |ike fraudul ent |Internet pharnacies.

Congress recogni zed the grow ng threats
with the increased sale of counterfeit drugs in the
Food and Drug Adm nistration's Safety and | nnovati on
Act, FDASI A which I know you' ve been tal ki ng about
up till now, and added a new subsection doubling the
maxi mum statutory penalties for trademark
counterfeiting offenses involving a counterfeit
dr ug.

O the three options by which the
Conm ssi on proposes to address the anendnents to
section 2320, the Departnent strongly supports the
approach of Options 1 and 2 that would nmaintain the
existing reference to 2B5.3, counterfeit drugs
trafficking under section 2320(a)(4) that naintains

the existing reference to 2B5.3, |I'msorry.

Counterfeit drug trafficking under section
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2320(a)(4) remains a trademark counterfeiting

of fense. That, |ike other 2320 offenses, is driven
primarily by profit notive and inpacts trademark
owners as well as purchasers and consuners.

Mai ntai ning a reference to 2B5.3 woul d
provi de consistency with other 2320 offenses and
avoi d sharply disparate sentences between counterfeit
drugs crines and other counterfeiting cases that may
pose simlar dangers to health and safety such as
counterfeit autonobile airbags, electrical
conponents, or safety equi pnent.

At the sane tine, trafficking in
counterfeit drugs poses dangers to public health and
safety that are simlar in many respects to those
posed by drug tampering of fenses that carry a nuch
hi gher base offense |evel.

Therefore, we would urge the Comm ssion to
consi der nodifying its proposals sonewhat to provide
for higher enhancenents and rel ated m ni num of f ense
| evel s.

W support a 4-1evel enhancenent rather

than two | evels for counterfeit drug offenses, even
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absent any showi ng of consci ousness or reckl essness
with regard to the risk of injury.

Because drugs are intended to be ingested,
injected, or otherw se applied to address nedi cal
conditions, the nmere invol venent of counterfeit drugs
presents an inherent risk.

This creates a significant aggravating
factor in section 2320(a)(4) offenses, as conpared to
sone ot her types of 2320 offenses involving products
with | ess potential for injury.

Moreover, that counterfeit drugs of any
type present at least sonme risk of injury is or
shoul d be obvious to a defendant, even absent any
addi tional specific indications that the counterfeit
drugs in question pose a health risk.

In this regard, in cases were additiona
i ndications of a risk of serious injury or death
actual ly do exist, that would be an aggravating
penalty that we would reconmend warrants a hi gher
penal ty.

W recommend i ncreasi ng the enhancenent

for such conduct to four levels, and also raising the
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m ni mum of fense I evel in such cases to 16. This
coul d enconpass situations in which a defendant is
aware or has a reason to believe that a counterfeit
drug contains a harnful ingredient, |acks an
effective dosage of an active ingredient, and is
intended for the treatnment of a serious condition, or
it would be marketed to particularly vul nerable
victinms such as seniors or children.

Wth these increased penalties in mnd,
the Departnment prefers the approach of Qption 1 which
woul d add a separate specific enhancenent for
counterfeit drugs.

W woul d al so recommend addi ti onal
| anguage to clarify that the enhancenents for
counterfeit drugs and conscious or reckless risk or
death or serious bodily injury are to be fully
cunul ative, given the distinct purpose for each
enhancenent as | descri bed.

Finally, we also support changes to the
gui del ines that woul d take into account actual harm

resulting fromcounterfeiting offenses. The current

section [2B5.3(b)(5)] enhancenent applies where there's
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a risk of serious bodily injury or death, but the
exi sting guidelines do not adequately address when
such risks are borne out and the crine actually does
result in significant injury or death.

W support amendi ng the guidelines to take
actual injury into account, either through additiona
specific of fense characteristics providing for
signi ficant enhancenents, or through the inclusion of
additional comentary regarding an upward departure
in cases where serious bodily injury or death
actually results.

Shifting fromthe subject of counterfeit
drugs, | would like to briefly provide our views on
the Conm ssion's proposals with regard to a different
but al so troubling aspect of trademark
counterfeiting, trafficking in mlitary goods and
servi ces.

The potential for counterfeits to do harm
is heightened in the mlitary context where the goods
or services involved may be deployed in sensitive
applications, and the lives of mlitary personnel may

literally depend on the integrity and reliability of
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a product.

The enormty of the defense supply chain
can attract unscrupul ous providers seeking to profit
from hi gh-vol unme sal es of counterfeits, while the
conpl exity of that supply chain can make it difficult
to hold traffickers and counterfeiters accountable.

Both these factors weigh in favor of the
need for increased deterrence against mlitary
counterfeits. The Departnent has prosecuted cases
under section 2320 involving counterfeit mlitary
products, including counterfeit integrated circuits
falsely marked as "mlitary grade"” which were sold to
the U S. Navy, and counterfeit network hardware
intended for use by the Marine Corps to transmt
sensitive data in Irag.

The National Defense Authorization Act for
fiscal year 2012 anmended section 2320 to provide a
greater deterrence against this type of
counterfeiting, and to reflect the seriousness with
whi ch Congress, |ike the Departnent, regards
counterfeit products that pose a danger to our

mlitary and our nation's security.
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The Adm nistration shares this concern, as
reflected inits Wiite Paper On Intell ectual
Property Enforcenent Legislative Recommendati ons.

O the four proposed anendnments under
consi deration by the Comm ssion on this point, the
Departnment favors Option 1 because it would result in
enhanced penalties for trafficking in mlitary
counterfeits while appropriately limting its use to
of fenses that posed hei ghtened ri sks.

The statutory | anguage refl ects Congress's
recognition that not every sale of counterfeit goods
or services to the mlitary will necessarily pose
hei ghtened ri sk warranting significantly enhanced
penal ti es.

By limting application of the enhancenent
to violations of the offense conduct specified in the
statute, Option 1 would reserve the enhanced
penalties for the cases of greatest concern, while
treating counterfeit offenses wth a nerely
incidental mlitary connection as ordinary, albeit
still sonmetinmes still serious, trademark

counterfeiting offenses.

265



10

11

12

13

14

15

16

17

18

19

20

21

22

23

The Departnment woul d al so support the
approach of Option 3, which incorporates | anguage
simlar to the existing enhancenent in section
2B1.1(b) (17) for offenses under the Conputer Fraud
and Abuse Act involving conputers integral to the
critical infrastructure, or used in national security
or |law enforcenent applications.

Under this approach, the enhancenent coul d
be extended to counterfeiting of products that pose
risks to a broader range of interests than enunerated
inthe mlitary counterfeits offense.

Agai n, though, we believe the guideline
enhancenent should be tailored to address those cases
of greatest concern. And therefore we would
recommend that if the Comm ssion chooses the Option 3
approach, the | anguage proposed by the Conm ssion
should Iimt application of the enhancenent to the
of fenses in which the connection between the
counterfeit products and critical infrastructure or
nati onal security is clear and nore than incidental

In closing, | thank the Comm ssion for the

opportunity to present our views on these topics, and
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we woul d be happy to address any questions you nmay

have.

CHAIR SARIS: M court

have had troubl e.

MR LYNCH |'msorry.

(Laughter.)

CHAIR SARI S

informati on. Thank you. M. Rot

MR ROTH  Thank you,

menbers of the Comm ssion:

Again |

reporter woul d

There was a | ot of

h.

Your Honor, and

appreci ate the opportunity to

speak to you. | amgoing to focus the initia

remarks on the intentional
this, which was enacted by FDASI A, which addressed a

significant shortfall

adul teration aspects of

in the penalty for

intentional ly adul terating nedicines.

The increases in penalties here are

significant. The maxi mum penalty for adulteration

with a reasonabl e probability of causing serious

adver se heal th consequences or death was increased

from1l year, or 3 years if we could have proven an

intent to defraud,

to 20 years.

So we are tal king
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about either a 20-fold, or an over six-fold increase
in the statutory maxi num penal ties.

FDASI A was passed in part as a result to
the serious incident involving the contam nation of a
drug called heparin which is a blood thinner, with a
substitute. In 2007 and 2008, heparin was inported
fromChina and Iinked to significant issues,
i ncludi ng | ower bl ood pressure, breathing
difficulties, vomting;, there were a nunber of health
probl ens reported, and many of themvery seriously,
i ncl uding a nunber of deaths that were reported as a
result of this heparin incident.

The FDA investigated this and determ ned
that the heparin was adulterated with a substance
t hat had been substituted during the manufacture in
Chi na, because the normal product that they woul d use
was derived frompig intestines and there was a
drastic reduction of the pig population in China.

Adul teration can al so occur when finished
drug products are intentionally diluted. W had a
case in 2004 of a Rhode Island physician who was

convi cted of adulteration and tanpering w th consuner
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products after he diluted vaccines for a nunber of
things and adm nistered themto patients.

W had in 2002 a pharnmaci st who was
convi cted of adulteration and tanpering, diluting
various drugs, including chenotherapy drugs, before
di spensing the drugs to consuners in this pharnmacy.

I nvestigation there indicated that sonme of
the drugs were diluted to | ess than 10 percent of
their original strength, and over 4,000 people may
have received the diluted drugs.

A drug may al so becone adulterated if it
is stored or handl ed inproperly. W had in 2012 the
case of Janes Newconb who was sentenced to prison for
conspiring to distribute adulterated drugs. He was
an individual who woul d purchase foreign prescription
drugs and sell themto the U S doctors at
significantly lower prices than is nornally charged
f or FDA-approved drugs.

Anong the drugs that he would sell were
t hese oncol ogy or cancer nedications that require
what they call cold-chain storage, that require

constant cold storage all the way through the supply
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chain, but were received by custoners in conprom sed
and unrefrigerated condition.

Adul teration can rarely be detected by the
naked eye. In many cases, it takes sophisticated
analysis to identify the nature of the adulteration.
Wien the drug is intended for treatnent of serious or
chronically or termnally ill patients, adverse
consequences, di m nished effectiveness caused by the
adul teration can be incorrectly attributed to the
underlying illness itself and go unreported for
nont hs, or not even reported at all. That has been
the case in a nunber of the oncol ogy cases that we
have seen, which are basically |ife-extending drugs
for very sick patients who have cancer

Wth regard to the proposal with regard to
adul teration, we support Option 2, which refers the
offenses for intentional adulteration to the
tanpering guideline, which is 2N1.1.

There are a nunber of reasons why this
makes sense. First, tanpering and intentional
adulteration are highly simlar, both in the conduct

that was involved, the risk of harmto the public, as
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well as the penalties. Each has simlar statutory
penalties for simlar conduct.

Many of the cases that have been charged
under the tanpering provisions that have probably
al so been charged under the intentional adulteration
statute had the offense existed at the tine.

As a result, having simlar penalties for
the two of fenses pronotes consistency and m nim zes
di sparity based on chargi ng deci si ons.

Second, Option 2 reflects the
congressional recognition that the offense is a
serious one. Strong penalties are needed to protect
the integrity of the U S supply fromintentiona
threats. The dramatic increase in the penalty that
we're tal king about. Again, either a 20-fold or a 6-
fold increase, depending on the offense, highlights
the significance of the issue.

W think that Option 2 is far |ess
preferable for a couple of reasons. First, we don't
think that an offense | evel of 14 reflects the
seriousness of the offense and the consequent

congressi onal action to take the statutory
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penal ti es.

The prohi bited conduct invol ves
intentional action where there's a reasonable
probability of serious adverse health
consequences.

And second, neani ngful enhancenents are
really only possible if you have a |large fraud | oss.
You woul d have to cross-reference to 2B1.1, which is
based on actual or intended pecuniary loss, which is
really intended to cover economc crinmes. And this
is not an economc crine, it's a public health crine
Congress enacted as a public health crine.

The nonetary loss that is suffered by the
i ndi vidual victins is incidental and doesn't
represent sort of the public health risk involved.

| have nore graphics, if | may show

This is a tale of two adulterated drugs.
The first is sonmething called Alli —this is al so
counterfeit and I'Il talk about it briefly when |
tal k about the counterfeit. This is a weight |oss
drug. It's nonprescription, over-the-counter weight

| oss drug.
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Here is the authentic one. This is the
counterfeit one. This is based on an OCl case that
in fact we were able to do an undercover operation
and actually get to the manufacturer. This cost $50
for a bottle of 120 capsul es.

W are al so engaged in investigations
i nvol ving oncol ogy nedications. This one is a bottle
of Altuzan and there is Avastin, which is the U S.
brand oncol ogy nedicine. Again, it's alife-
extending drug that is used in conbination with
chenot her apy.

This contains water, by the way. And in
fact not even sterile water. It was water that had
nold particulate and a few other things init, as
wel | .

This bottle costs between $2,500 and
$3,000 for a bottle. So the difficulty we have, one
of the difficulties we have with tying adulteration
to an economc |oss are that these would be treated
in fundamental ly different ways. Excuse ny reach
here. Notw thstanding the fact that the harm —

CHAIR SARIS: Can you just nmake sure
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Judge H nojosa —

COW SSI ONER H NQJOSA (By Video): | can
see t hem

MR ROTH. Ckay, notw thstanding the fact
that the harmis very, very simlar —and we can have
sone kind of an argunent as to whether it's nore
depraved to counterfeit cancer nedi cati ons as opposed
to weight [oss nedication, but in any event the harm
IS very serious.

| should note that that Alli case
involved, it was contam nated with something called
Si butram ne, as well as a nunber of other drugs.
That was a weight |oss drug that was taken off the
market | think in 2010 as a result of a higher
i nci dence of heart attacks and strokes. And in fact
in the sentencing in that case, we were able to
produce evi dence of an individual who have taken that
and suffered a stroke as a result.

Let nme turn briefly to counterfeit drugs.
M. Lynch tal ked about the Departnent's position, the
governnent's position with regard to that. | just

want to tal k about the kinds of cases that we're
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seeing so the Comm ssion gets an idea.

It is basically —

CHAIR SARIS: Wat was —

COW SSIONER FRIEDRICH  Mlitary goods —

MR LYNCH  Adulteration

MR ROTH. That was adul teration, what |
was tal king about here. And now | amgoing to nove
to sort of counterfeiting.

The offense is different. You know,
adul teration tal ks about basically something that is
not as pure as it is represented, or contains other
filth, inmpurities, or it contains some other kind of
an adulterant, as the nanme suggests. So that was one
penalty that's within Title 21, § 331

The counterfeiting, again, is pointed at
economc loss. M. Lynch tal ked about the fraud
table and loss table. That is obviously the unified
governnment position on that.

But again what | would like to sinply talk
about are sone recent cases. W have the United
States v. Zhou case, which was a 2010 case t hat

i nvol ved the counterfeit Ali containing the
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Si but ram ne where we had actual individuals who had
actual physical harmas a result of that.
In February 2010, we issued an advi sory
regarding the counterfeit versions of Avastin and
Al tuzan that doesn't contain any active ingredient,
it only contains water. So these patients were not
receiving any treatnment when they thought they were,
and paying a significant price for this treatnent.
The FDA issued simlar notices in 2012,
and again in February 2013, regardi ng these

counterfeit products. It currently appears that

there are at |east two separate entry points into the

U S. supply chain for these kinds of drugs. It is
obvi ously sonething we take very, very seriously and
are noving on as quickly as we possibly can

Wil e the FDA assesses the drug supply in
the U S to be far safer than any other country in
the world, we do think that it is going to require

constant vigilance and deterrence of this activity

t hrough neani ngful penalties. The only way to ensure

that is to have significant penalties.

So the kinds of counterfeiting that we see
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in other countries —and the Departnent of Justice
letter tal ks about the kinds of things that we have
seen with bottles of a counterfeit diabetes [drug]
t hat caused significant harm and w despread harm

| think the only way that we are able to
ensure that that does not happen in the US. is this
constant vigilance that hopefully we have.

W appreciate the opportunity to testify
and wi |l answer any questions.

CHAIR SARIS: Thank you. M.
Barrett.

M5. BARRETT: Thank you, again.

| amactually going to confine ny remarks
to counterfeit drugs. Qur testinony tal ks about
counterfeit and adulterated drugs, and we will be
subm tting comments on mlitary goods.

The reason we are choosing counterfeit

drugs is because there are a small subsection of

those clients who are actually Defender clients. And

as | mentioned before, a |lot of those people are
young nen, or mddl e-aged nen who are getting from

overseas or el sewhere counterfeit Viagra and G alis.
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And sonetinmes they're selling themon the Internet,
and sonetinmes they're selling themon the street.

And the sentences in those cases are
governed by 2B5.3 because they are prosecuted as
counterfeiting offenses. Sone of them are prosecuted
under 2320, the counterfeit statute, which has been
anmended now, but sonme of them are prosecuted under
t he FDA statute.

And there are various results in terns of
whet her or not the prosecution charges it as a
m sdeneanor under 21 USC 331 or prosecutes it as a
felony. Qur concern is that this felony for
counterfeiting that is designed to cover these nore
serious counterfeit cases are going to capture a | ot
of these folks who are selling these illicit drugs
that are typically, if they're adulterated in any way
or seemto be —there's no evidence of any harm bei ng
associ ated with these, and there's no evidence of —
they' re probably nore placebo than anythi ng, neaning
they' re not doi ng anything one way or the other.

One of the things that struck us as we

| ooked at the congressional report on this and the
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directive to the Comm ssion that suggests, well,
review and anmend if appropriate, but should reflect
congressional intent that the penalty should be
increased, we're |ike what was really congressiona
under standi ng of the penalties for counterfeit drugs?
Because it's difficult to tease out because the 331
statute has —lunps a lot of different offenses

toget her, and the generic counterfeiting statute

| unps of fenses together.

And what they did is actually they
apparently relied on data that | ooked at counterfeit
goods cases where they said, well, the nmean was 10
nont hs, and the nedian was 17 nonths in counterfeit
good cases, and that is too |low for counterfeit drugs
cases.

Wl | based upon what we have | ooked at,
and sone of this is cited in the testinmony in terns
of 87, 78, 33, 24 nonth sentences being inposed in
counterfeit drug cases, we think that sonme of that
statistical evidence m ght have been skewed in terns
of what congressional understandi ng was.

W know, just |ooking at 2B5.3 which is
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what we're tal king about in terns of referring these,
we pulled data —and this isn't in ny testinony and |
apol ogi ze for that, but it will be in ny witten
testi nony next week, comments next week —we pul | ed
five years of data from 2006 to 2011 under 2B5.3, and
we see that 24 percent who are sentenced under 2B5.3
recei ve a 5K departure.

That is twice the average fromthe
Comm ssion's |latest fiscal quarter release of 5K
departures. So they are getting a |lot of cooperation
in these counterfeiting cases. So that doesn't seem
to be a factor that Congress was kind of considering
necessarily when they thought that these cases were
t oo | ow because they're not factoring in the reason
they're low is because the governnment is asking for
depart ures.

So 5.4 percent, aside fromthe 5K,
recei ved a governnent - sponsored bel owrange sentence.
And then here's where the nunber really junps: 34.6
percent received a non-gover nnent - sponsored bel ow
rate sentence, which again, conpared to the | ast

gquarter statistics across the board for all offenses
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f or non-gover nnent - sponsored belowrate is 17.7.

So that data suggests that the courts are
saying the counterfeiting is too high —too | ow —I
nmean, too high —too high —let nme get it right; it's
getting late in the day —too high, not too | ow

Now it is difficult to break out. Again,
we're just looking at all counterfeit good cases, but
we do know that there is a chunk of those that are
counterfeit drugs prosecutions. And unfortunately
the Comm ssion are the only folks who are in the
position to actually | ook at those presentence
reports and pull that out and figure out what the
exact sentences are, but again our suspicion based
upon, you know, you have a drop shipper who basically
is getting the drugs and then shipping themout to
sonepl ace el se, you know, who is getting two years
and ordered to pay $324,000 in restitution.

And this restitution, a lot of these
restitution anounts are going to Eli Lilly and Pfizer
in our particular cases.

But, so | think that we have to be careful

about trying to figure out what did really Congress
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mean, and what was it understanding as to what was
too low for a counterfeit drug case versus what is
t oo hi gh.

The other point that | would like to
address here is | amreally kind of curious about the
governnent's position. | think it's an exanpl e of
let's keep going up and up and up.

Two years ago, in two separate reports,
one the counterfeit pharnmaceutical inter-agency
report, signed on by every governnment agency
including the Departnent, and I CE, and the FDA,

Intell ectual Property, and the Admnistration's white
paper on intellectual property enforcenent, they
specifically said that the enhancenent should be two
| evel s for counterfeit drugs, with a m ni num of f ense
| evel of 12, a 4-level increase for reckless risk of
serious bodily injury, and a mninum of fense | evel of
14.

Now, today, as far as | know nothing has
really changed in those two years since this white
paper has been done, they are asking for four |evels

for counterfeit drugs, four levels for serious bodily
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injury, and a mninum of fense | evel of 16.

So even at the mninmum just for the
counterfeit drug, in tw years we have gone from 12
to 16. It seens conpletely arbitrary to us as to
what really is driving this.

And what we | ook at, what we are really
concerned, too, is that back in the early 2000s the
Conm ssi on nmade a specific anendnent to 2B5.3 to add
serious risk, or reckless risk of serious bodily
injury or death. And it was specifically directed at
counterfeit goods that could present a harm

And in the reason for anmendnent, and in
the Comm ssion's staff working report, they talk
speci fically about counterfeit pharmaceuticals. So
we have a guideline that actually is taking into
account this risk, and it's not a hard standard to
nmeet i ng.

It doesn't require actual harm It only
requires some risk, it doesn't have to be small
This is fromthe case law interpreting this. It only
has to be obvious to a reasonabl e person that there

is such a risk.
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In the health care fraud context, this
gui del ine al so applies because there is a simlar
guideline with a 2-level increase in 2B1.1, as it
isin 2B5. 3. D spensing a nedically unnecessary
prescription, or providing nmedically unnecessary
treatnent that keeps the person fromgetting proper
treatnment has been sufficient grounds in the health
care fraud context for that adjustnment to apply.

So we think really to get a 2-1eve
enhancenent and m ni num of fense | evel of 14 for
counterfeit drugs, all they really need to showis
that a reasonabl e person woul d have known that the
drugs coul d have an adverse effect or cause people to
get the treatment —to forego getting treatnent.

So what we fear is, we already have a
gui deline that was designed for this type of offense.
W want to pile on another one? And what we fear is
that this year it is going to be counterfeit drugs,
and two years fromnowit's going to be |lead tainted
counterfeit toys that really aren't Hasbro toys, that
are really not Sponge Bob. It's made in China. |It's

got lead paint on it.
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O, another problem counterfeit
el ectrical products |ike extension cords that have an
inherent risk of fire. You know, when are we going
to stop? | think it becones a slippery slope for the
Comm ssion that's already carefully crafted a
guideline dealing with reckless risk of serious
bodily injury that's generic enough to apply in any
of those situations when need be, that is also
specifically crafted to be proportional to the 2-
| evel increase in 2B1.1, when all of a sudden we're
tal ki ng about we're going to have counterfeiting, and
we're al so going to have serious risk of bodily
injury, and we're going to have actual harm and then
all of a sudden all the attenpts that the Conm ssion
has made to make 2B5.3 and 2Bl1.1 proportional, which
by the way 2B5.3 was increased froma M nimum O f ense
Level of 13 to 14 precisely because the Depart nent
wanted it proportional in terns of 2Bl1.1 and 2B5. 3,
that again a couple of years fromnow they' re going
to be com ng back and sayi ng, oh, well, you nade the
four under 2B5.3, now you need to nmake it four under

2B1. 1.
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So we think at bottom again there's enough
there, and it's another exanple of kind of just
upward ratcheting that ultimtely, given the high
departure rate and variance rate in this guideline,
is actually just going to result in nore bel owrange
sentences rather than w thin-range.

CHAIR SARIS: Thank you. D d you
want to ask a question?

VICE CHAIR JACKSON:  Yes. In light of
your testinony, Ms. Barrett, the Defenders support
| anguage in 2B5.3 that would clarify that the
conscious risk of death or serious bodily injury that
is already there applies in situations in which there
was a counterfeit drug?

M5. BARRETT: | don't think it needs
clarification, but actually I don't think we would
have any objection to that. Because |I |ooked at a
| ot of cases, and the case | aw seens pretty clear
that it's a very, very | oose standard

CHAIR SARIS: | have a question with
respect to the mlitary. W have this concept of

critical infrastructure, which when you actually | ook
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at it it is extrenely broad.

| think it refers to everything from
delivery of justice systens, to gas and oil. Do you
have any way of sort of —how do you address the
option that deals with the infrastructure?

MR LYNCH W haven't cone to specific
| anguage on that issue. W have —we do recognize
that that use of the critical infrastructure in this
area, that is arelatively broad definition. And the
harm from maki ng, you know, for producing or selling
counterfeit toner to a JAGs office which adm nisters
justice but probably is not going to kill anyone, is
going to be significantly different from you know,
bullets, or, you know, or conmmunications equi pnment
that could mal function and cause injury to a mlitary
servi ce nmenber, or, you know, cause a possible
conprom se of comuni cations. That sort of thing.

W are willing to work with the Comm ssion
to try and cabin that, but one of the Departnent's
concerns here is that we ook to risk of —you know,
that there be actual risk of harmto the service

menbers, to mlitary nmenbers, and that the higher
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| evel increase be done in those circunstances where
we have —
CHAIR SARIS: So you don't like this
Option 3, basically?

MR LYNCH W like the —we prefer Option

CHAIR SARIS: Option 1? Ckay.

VICE CHAIR JACKSON: | get Option 1, but
"' mso curious about that, because | just see this as
atotally different approach than the approach you
take with respect to counterfeit drugs, right?

I mean, if you are concerned about the
risk inthe mlitary context, what you' ve done in
ot her situations, including the counterfeit drugs, is
you' ve nmade that a separate prong.

So you have counterfeit drugs. You get a
2-1 evel enhancenent. And then the conscious risk
is sonething el se.

MR LYNCH R ght.

VI CE CHAIR JACKSON: Wereas, in this

context for mlitary I would have thought that you
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mlitary product. And then if you also think that
the risk is sonething significant, then you would
want a separate enhancenent for risk.

So can you just maybe help ne to
understand why this isn't a different approach than
you' ve taken in the —

MR LYNCH | nean | think you' re talking
about different —I nean, you know, counterfeit drugs,
you know, because of the nature in which they are
used, that they're by nature being applied, injected,
you know, given to sonehow affecting a person. And
so there are inherent risks in there.

Counterfeit mlitary products, the supply
chain is just enornous. And sone products are goi ng
to be, you know, have a very, very serious risk of
bei ng placed into conditions where, you know, they
are mal functioning, or their risk of use is going to

cause a big problem and we recognize that in sone

circunstances they're not, but it's still a problem
It is still an economc problem It is
still something we are concerned about. But | think
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we woul d want to be careful that we don't overapply
the guideline just sort of across the board as we
woul d, you know, as | think Option 3 set al one woul d
do.

COW SSIONER FRIEDRICH:  Can | fol l ow up
on Option 1, which as | understand it just tracks the
statutory | anguage? 1Is that correct?

MR LYNCH That's correct.

COW SSI ONER FRIEDRI CH: Ckay. So one
prong of that is, it's likely to cause serious bodily
injury or death. Those are guideline terns that
courts can apply easily. But it goes on to include
"or other significant harmto" and one of the phrases
is "to a nmenber of the arned forces.” So you can
have serious bodily injury or death to anyone, but
what is the difference with this "other significant
har nt' ?

Are we better off striking that? | nean,
what is captured by that that is not covered by the
other? And is it going to be confusing for courts to
apply in just a normal case?

What is the "other significant harmto a
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nmenber of the Armed Forces" that is not "serious
bodily injury"?

MR LYNCH | amnot exactly positive what
Congress had in mnd on that.

COW SSI ONER FRIEDRI CH: But why shoul d we
incorporate it if it is confusing and you can't —

MR LYNCH | mean, | think "other types
of harns" may be, you know, that the person is not,
you know, put in direct risk of, you know, in direct
risk of line-of-fire type harmwhere they're using a
product and it's sort of a defective bullet.

You may have things |ike we've seen where
we have, you know, conmuni cations equi pnent, which if
conprom sed, or nore easily conprom sed. And we
certainly have in this area situations in which the
conmuni cati ons equi pnent can be conprom sed and there
could be harmthat is not, you know —

COW SSI ONER FRI EDRI CH But that —

VR, LYNCH: —their life.

COW SSIONER FRIEDRICH  But this is not a
risk. This is "causes other significant harmto a

nmenber of the Armed Forces."” That's the phrase that
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it inconvenient?

MR LYNCH  Not inconveni ence, but, you
know, it could put themin greater danger of capture.
It could put the mlitary, you know, the upcom ng
mlitary novenents, you know, could be discl osed.

And that could cause harmto a —that could cause a
nore generalized harm —

COW SSIONER FRIEDRICH:  It's a risk

MR LYNCH: —that doesn't put —

COW SSIONER FRIEDRICH  It's a risk of —

MR LYNCH It's a risk of harm but you
coul d —once an adversary knows our upcom ng pl an,
that does put —it may put themat risk of bodily
har m

COW SSIONER FRIEDRICH:  No, | get that it
says "significant harmto a conbat operation.”

That's kind of covering what you're tal king about.

MR LYNCH Right.

COW SSIONER FRIEDRICH:  It's this other
phrase, to nme, that's just —I get it, it's comng

fromthe statute, but I just could see courts
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struggling with is it sonething short of serious
bodily injury that is nmeant to be captured by that?
And if so, what is it? It's just we don't —

MR LYNCH | can do a little bit nore
research and see if | can cone up with sonething in
additional coments, if that's —

COW SSIONER FRIEDRICH: One fol |l omup. | f
one of you could just address Ms. Barrett's points
about the governnent papers, you know, a year or two
ago, recomending a floor of 12 and plus-2, rather
t han where you are today, what's changed?

MR LYNCH | think —I nean, 1'll defer to
M. Roth, as well. | nmean, | think we've just seen a
continued, you know, increase in the overall problem
and the overall danger.

Qut si de of, you know, the adulteration
context, we see, you know, even in these Viagra
cases, you know, these purchases and so forth are
bei ng done outside the normal chain of nedica
doctors and obtai ning the necessary discl osures and
so forth that go along with, you know advi si ng

doctors, which is the reason why we have —
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CHAIR SARIS: But can you just —I do
get it. | see these horrible pictures dealing wth,
you know, water instead of chenotherapy drugs. And,
you know, everything in you is "get those guys." But
t hen you hear about the Viagra cases where you think
that, you know, that seens —not that it's not
i nportant, but, you know, just of a different
magni t ude.

So what do you think? Wuld a 14, or a
12, you're not so worried about that?

M5. BARRETT: Well we think they already,
in sone of these cases they're already getting to
this |l evel because they're getting the —first of all,
there's a cross-reference to 2B1.1, which is again
driving it up because there's a fraud invol ved.

And then you have sone of the cases, not
all of them it depends on whether or not they're
getting an additional enhancenent for risk —

CHAIR SARIS: A 12 to 10 to 16,
that's not —assumng for a mnute it's not sonething
that is tainted with sonething that causes serious

bodily injury, as |I'munderstandi ng how this works,
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if youdidit at a 12 at 10 to 16 nonths, and at a 14
it's 15 to 21 nonths —

M5. BARRETT: Wich is why —

CHAI R SARI S: —isn't that what
peopl e are getting anyway?

M5. BARRETT: Well actually that's why |
think the guideline is too high in these cases.
Because if you |l ook at the footnote, there is a
footnote in ny testinony that actually tal ks about
the Viagra cases. It's a list of them

CHAIR SARIS: What are people
getting?

M5. BARRETT: They're getting anywhere
from 24 nonths to probation. And even, probation —
one of the disparities in the practice, again, is
whet her or not prosecutors are charging it as a
m sdenmeanor under 21 USC 331, or charging it under
the fel ony under 2320.

And there have been prosecutors in
M nnesota who had the good sense to say to two 20-
year-ol ds who had no prior history, who were selling

counterfeit Viagra, that said, you know what, we
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don't want you to have to have a felony conviction
and wal k through life with a felony conviction.
W'll let you plead to the m sdeneanor.

CHAIR SARIS: (kay, but putting that
asi de —

M5. BARRETT: So what's happening is,
aside fromthat you have these scenari os where
prosecutors are recomendi ng bel owrange sentences,
or court are inposing bel owrange sentences to
probation, recognizing that, you know, even in terns
of the fraud if you' re going on Craigslist and
you' re buying Viagra, you know you don't have a
prescription and you know it could be counterfeit.

So even for the consuner risk, it is not
the sane category at all as going to chenot herapy and
t hi nki ng that you're getting one treatnent for
cancer. |It's fundanmentally different.

CHAIR SARIS: Wat do you think?

MR ROTH | nean, | guess | have a couple
of things. One, you know, sort of this tongue-in-
cheek hunor about the fact that these are erectile

dysfunction drugs, | mean these are drugs that are
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made in India and China under horrifying conditions.
They may have the right anmount of active

phar maceuti cal ingredient —in other words, they do
not fall within the "adulteration" statute that we're
tal ki ng about —but they are made under horrifying
conditions that will emt a significant health risk
to people.

You know, why did the governnent's
position change? | can't speak for the entire
governnent, but what | woul d speculate is, one,
FDASI A was passed and there was a cl ear congressional
mandat e that the maxi mum was doubl ed from 10 to 20
years. So | mean that is the significant thing that
| think we needed to take into account.

Two, we are getting killed on the
Internet. | nean, just killed on the Internet. And
third, sort of this popular notion that it's okay,
you can just go and order the stuff and you'll be
fine.

And you won't be fine because this is
dangerous stuff that requires a prescription. It

requires a prescription for a reason. The FDA has an
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medi ci ne shoul d be prescription or nonprescription.

This conpletely circunvents that. W
think it is inherently risky, which is why we are
asking for the four |evels.

One nore picture that | wanted to show
you, | wasn't sure | was going to get it in, but —

CHAIR SARIS: Viagra?

MR ROTH: —this is not Viagra. This is
not Viagra, but it is —I believe this was chol esterol
medi cati on —

CHAIR SARIS: Now you're getting
cl ose to hone.

MR ROTH  Yes, exactly right. This was a
case —

COW SSI ONER HI NQJOSA (By Video): That is
the scariest one of themall.

MR ROTH This was a lab that was in
Costa Rica that, these were U S. people, persons who
were involved, and this photo was taken at the |ab,
guess, and then found during the execution of the

search warrant.
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If you'll notice the kinds of conditions
that we're tal king about here, with the hairy arns,
and the actual pharnmaceutical ingredient. So even if
they get lucky and get the right API, the right
active pharmaceutical ingredient, in the right thing
with the right fillers and the right binders and the
right delivery nmechanismso it's not adulterated,
this is still not things that we should —this is not
a trivial offense.

So why do we do it? That's why we do it.
Now wi Il | say that as a nmatter of priorities we
understand sort of the buyer beware nentality, and
FDA has a fairly rigorous sort of consumer education
programthat may or may not be effective to 20-year-
old mal es who buy this stuff off Craigslist. But
in any event, that's only part of it.

W do have to have a deterrence here,
because again as | said in ny testinony, overseas is
awash in this stuff. And we need to have sone kind
of deterrence here.

VICE CHAIR JACKSON: Can | ask you a

question, Ms. Barrett —I'msorry, | didn't know if
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you wanted to respond?

M5. BARRETT: Well | kind of take issue
with whether or not that woul d be adul terated,
actual ly, because one of the definitions of
adulterated is filthy conditions.

MR ROTH And if we could prove that it's
filthy conditions, | suppose —absolutely we can. |If
you seize a tractor trailer load full of counterfeit
Viagra, can we prove filthy conditions w thout going
to India? No.

COW SSI ONER HI NQJCSA (By Video): Can you
put the m crophone closer to yourself?

M5. BARRETT: Absolutely.

COW SSI ONER HI NQJCSA (By Video): And
there is a new Pope from Argenti na.

VI CE CHAIR JACKSON: Onh, we have a new
Pope? .

COW SSI ONER HI NQJCSA (By Video): From
Argenti na.

M5. BARRETT: That didn't take | ong.

COW SSI ONER H NQUCSA (By Video): No.

Sorry you changed the subject.
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(Laughter.)

VICE CHAIR JACKSON: | wanted to ask about
the directive in the statute related to counterfeit
drugs; that the Defenders position, as | read it, is
that the Comm ssion shouldn't really nmake any
amendnent s because the current structure is
sufficient to address the problem of counterfeit
dr ugs.

But we seemto have | anguage in the
directive that goes beyond Congress's usual
exhortation that the Comm ssion should just review
and, if appropriate, anmend, to include in order to
reflect the intent of Congress that such penalties be
i ncreased in conparison to those currently provided
by the guidelines and policy statenent.

M5. BARRETT: It is, admttedly, a very
unusual directive. And | think it conflicts, because
it says "review and anend if appropriate,” which
neans that if the Commssion finds it is not
appropriate they don't need to anmend it.

M/ whol e statistical piece that |

presented with regard to 2B5.3 actually spoke to how
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is the Comm ssion —you know, what's the benchmark?
Congress said, even if you accept for a mnute that
you have a directive "increase beyond what is
currently provided," we can say well what did
Congress understand was currently provi ded?

The only reference that | can find in any
| egislative history to this Act says that the nean
sentence that they understood for counterfeit goods
was 10 nonths, and the nedi an was 17.

So if you accept that as the benchmark,
okay, they're telling us to raise it above that. |
woul d submt that if the Conm ssion goes and | ooks at
2320 prosecutions for counterfeit drugs, based upon
ny nonscientific survey, you' re getting sentences of
87, 78, 23, and 20, we're well above what
congr essi onal understandi ng was of what the
appropriate penalties were for counterfeit drugs.

COW SSI ONER WROBLEWSKI : Can | fol | ow up
on that?

CHAIR SARIS:  Yes.

COMM SSI ONER WROBLEWBKI @ |''m not sure

read the directive the sane as you, that we can start
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is what you're suggesting we do —

M5. BARRETT: It was the only information
t hey had.

COW SSI ONER WROBLEWSKI : | under st and
that's all we've got, except of course the words in
the statute. But ny question to you is:

Let's assune a situation where Congress —
forget this particular crime —just in sonme crine,
that only 30-sonme percent of cases are being
sentenced within the guidelines, and judges are
sentenci ng 34. 6 percent bel ow what ever nongover nnent -
sponsored departures, and then there's 5 percent
gover nnent - sponsored departures. And Congress sees
that and they don't like it. And they think that the
penalty should be higher. 1Isn't this exactly what
they' re supposed to do, is tell the Conmm ssion we
want them hi gher than what they are right now?

M5. BARRETT: Well actually | think that
it's tough for Congress to do that because they
can't —they are assumng that it's a problemw th the

guidelines and not a problemw th the way prosecutors
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are agreei ng to nongover nnent - sponsored departures,
or 5K departures. And so | think what the Conmm ssion
as an expert body can do is they find that they have
a directive that it's unclear as to whether or not
Congress had a full picture, is to go back and give
Congress the full picture.

COW SSI ONER WROBLEWSKI @ | know, but the
full picture —it seens to ne they have —

M5. BARRETT: We've done it before.
You' ve done it before.

VICE CHAIR JACKSON: Don't we assune that
Congress knew what it was tal king about when it used
t he | anguage "increase the penalties to greater than
what the guideline prescribes right now'? | nean —

M5. BARRETT: But we don't know what the
gui deline prescribes for counterfeit drugs. W can't
tease it out. They had no information whatsoever in
front of themon what counterfeit drug cases were
getting.

COW SSI ONER WROBLEWSKI @ Are you certain
about that?

CHAIR SARIS: Yes, sonetines they
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make requests of us, | don't know.

M5. BARRETT: The request that I
under stand that the Conm ssion gave was under 2B5.3
counterfeit goods. Unless there's information not in
the public —

CHAIR SARIS: Do you think they
t hought it wasn't covered at all by that?

M5. BARRETT: No, | don't think it —they
weren't saying it wasn't covered by 2B5.3. Al I'm
saying is that the data that was cited was the data
for counterfeit goods.

CHAIR SARIS: The 10 and 17.

M5. BARRETT: Not counterfeit drugs. And
i f drugs ended up being higher than what Congress
t hought, | think that especially why did they put in
"review and anmend if appropriate"? They gave the
Conm ssi on sone discretion with regard to that
| anguage.

COW SSI ONER WROBLEWSKI @ | nean you can
ask the sanme question: Wy did they put that in and
now that's their standard | anguage, but this actually

is different than their standard | anguage because it
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says "if appropriate to reflect". It's "if
appropriate" for what purpose? To reflect that we
want the penalties higher.

I nmean, all the words have to have
meaning. | understand that. But it's "if
appropriate" to get to where they want to go.

Anyway, but |et ne ask you about two ot her
t hi ngs, because you didn't say anythi ng about
mlitary counterfeits. Do you agree with the
approach that the governnment is suggesting that we
differentiate between those mlitary goods that have
sone i nherent dangerousness and those goods that
don't have an inherent dangerousness?

And do you agree that adulterated drugs
cases should go to 2NL. 1?

M5. BARRETT: On counterfeit mlitary
goods, | think that the exanples that they are giving
are too narrowin terns of what really presents a
harm | nean, there are lots and lots and | ots of
counterfeit goods in the marketplace, and we are just
begi nning to tease out and hope to have to you by

next week a nore thorough list of the kinds of
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exanpl es that mght fall —that probably ought to fall
into that exception that are not nearly the sane kind
of cali ber.

For exanple, a faulty extension cord, you
know, in an office is quite different than an
integrated circuit that's going into an airplane. So
| think that it is again going to be a problemof the
exanpl e being nore limting, rather than sinply just
being an exanple. And there's going to have to be
great care in how that's worded so that we are not
sweeping in too many things.

COW SSI ONER WROBLEWSKI @ Right, but the
principle of differentiating —

M5. BARRETT: | think the principle of
differentiating, if we're going to have an
enhancenent, then we ought to get at the things that
real |y deserve enhancenent, which would be integrated
circuits in an airplane, and not other things that
are used on the ground that don't present these Kkinds
of harns.

On adulterated drugs, | think that there's

actually —our recomendati on, because again there are
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not a lot of these prosecutions, and because it's a
new of fense with a different kind of nens rea, that
it may be worth taking the nore nodest approach of
giving it the, | think it's offense level 14. 1In the
general FDA regulatory, | think it's 2N2.1, not

t he tanpering.

And the reason for that is because
tanpering is a little bit different. And the
el ements of the adulterated drug offense, obviously
there's going to be sone judicial gloss put on that,
but it's possible that that offense really does
address negligence and reckl essness in a different
way than tanpering.

Tanpering requires a reckless disregard
for the risk of death or bodily injury, and under
circunst ances mani festing an extrene indifference to
such risk

The adulterated drug offense, it's al nost
your know edge, the way the statute is worded. Your
know edge does not necessarily have to go to the
risk.

So it's not |like you re know ng the risk
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And, you know, again | nmean this is not —I nean, this
is probably nore an interest in PAG but | nmean | was
readi ng on sone bl ogs of sonme FDA | awers who were
representing certain pharmaceutical conpanies that
they' re worried about what kind of power this new
crimnal offense will have in dealing with what are
essentially now regul atory offenses and trying to get
drug conpanies to clean up their act.

Because as ny testinony tal ks about,
there's a lot of cases where the FDA is working with
manufacturers in this country who have problens with
adulteration and they want to nove them al ong.

Wl|l this gives thema really huge stick
to nove themalong in a way that it mght be that the
fact that it's a newcrimnal offense, that it's
consi dered, you know, a nore strict regulatory
of fense under the guideline that covers the
regul atory offense is better than treating it as
t anperi ng where sonebody is deliberately replacing
nor phine for an elderly patient with sodi um
chloride —

COW SSI ONER WROBLEWBKI @ Ri ght, but —
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M5. BARRETT: —whi ch is tanpering.

COW SSI ONER WROBLEWBKI :  Right. But et
me, | think that the elenments of this crine are
knowi ngly and intentionally adulterating drugs such
that there's a reasonabl e probability of causing
seri ous adverse heal th consequences.

That's a little bit nore than "a

regulatory,”™ don't you think?

M5. BARRETT: | think —but the exanpl es
that they're using, | nmean there was a case where
there is a —I think close to being a prosecution of

getting sone | everage for a conpany that is nore —the
adul teration m ght be "knowi ng" but the risk —that's
the part, the risk may not be knowi ng is the thing.
I''mnot sure what that "such that,"” |I'm
not sure about the interpretation of the "such that"
and I'mnot conceding one way or the other for
defense lawyers, but | think it's a problem
CHAIR SARIS: But it's not part of
what you're tal king about today, is that right?
You' re not here to oppose the reference to —

M5. BARRETT: W suggested that the
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reference go to the regulatory offense, and start out
low. If it needs adjustnent, adjust it. Oherwise —
if it's tanpering, if it's true tanpering, then they
can prosecute it as tanpering.

VICE CHAIR JACKSON: |'mgoing back to
mlitary goods because | see a policy —I'mstill
fascinated by the governnent's interest in the
[imtation on the option —

CHAIR SARIS: At 3:30 in the
afternoon —

(Laughter.)

VI CE CHAIR JACKSON: |'m fascinated.
MR LYNCH I'Il do ny best.
VICE CHAIR JACKSON: | amjust wondering

whet her, even though this doesn't seemto be totally
captured by the | egislation because, granted,
Congress put in, you know, counterfeit mlitary goods
and serves, and they used mal efacti on and functi on,
sothey limted it to sone degree.

| could see a policy argunent that woul d
be nmade along the |ines of selling counterfeit goods

tothe mlitary is a problem You know, so even if
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it's a faulty extension cord that's likely to burst
into flames, you know, that we could treat that
differently as a matter of punishnment when it is sold
toamlitary base than what it's, you know, just in
t he regul ar chain of commerce.

And that woul d support an option, whatever
it is, 2, just "counterfeit mlitary goods and
services." And |I'mjust wondering if you have any —
and, by the way, that would be easier, | would think,
to apply at sentencing fromthe practical standpoint.
Because |'m now worried about the court trying to
tease out the use, malfunction, and failure of which,
and thinking does it have to be airplane circuitry,
or could it be a faulty extension cord? And why
woul dn't we just say counterfeit mlitary goods and
servi ces?

MR LYNCH Rght. And | think it
reflects a trying to figure out how we are going to
take this huge market for mlitary goods and
services, which is going to include, you know, toner,
and paper, and things that will go into operating the

governnent, or operating the mlitary.
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And some of that —and you can't really
define it based upon what type of thing it is. It
could be a netal sprocket, and if the nmetal sprocket
is intended to go in a laser printer, and it's just
cranki ng the paper out, it's probably not going to be
an inportant thing.

If that netal sprocket goes into the
m ddl e of an airplane engine, it's a conpletely
different situation even though to sone extent they
are both defined as part nunber XP843, neta
sprocket, and mlitary specification.

And so | think in our thinking about this,
we are trying to make sure that, you know, we're not
over-penalizing this; that is somebody happens to buy
sonet hing, you know, that was defined and is marketed
tothe mlitary, that's a serious —I don't want to
understate, but that's still sonething serious —but |
do think that we should make sure that we reserve the
hi gher penalties for a situation in which the product
is really going to cause sonme harm

And | understand Conm ssioner Friedrich's

guestion about exactly how we define that harm and |
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will try to get as nuch information as | can to the
Conmm ssion, if there is any additional information on
t hat .

But however we define that harm | think
agree that there is this other policy argunent that
you can say just in the mlitary, but wthout wanting
to sound too soft onit, | think we're trying to nmake
sure that this applies reasonably so that we
differenti ate between, you know, selling sprockets
that are going to go in airplane parts and are
defined as a certain mlitary specification, and that
peopl e are relying on, versus sonething that may be a
nore commerci al good and rmay be not put into that
kind of mssion-critical state.

CHAIR SARIS: Wat does this do for
t he knock-off good? | once had a case where there
was a —it was supposed to be a Sun Mcrosoft chip,
but it was a knockoff, which was by all the evidence
equal ly as good but it was counterfeit.

So would this, if youlimt it to the
"caused significant bodily harm" but it was the

exact same product, just a knockoff, that this
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woul dn't apply, right?

MR LYNCH Well the statute, you know, we
coul d prove per the statute that there would be an
extra enhancenent that | think we're | ooking for

CHAIR SARIS: Right. You' re not
| ooking for the bunp-up for the one that's the
equivalent, but it's a counterfeit.

MR LYNCH Well, you know, sometines with
t hese knock-offs it can be very difficult to tell
It can be very difficult to tell the difference, and
on an integrated chip it can —a snmall change coul d
nmean the difference between having a vulnerability
that could be exploited by an adversary and —

CHAIR SARIS: No, | get that. But it
woul d make this distinction, which is exactly her
poi nt .

MR LYNCH Right.

CHAIR SARIS: Anything else? | have
to finish early, but we are finishing early.
Anyt hi ng, Judge H nojosa? W've got 15 mnutes to
expl ore.

COMM SSI ONER H NQJOSA (By Video): No.
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CHAIR SARIS: Al right, so | think
we will take an early break. Now if the folks are
here fromthe Tax Departnment, we will get going at
quarter to 4:00. But otherwise, we will just have to
wait until 4:00 o' cl ock.

(Whereupon, a recess is taken.)

CHAIR SARIS: CQur |ast panel of the
day, welcone to all of you. This is on Tax,
appropriately for this tine of year. Yes, we're in
the right order. Kathyrn Keneally is the assistant
attorney general for the Tax Division. Previously
she was a partner at Ful bright & Jaworski. She
received a B.S. fromCornell University, a J.D. from
Fordham and an LLMin Taxation from New York
Uni versity School of Law. Wl cone.

Next is not Edward Cronin.

(Laughter.)

CHAIR SARIS: Instead, filling in
graciously is Rebecca Sparkman, director of
operations, policy, and support, Cimnal
| nvestigation Dvision, Internal Revenue Service.

Ms. Sparkman currently serves as director of
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operations, policy, and support in the Crimnal
| nvestigation Division of the IRS. In this role, she
is responsi ble for providing policy, support, and
gui dance to the Grimnal Investigation's 25 field
of fices nationwide. Thank you. And | understand you
have prepared quickly to deal with this energency
situation, so thank you for com ng.

Davi d Debol d, who we've introduced before.

Teresa Brantl ey, who | have seen smling
fromthe back of the room

For those who weren't in here, chair of
the Practitioners Advisory Goup. This is his third
panel. | amjust inpressed that he's still sitting
up straight.

(Laughter.)

CHAIR SARIS: M. Brantley is the
chief of the Comm ssion's Probation Oficers Advisory
G oup, or POAG in contrast to PAG if you follow
these initials. She is a supervisory U S. probation
officer in the Presentence Unit of the Central
District of California, and has worked for U. S

Probation for over 12 years. Previously she served
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as a practicing civil law attorney and a

manuf acturing engineer. And I always | ook forward to
the down-to-earth questions she asks like: So how
are we going to do this?

(Laughter.)

CHAIR SARIS: Help us here.

And then M. Richard Al bert is a principal
of Morvillo, Abranowitz, Gand, lason & Anello, where
he concentrates on white collar crimnal and
regulatory matters and conplex civil litigation and
arbitration. He was a crimnal prosecutor in the
US Attorney's Ofice for the Southern District of
New York —the District —and he is a graduate of
Harvard Law and Warton School at Penn

So welconme to all of you. | think nost of
you were not sitting here earlier, except for M.
Debold, so let nme just say the red Iight goes after
about 10 mnutes. You have the green light on for
the 10 mnutes, then there's a yell ow warni ng, and
then the red, and then the hook. So we want to mnake
sure there's enough tine for QAs, and we' ve been

asking questions so we want to nmake sure there's tine
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for that.

Ms. Keneally.

M5. KENEALLY: Is this on? Judge Saris
and nenbers of the Conm ssion:

Thank you for the opportunity to share the
views of the Departnent of Justice on the
Conm ssi on's proposed Anendnent Four regarding the
proper cal cul ations of tax |oss under the sentencing
gui del i nes.

Prior to becom ng the assistant attorney
general of the Tax Division, | represented taxpayers
in both civil and crimnal tax matters, and | was a
nmenber of the Comm ssion's Practitioners Advisory
G oup.

| very nmuch appreciate the Conm ssion's
commtnment to soliciting input frompractitioners and
the tax enforcenment community in this particul ar
issue. This dialogue can only inprove our shared
goal of seeking the fair and uniform adm nistration
of justice.

On March 8th, the Departnment submtted a

| etter discussing our views on the proposed Arendnent
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Four to the commentary to section 2T1.1 of the
guidelines. Today | will take a few nonents to
hi ghl i ght our perspective on the inpact of the
proposed options on fair and effective crimnal tax
enf or cenment .

The synopsis of the proposed Anendnent
Four states that it is addressed to a circuit court
conflict over whether a sentencing court, in
calculating the tax loss in a tax case, nmay subtract
t he uncl ai mred deductions that the defendant
legitimately could have clainmed if he or she had
filed an accurate return.

Three options are set forth for coment.

Option 1 would require the determ nation
of tax loss to include an all owance for unclai nmed
deductions. This is not the lawin any circuit.

Option 2 woul d precl ude deductions that

were not clainmed at the tine of the offense. As the

Conmi ssi on recogni zed, Option 2 reflects the majority

view and reflects the lawin six of the eight circuit
courts of appeals that have considered the issue.

Option 3 woul d prohibit unclai med
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deductions unl ess the defendant denonstrates by

cont enpor aneous docunentation that the defendant was
entitled to the credit deduction exenption. Option 3
resenbles but is different fromthe approaches
adopted by the Second and Tenth G rcuits.

The Departnent urges the Comm ssion to
adopt Option 2 and to reject Option One and Option 3.

Current definition of "tax |oss" has been
part of the guidelines for 20 years. "Tax |o0ss"
under the guidelines is distinct froma "tax
deficiency"” in a civil tax case, or an order of
restitution, which I will discuss shortly.

Tax | oss, by definition, should address
the entirety of the harmintended by the defendant,

i ncluding for exanple the harm caused by conceal nent
t hrough omtting certain deductions.

Fundanentally, to allow the defendant to
rai se uncl ai nred deductions as part of tax |oss
calculation will inappropriately turn sentencing
hearings into the equivalent of tax exam nations.

Pl ease all ow ne to enphasize: At issue

here are potential deductions that the defendant did
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not include on an original return, a return that has
been proven fal se through crimnal prosecution, a
subsequent attenpt to figure out what tax positions
t he defendant woul d have taken had the defendant
filed an honest return, and a determnation as to
whet her there is both a factual basis and | egal
support for the previously unclai med deducti ons.

The Tax Division has extensive experience
with attenpts by defendants seeking the benefit of
uncl ai med deductions at sentencing hearings. Qur
letter contains illustrations of cases in which
def endants have asked the court to speculate as to
whet her investors in a tax scam woul d have cl ai ned
unreported | osses and received capital |oss
treatnent, whether a defendant who did not report
i nconme fromone business would, if given a do-over,
have real |l ocated the unreported i ncone and expenses
across nultiple businesses, and whether doing so was
the proper tax treatnent; and whether a defendant
with a secret Sw ss bank account should obtain the
benefit of an unclai med deduction for a charitable

donation of property, the valuation of which turned
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on the application of state |aw and capital gains
rul es.

W submt these are not the types of
determ nati ons we shoul d require our sentencing
courts to nake.

Further, both Options 1 and 3 would accord
crimnal defendants who have either pled to or been
found guilty of tax crimes greater rights than
t axpayers who are nerely subject to exam nations by
the I nternal Revenue Service.

In civil tax exam nations, the taxpayer
bears the burden of claimng and substantiating
deductions, and the IRS determ nations are accorded a
presunption of correctness, fundanental principles
that are not incorporated into Options 1 or 3.

Al so, the very specul ative nature of
det erm ni ng whet her a defendant would —what a
def endant woul d have done had the defendant filed an
honest return opens the door to contentions that have
been rejected in crimnal cases.

For exanpl e, when the existence of a tax

deficiency is an elenent of a crimnal tax charge,
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courts have rejected assertions by defendants that
subsequent events such as a retroactive election or a
| oss carryback shoul d reduce the deficiency.

The probl em of fundanental fairness is not
solved by Iimting the all owance of uncl ai ned
deductions either to those that relate to the offense
or by requiring contenporaneous docunentati on.

Most often, the decision by the defendant
not to take certain deductions is part of the
crimnal schene. To take the deductions would revea
the related tax offense, and the om ssion of the
deduction is itself an act of crimnal conceal nent.

Al so, the deductions thenselves may rel ate
to other uncharged tax crinmes. For exanple, a
def endant who has uncl ai ned deductions for cash
payrol |l or supplies bought with cash was |ikely
facilitating federal and state tax evasion by off-

t he- books enpl oyees and suppliers.

Finally, there are three distinct concepts
in tax enforcenent that should not be conflated: a
tax deficiency, tax |oss under the sentencing

gui delines, and restitution.
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The I RS may collect only what it can
establish to be the tax deficiency. 1In doing so, the
IRS will consider, and courts will review, whether
deductions nmay be properly taken.

"Tax | oss" as defined by the guidelines
enconpasses the total amount of the | oss that was the
obj ect of the offense, which the majority of our
courts have concl uded neans the | oss intended by the
false return that was filed, not the tax deficiency
that woul d have resulted froman honest return that
was never intended to be filed.

The concept of tax |oss provides a
nmeasurenent for the seriousness of the intended
crimnal conduct for those cases that are within the
heartland of tax crines to accord justice and to
foster deterrence.

An order of restitution falls between
t hese two concepts. It is intended to provide the
RS a tool through the sentencing process to aid in
the collection of a tax deficiency.

Like a tax deficiency, it is intended to

allow for the collection of not nore than the tax
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due. Although a restitution order may be part of the
sentenci ng proceeding, it need not be.

Wil e the conputation of tax |oss
fundanental | y nust precede sentencing in the crimnal
case, a restitution hearing may be deferred until
after the sentencing and the inposition of a
restitution order may be declined in its entirety
when a determnation of the potential tax liability
woul d unduly conplicate or prolong the sentencing
pr ocess.

Mor eover, neither the tax | oss conputation
nor a restitution order alters the ability of the IRS
subsequently to nmake a separate determ nation of the
actual tax deficiency.

Each of the concepts of tax deficiency,
tax |l oss under the guidelines, and the restitution
serves a different purpose and as a result a
determ nation of each may vary one fromthe other.

In sum the Departnent submts that the
majority position as set out in Qption Two currently
best reflects fundanental principles of tax

enforcenent, neets the sentencing guidelines' goals
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of measuring harmby tax | oss, and serves justice and
j udi ci al econony.

Thank you again for the opportunity to
provide the Departnent's perspective on this issue,
and | look forward to answering any questions that
you may have.

CHAIR SARI'S: Thank you.

M5. SPARKMAN:  Judge Saris, and nenbers of
t he Conm ssi on:

My nanme i s Rebecca Sparkman and | serve as
the director of operations, policy, and support,

I nternal Revenue Service, Orimnal Investigation,

| appreciate the opportunity to appear
before you today to discuss the Conm ssion's proposed
Amendnent Four to the sentencing guidelines regarding
t he inclusion of previously unclaimed deductions in
tax | oss.

I am here today on behalf of Ed Cronin,

di vi sion counsel and associ ate chi ef counsel,
Crimnal Tax, who was unable to attend for nedical
pur poses.

Over the past 25 years, | have held
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nunerous positions within IRS CGrimnal Investigation,
i ncluding that of special agent, supervisory special

agent, and special agent in charge of the Washi ngton,
DC, Field Ofice. Prior to ny selection as director

of operations, policy, and support in 2012, | held

ot her executive positions.

In nmy current position, | amresponsible
for providing policy and support and gui dance to
Crimnal Investigation's 25 field offices
nati onw de.

IRS Crimnal Investigation works cl osely
with the Departnent of Justice and U S. Attorney's
of fices around the country to bring crimnal tax
offenders to justice. Cimnal tax enforcenent is a
cruci al conponent of the IRS s overall effort to
encour age voluntary conpliance.

Fromthe perspective of the IRS, allow ng
convicted tax offenders to introduce previously
uncl ai med deductions at sentencing woul d under m ne
the governnment's efforts to deter unlawful tax
evaders.

As the Sentenci ng Conm ssion has
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recogni zed, voluntary conpliance with the tax |aws
requi res neani ngful punishnent for those who
wllfully evade their tax obligations.

As noted in the Conm ssion's proposal, the
majority of circuit courts that have addressed the
i ssue have held that a defendant cannot reduce the
tax | oss at sentencing by asserting previously
uncl ai med deductions. The follow ng reasons
illustrate why the IRS agrees with the majority
posi tion.

First, under the guidelines the purpose of
determning tax loss is to neasure the gravity of the
of fense, not to calcul ate the amount of the
defendant's civil tax liability.

The difference between crimnal and tax
cases is underscored by the fact that |ate paynent of
taxes reduces civil tax liability but has no effect
on a defendant's crimnal liability.

Al so, the anmount of tax loss for
sent enci ng purposes may be different fromthe anount
of restitution that is ordered, because the purpose

of restitution is to repay the taxes owed to the IRS
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as aresult of the crime, not to determne the
gravity of the offense.

Second, in many cases a defendant's
deci sion not to clai mdeductions on the original
return is an integral part of the crine. An exanple
provi ded by the Conm ssion, a business owner who
under-reports gross recei pts and pays enpl oyees in
cash under the table, would |ikely choose not to
deduct those cash paynents because doing so m ght
reveal his or her unreported incone.

In such a context, the decision to file a
return that did not claimdeductions for cash
paynents woul d be an essential step in the crimna
schene, and it would be unjust to allow the defendant
to redo the crinme at sentencing.

The inplications of such a re-do of the

crime after the fact may be far-reaching. The

def endant woul d effectively be sentenced on the basis

of a newreturn, and thus escape the full

consequences of the return he or she originally chose

to fraudulently file.

Anot her inportant consideration | would
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like to enphasize is that the IRS is often unable to
determne the full extent of a crimnal defendant's
unreported i ncone, particularly where cash paynents
and other forns of conceal nent have been used.

Reducing the tax loss figure by previously
uncl ai med deductions w thout know ng the full anount
of unreported incone would likely result in a
sentence that did not adequately reflect the
seriousness of the crine.

In addition, allow ng previously unclai ned
deductions to reduce tax | oss would potentially
provide a benefit for defendants who waited until
sentencing to expose previously unknown cri m nal
conduct .

In the exanpl e provided by the Conmm ssi on,
had the governnment been aware of the cash paynents
and doubl e set of books, the investigation may have
pur sued nunerous ot her violations such as charges
based on the subm ssion of false enployer's quarterly
federal tax returns, forns 941, to the IRS; as well
as the issuance of fal se wage and tax statenents,

forme W2 to enpl oyees.
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Mor eover, the defendant's cash paynents
m ght have facilitated under-reporting by the
enpl oyees or vendors. Al low ng the defendant to
mtigate the gravity of the of fense w thout
si mul t aneousl y addressing these potential uncharged
violations could provide a windfall to the defendant
and underm ne the goal of deterrence.

For these reasons, the IRS strongly
opposes the mnority position as reflected in both
Options 1 and 3. In practice, the application
of either Option 1 or 3 would | ead convicted tax
evaders to introduce evidence in court such as
records of under-the-table cash paynents to
enpl oyees, and a doubl e set of books in order to
reduce their exposure to prison tine.

Al l owi ng such evidence to result in nore
| eni ent sentences would mnimze the seriousness of
this type of conduct and reward convicted defendants
for affirmative acts of conceal nent and conprom se
t he sentenci ng gui delines' fundanental goal of
deterrence.

W therefore strongly urge the Conm ssion
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toreject Options 1 and 3 and to adopt Option 2.

Thank you again for your consideration.

CHAIR SARI'S: Thank you.

MR DEBOLD: Thank you, Judge Saris, and
nmenbers of the Comm ssion:

The PAG approaches this question that was
put out for comment by the Sentencing Comm ssion with
two general principles in mnd, which we agree with,
and | think we agree with a nunber of people at the
table on this.

One is that whatever the Conmm ssion does,
it should not overly conplicate the sentencing
process, including obviously in the tax cases that
we're looking at here. And | think that is a nmajor
theme that we sawin POAG s letter.

The second principle that | think the
Conm ssi on should be very mndful of is the need for
the pronotion of like treatnment of |ike offenses, a
proportionality between people who conmt offenses
and consistency in the treatnent of offenses that are
the sanme, and different treatnment for offenses that

are different.
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As to the first issue, which is the
conplication issue, we already have a weal th of
experience under 2Bl.1, which we have tal ked about a
| ot today, about the need for judges to consider
whet her or not the cal culation of a | oss anount, or
credits against a loss, will unduly conplicate the
sent enci ng proceedi ng.

VW have no objection whatsoever to putting
extendi ng that guidance to the Tax guideline, if
there is any doubt about the fact that when a court
does what it is supposed to be doing in cal culating
the tax loss it need not go through an extrenely
conpl i cated process and conme up with a precise
nunber, which is a phrase that | see a lot in the
letters that the IRS and the Division presented to
t he Conm ssi on.

The second thing that occurred to ne,

t hough, when | was thinking about this conplication
of the process was that the Second Grcuit has had
the rule that we are advocating, or very close to
that rule —they have the option that has sone

[imtations on it —for a nunber of years. And |
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woul d have expected to have heard of cases in the
Second Circuit where courts were basically forced on
a death march through a | ong sentencing proceeding in
order to deal wi th unclainmed deductions. But |'m not
hearing of that happening.

| see sone exanples that are cited in the
letter fromthe Tax Division, but | don't see those
as presenting the huge problemthat we are hearing
about .

The third thing in terns of conplicating
the proceedings is a very inportant one, which we
mention in our letter, and which is also nentioned in
t he governnment's subm ssions, and that is that the
rules for restitution in tax cases have recently
changed.

Under a statute that was enacted in 2010,
after every single one of the other circuits that has
gone in the other direction on this issue, a
sentenci ng judge does need to consider what the
amount of tax due and owing is as part of the
restitution determnation. And a defendant just

def end agai nst that, because when a judge makes t hat
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restitution determnation as a condition of

supervi sed rel ease, for exanple, that is binding on
the defendant. He may not challenge it at any future
pr oceedi ng.

So courts already are going to have to be
| ooki ng at these issues of what is the anount of tax
that is due and owing? And the subset of it that
we're | ooking at here, which is unclained deductions
and whet her the person who is paying tax for
restitution purposes woul d have had these uncl ai nmed
deductions available to him

So | don't see the conplication issue as
bei ng one that we need to worry about. The thing
that is nost of concern to us is the second principle
| mentioned, which is the need to nake sure that we
are consistent in treatnment of different tax cases,
and in treatnent of tax cases in conparison to cases
under ot her guideli nes.

Let nme give you an exanple. Suppose a
def endant owes $20,000 in income froma side project
that he has that has no associ ated expenses, and he

sinply fails to report the $20,000 in extra incorme.

336



10

11

12

13

14

15

16

17

18

19

20

21

22

23

That would be the tax loss in that case.

Take a second defendant who hinself has
$100, 000 in extra inconme, but he incurs $90,000 in
expenses because he's running a legitimte business
with legitimate expenses, and so his net incone is
$10, 000.

Wi ch of those two defendants is nore
cul pable? | think you can make a strong ar gunent
that the first one who gains a $20, 000 reduction in
his taxable income, and then of course obviously does
not pay the tax on that, is the one who has commtted
t he nore serious offense.

But under the approach advocated by the
governnent, the second defendant woul d be given a
$100, 000 tax loss figure, or 28 percent of that
figure for the tax itself.

There is no rational basis for
di stingui shing between the two if you can get beyond
t he conplication of sentencing proceedi ngs and proof
issues that 1've tal ked about already and we'll talk
about it again in just a mnute.

Also, if you conpare it to how we treat
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cases under 2Bl1.1, we take a net approach to |oss.
Whien we have sonebody selling stock that is worth 20
percent of what he clains the stock to be, we do not
call the loss the total face value of the stock that
is sold. W take into account what the stock is
really worth. W do a net |oss approach

In bribery cases, under 2Cl.1, Application
Note 2 —or, I"msorry, Application Note 3, when
sonebody obtains a contract through bribery and the
contract nets them or grosses them $150,000 in
i nconme, the guideline specifically says that if there
wer e expenses associated with that contract and the
net profit were, for exanple, only $20, 000, that
woul d be the loss, or that would be the val ue
obtained in that case for purposes of the table
dealing with the neasure of the financial val ue of
the crinme.

W take a net approach in other areas; we
see no reason not to take a net approach here.

W al so give credit for unclained
deductions in failure-to-file cases. There was a

specific note in 2T1.1 that says in a failure-to-file
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case —obviously there's no return to | ook at, so we
have to figure out what is the tax due and ow ng.
And when we do that, we |ook at what the deductions
were that the person could have clainmed, and a

cal cul ation goes into effect.

Wiy should we treat sonebody who files no
tax return at all as a | ess serious offender than
sonebody who files a tax return and cl ains they have
no i ncone? They could be in exactly the sane

position, yet the second person would have a nuch

hi gher tax l|oss figure because we wouldn't allow them

to get credit for unclainmed deductions.

Now we do agree that there are situations
where the Conmm ssion may want to be careful in terns
of what it allow people to do.

For exanple, we do not oppose sort of a
backstop to prevent people from engaging in 20/ 20
hi ndsi ght, basically | ooking back and saying, oh, if
| had taken ny depreciation in this way rather than
i n another way, based on how things have devel oped
over the subsequent years, | could have had a | ower

tax. W don't have a problemw th a rule that
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prevents people frombasically getting to the result
purely through 20/ 20 hindsi ght.

W al so don't oppose a situation where
sonebody is prevented fromsaying, oh, well, if | had
taken the income in year one when | paid ny taxes,
instead of in year two when | didn't pay ny taxes —
and that's the tax year that the IRS is | ooking
at —we agree that there should be ways to avoid
peopl e from mani pul ati ng the systemto sonehow create
a nontax situation in years where they conmtted a
tax of f ense.

But those are in the details, things that
need to be addressed and | ooked at. W have sone
concerns with how t he Conm ssion proposes in one of
the options to limt those things.

The cont enpor aneous docunent ati on
requi renent to us would be an uncl ear requirenent.

It would be one that you m ght want to include anong
factors for the court to consider and whether or not

it is acredible or reliable unclained deduction, but
we don't think that you should set up a rule that

says that the docunentation had to exist at the tine
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of the offense.

For exanpl e, you may have sonebody who in
years one and two properly filed their taxes and had
a cont enpor aneous docunentation for those years, and
then in years three and four they stopped recording
t he i ncome and stopped obvi ously deducting the
expenses.

What woul d t he cont enpor aneous
docunentation rule say in that case, since it's not
really contenporaneous, it's fromthe prior years,
but they could show that they did indeed have
| egiti mate expenses?

What woul d you do in a case where it was
reversed? In the first two years they failed to
report the incone and failed to take the deducti ons.
But in years three and four, before the I RS caught
on, they actually did start reporting the incone and
did have legitimate expenses, which they reported.

I think both of those cases are exanpl es
where you have credi bl e evidence, reliable evidence,
of what their unclai ned deductions m ght be.

What about a case where you have an
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enpl oyee who can testify that there were legitinmate
expenses to the business, but that they did not

mai ntain the records? And you know it's the type of
busi ness where they had to have |l egitimte expenses.

A court should |l ook at that as an issue of
t he weight of the evidence and credibility, not as an
either/or proposition of it's not contenporaneous Sso
we have to ignore it, or it is contenporaneous SO we
have to consider it. So we oppose that kind of a
[imtation.

In terms of how the systemthat we're
advocating relates to what the guidelines ask you to
account for, what is the actual tax loss, or what is
the intended tax loss? And you take the higher of
t he two.

Qur approach | ooks at what the actual tax
loss is. Wen a person evades incone tax, or files a
false return, they are not intending to cause a | oss
to the governnent that is greater than the inconme
m nus the expenses. They are intending to pay as
little tax as possible, which just about everybody

intends to do; it's just that the people in tax cases
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do it in an unlawful manner

So why should we say that their intended
| oss to the governnent is sonehow greater than what
they woul d have paid had they filed a proper tax
return? But that is the position that the governnment
is taking here, and it is the position that we
oppose.

In terms of "intended loss,” it is the
sane analysis. Nobody intends to pay nore than their
actual taxes due and owing. And the approach that we
advocate only requires themto pay what tax woul d
have been due and owi ng had they filed a | awful tax
return. That is why we support the option that gives
the courts the ability to consider that type of
evi dence.

Thank you.

CHAIR SARI'S: Thank you.

M5. BRANTLEY: (Good afternoon, and thank
you again for the opportunity to provide to you
coments that came fromthe Probation Oficers
Advi sory G oup, and in turn fromthe districts that

t hey each serve.
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My comments are really very brief. W
asked only that we could conme here and address you to
be able to tell you the two things that cane out,
nostly the two thenes that came out in our comments.

Turning the sentencing process, or at
| east the guideline conputation process, into
sonet hi ng burdensone and cunbersone is a thene you
have already heard. And really the only thing | want
to add to that is the idea that when we see these
cases, it was our collective experience that we don't
see these cases happening in one year. They may be
only charged in one year, but relevant conduct brings
in the kind of tax evasion for nultiple years.

And so we | ooked at this as being a
problemin terns of if we had to go back and re-do
the taxes and figure out what their actual tax
liability woul d have been, we faced the prospect of
doing it in nmultiple years with differing tax rules
and regul ations fromone year to the next.

And so in addition to nmaking it a
cunber sone process and asking the court and probation

officers to becone experts in taxes, which we don't

344



10

11

12

13

14

15

16

17

18

19

20

21

22

23

advocate, we would have this additional problem of
mul tiple years and differing kinds of regul ations.

The other thene that cane out was the idea
that at |least under 2B1.1 in theft and fraud of f enses
there's this idea that a defendant cannot reduce his
or her loss by paying back nonies after the offense
has been det ect ed.

And so there was this idea fromthe
probation officers collective that thought that going
back and re-doing a tax return to reduce the
l[iability sort of had that kind of an effect. And in
that way we mght be treating offenders fromthose
two guidelines a little bit differently.

W al so recogni ze, finally, the idea that
adopting Option 2, which is what we advocate, could
al so have a disparate effect on those who failed to
file areturn. W thought that the people who failed
to file areturn, simlarly to M. Debold s comrent
just now, could be disproportionate.

Wiat we recommended is this idea that
maybe an application note be included to acknow edge

that. And we do have sone basis for that in the
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2B1.1 guideline where there is an application note
that tal ks about departure issues for things to
consider for upward departure. And there is also one
for downward departure.

So we mght carry over that kind of
| anguage to acknow edge that using a flat, whatever
they filed, whatever the four corners of their
docunent was at the tine they commtted the offense,
that that m ght create a higher [oss than intended
for failure to file situations, and that m ght be
sonething for the court to consider for departure
pur poses.

Short and sweet. This is mainly the
comment that drew the nost response fromofficers, as
wel |, which is another reason we're afraid that we
m ght start entering into an area where we are sort
of on this nice edge here where we mght take a
process that generally is working and create a
problemthat isn't intended.

Thank you, very much

CHAIR SARI'S: Thank you.

MR ALBERT: Thank you, Judge Saris, and
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nmenbers of the Comm ssion.

On behal f of the New York Council of
Def ense Lawyers, | appreciate the opportunity to
testify before you here today.

W respectfully submt that a categorica
rul e excl udi ng uncl ai mred deductions fromthe
conput ati on of tax |oss where those deductions are
legitimate and supported by rel evant evi dence
undermnes the credibility of section 2T1.1 of the
gui del i nes and, by extension, the guidelines
general ly.

First, ignoring applicable deductions and
other offsets is sinply not conputing tax |loss. As
anyone who actually deals in the world of tax cases,
from prosecutors, to defense counsels, to I RS agents,
to the defendants thensel ves, understands the concept
of tax |oss.

It is contrary to the way practitioners on
the ground are addressing tax |oss on a daily basis.
Now perhaps ny view of this is alittle bit skewed
because | practice nostly in the Second Grcuit where

we function under that rule.
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And just in response to sone of the
coments that have been made, it's not like all hell
is breaking loose in the Second Grcuit. W have
been functioning under this rule for quite a | ong
tinme, and the IRS agents | amdealing with cone from
all over the country. And an IRS agent |ooking at a
case doesn't ignore basic, straightforward | osses,
deductions, offsets, on a daily basis. That's just
not the way it's normally happeni ng.

Il will get toin a mnute how I think
there is alittle bit of a break between what the
circuit courts are seeing and what is actually
happeni ng on a day-to-day basis in actual
practi ce.

Further, ignoring deductions is contrary
to the basic notion that the severity of the crine
depends on the nmagnitude of the inpact on the
Treasury. That is just a core concept very
fundanental to tax offenses.

A rule requiring that deductions be
ignored is contrary to the basic logic and spirit of

section 2T1.1 which in a variety of ways sprinkled
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t hr oughout the application notes, is directed toward
reasonably approximating the actual tax |oss. W
address this in nore detail in our witten

subm ssion, but it is throughout the application
notes to 2T1.1 as it stands.

A categorical rule against considering
deductions al so overstates the severity of the
crimnal conduct at issue. And finally, it treats,
as M. Debold said, it treats different cases alike
for sentencing purposes, which by its nature tends to
result in unfair sentences.

Now the unfairness of this rule is
illustrated in a very sinple hypothetical that's a
little bit repetitive, but I'mjust going to wal k
t hrough it again.

Take a defendant who has a regul ar job.

He also has a little business operating a hot dog
stand on the side. H's hot dog stand has an annual
gross revenue of $100,000. But of course he's got
expenses in operating it. He has the cost of the hot
dogs. He's got the cost of the buns. He's got wages

for an enpl oyee who's operating it when he's not
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there. He's got total expenses of $60, 000 annually,
and he keeps detailed receipts. W see this in the
cases.

He files his tax return, but he omts his
incone, and of course he omts his expenses fromthe
hot dog stand. Now if you assune a 30 percent tax
rate, a rule that refuses to consider his basic
deductions for cost of goods sold and wages woul d
calculate the tax | oss at $30, 000, just |ooking at
t he $100, 000 gross revenue, even though the real tax
loss in the case is obviously $12,000. That's the
di fference between a guidelines offense |evel of 12
and an offense | evel of 10 which, assum ng no
crimnal history, is the difference between a
guidelines range in Zone C that would require
i mprisonment and one in Zone B that woul dn't.

There is just no justification for
treating that case as if there's a tax |oss of
$30, 000. What we're tal king about, and what you see
when you | ook at the cases in this area, really is
that the concern is the strength of the evidence of

t he deducti ons.

350



10

11

12

13

14

15

16

17

18

19

20

21

22

23

That is an issue that courts are used to
dealing with. They know how to deal with, and they
can deal with. And to inpose a rule that we just
across-the-board categorically don't consider
deducti ons, exenptions, |losses, is throw ng the baby
out with the bathwater by worrying about the case
where soneone is going to be fabricating deductions
and there's going to be sonme specul ation, and
requiring injustice to be done when the anount is
reasonabl y obtai nabl e and the deductions are clearly
there, as in the hot dog stand exanpl e.

And this factual scenario is sonething
that we see. A nunber of people have nentioned that
you are going to expect soneone not to include the
deductions when they don't want to include an entire
category of activity. They want to hide the category
of activity fromthe IRS, so they don't include the
deductions in their tax return.

Ckay, so they've commtted a crinme. But
what's the nmagnitude of the crinme? That's what tax
loss is about. So we're not saying that they shoul d

get a nedal for filing a false tax return. The
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question is, should we treat the inconme as $100, 000?
O should we treat it as what it really is in the
exanpl e | just gave, of $40, 000?

You see an exanple of this in the Seventh
Crcuit case, Psihos, which is a 2012 deci si on where
t he defendant was a restaurant owner who had
unreported incone, and at sentencing he attacked the
tax | oss conputation for ignoring deductible
expenses, including amounts he said that he paid to
DJs, and anounts he paid in cash wages, et cetera.
And even in that case where the Seventh Crcuit was
purporting to apply the categorical rule against
consi dering uncl ai mred deductions, the court noted
with approval that both the district court and the
governnent in their |oss cal cul ation had al ready
gi ven the defendant credit for cash payouts that had
been |isted on envel opes. There was evidence in the
record that the cash payouts every day were witten
down on an envel ope, and those were credited.

That is, even in the Seventh Crcuit
credit was given, as it should have been, as logic

dictates it should be, when the evidence was cl ear
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and the court and the governnent in that situation
were satisfied with it.

Now i n that case, the court rejected
clains for additional deductions because there just
wasn't evidence substantiating it. This tous is a
very reasonabl e way to approach the cases. And
think that Psihos illustrates that even in circuits
that purport to apply the categorical rule against
| ooki ng at uncl ai mred deductions, the |ogical pull of
doi ng so when you're cal cul ati ng sonet hing cal |l ed tax
loss is very hard to resist.

In the experience of the nmenbers of the
NYCDL, this fair and | ogical approach to consider
uncl ai med deductions when they are legitimate and
they are proven is consistent wth the prevailing
actual practice on the ground anbng gover nnment
investigators, prosecutors, and defense counsel, and
the district courts in | ooking at tax | oss.

Now | would like to give you anot her
exanple. In the recent rash of offshore bank account
cases that are being processed through the crim nal

justice systemand the IRS, the primary evidence of
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inconme, it's typically income in the offshore
account, is the bank statenments for the offshore
account. And in these cases, if you had a
categorical rule against deductions and offsets, you
woul d be directing courts to accept the incone in

t hose bank statenents, but to ignore on the face of
t he sane bank statenents, ignore |osses, investnent
expenses, foreign tax credits that appear right in
bl ack and white in the sane bank statenents.

No decent first-year accountant or IRS
agent woul d ignore those patently valid offsets. But
that's what the rule that is being urged here woul d
requi re be done.

Again, it is an issue of the strength of
t he evidence, the categorical rule that you have to
put blinders on to obvious facts that go to the
gravity of the offense, just doesn't make a | ot of
sense.

Briefly, a comment on anendnent, Option 3,

whi ch woul d al | ow uncl ai ned deducti ons to be

consi dered only when substantiated by contenporaneous

docunentary evi dence.
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W think, as counsel previously stated,
that rule poses a real risk of unfairness where there
is other evidence, like a clear track record of
claimng certain specific identified deductions in
ot her tax years —not contenporaneous but other tax
years, before or after —mght well denonstrate that
t hese uncl ai med deductions are |egitinate.

Courts are nore than capabl e of eval uating
t he strength of evidence of unclai nmed possible
deductions. That is the kind of fact-finding they do
all the tine. They do it under 2B1.1 all the tine.
And there's just no valid basis in logic or
experience to restrict the evidence that courts can
consider to one particular category in determ ning
what tax loss is.

Just briefly as to the subsidiary issues
for comrent regardi ng considering deductions
unrelated to the conduct at issue, and whether the
def endant nust denonstrate that he, quote, "would
have cl ai ned the deduction"” to be considered, we
bel i eve that the only necessary or appropriate

restriction on consideration of any deduction shoul d
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be that the deduction be legitinmate and proven to the
satisfaction of the sentencing court.

The court is free to reject an unrel ated
deduction, or a deduction that just doesn't nake
sense in the circunstances of the case under the
circunstances of the particular case. But to prevent
the court froml ooking at rel evant evi dence of what
the tax loss actually is, what the deficiency
actually is, we submt is not a good policy.

In sum we strongly urge the Comm ssion to
adopt amendnment Option 1, and we respectfully refer
the Comm ssion to our witten remarks for a nore
conpl ete statenent.

CHAIR SARIS: Let ne start off by
just, thank you very nmuch. It is a very difficult
issue. It got very intense comment.

(Laughter.)

MR DEBOLD: It's late in the day.

CHAIR SARIS: Not just here. 1In the
papers. This was the sl eeper that suddenly sort of
fl ower ed.

So let ne just ask this. | don't
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understand this new restitution statute. So what is
going to be —first of all, has it started yet? And
second of all, what is it that the governnent is
pl anni ng on introducing at trial to formthe basis
for the restitution order? And do you expect it to
be a full-blown hearing? O is it going to include
all these exenptions and deductions and credits and
the |ike?

M5. KENEALLY: Thank you, Judge Saris.

Yes, in answer to has it started.

CHAIR SARIS: It has started? Yes.

MB. KENEALLY: Yes. The statute has been

in effect, don't hold ne to this, but | think about a

year-and-a-half or so. And what it fundanentally did

was change the collection agent.

Restitution has always been there. It
coul d al ways be ordered as a condition of probation.
What the restitution statute did was nmake the

restitution order an i nmedi ate assessnent.

This shifted collection fromthe FLU units

of the U S. Attorney's offices to the Internal

Revenue Service. It neans the I RS does not have to
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take the extra step of reducing the restitution to a
tax assessnent before it can use the tools of the IRS
to collect.

So fundanmentally that is what the
restitution order did, the restitution statute did.
Restitution is intended not to have a collection
greater than the actual liability.

CHAIR SARIS: You're giving the
courts a nunber, like this person owes $50,000 in
t axes?

M5. KENEALLY: Correct. And | think
overwhel mngly in our experience it is an agreed-upon
nunber. But by the tinme you get to the restitution
phase, it is an agreed-upon nunber, partly because
t he governnment accepts that the governnent actually
gets a second bite at the apple. Because the IRSis
free after that to cone in and determ ne the
deficiency, and reduce that to an assessnent, and
seek to collect a higher anount.

So the concerns of the governnent are
sonmewhat | essened at that point to conme to sone

resolution or to be conservative in reaching that
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restitution nunber.

Separately fromthat, there are just
fundanental concepts of things that will be allowed
in determning the restitution nunber that would have
no role in tax | oss.

CHAIR SARIS: No, but so I'm
obvi ously asking the question for that reason. Wen
you cone up with a nunber —one of the biggest
concerns everyone has is you don't, and being a trial
judge | certainly share it, you don't want every
sentencing to turn into tax court. So no one wants
that. | certainly don't.

But if in fact you' ve done the work, and
you're comng up with a nunber that you're willing to
live with, at |least wi thout prejudice to com ng back
why isn't that going to alleviate the concern about
tax court?

M5. KENEALLY: Because the nunber for
restitution sinply doesn't nmeasure the harm of the
offense. It doesn't do that.

CHAIR SARIS: That's a | egal

ar gument .
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M5. KENEALLY: But | nean the reason we
can't agree that the nunber that we —I nean, let ne
step back again. As | said in ny opening conments,
the court is not required to enter a restitution
order. It is not an essential part of every
sentencing. It doesn't have to happen prior to the
i mposi tion of the sentencing.

If the court wishes to order restitution
nore tine can be given to sort out these issues. And
t he governnent has a notive to reach an agreenent
because the governnent has a chance to cone back
| ater.

And there are thenmes that are fundanental
inrestitution. For exanple, if the defendant pays
after the comm ssion of the crinme, then the defendant
gets credit for that in restitution. You re not
going to collect tw ce.

But you're not going to reduce that tax
| oss under any circunstances —

VICE CHAIR JACKSON: Al right, but don't
you have to start with sonmething? | nean, even if

the —I'"msorry —even if the file nunber that you
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negotiate for restitution purposes is one that is
conprom sed and negoti ated and doesn't capture the
full extent of the tax |oss, doesn't the governnent
start with what the full extent of the tax loss is
when they sit down to negotiate the final restitution
nunber? And why couldn't that be the basis for our
consi deration —the court's consideration of tax | oss?

M5. KENEALLY: Because likely you are not
going to get to the full neasure of the tax harm done
by the conduct.

If you allow ne to go back to his hot dog
stand exanple, or the restaurant exanple, when you
| ook at those exanples what they're tal king about are
uncl ai med tax deductions. |f you have uncl ained tax
deductions for payroll, that's cash payroll. Because
there's no way to have an uncl ai med tax deducti ons
for a reported payroll. | nean, you're going to have
filed all the taxes —all the forns, and done all the
wi t hhol di ng.

You have the fundanmental problem —and
think this is what's really driving us here today

nore than anything else. The heartland of our cases,
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to use the standard | anguage here, the heartland of
our cases, one of the biggest issues we have to face
in tax enforcenent all the tine is what to do about
t he cash econony.

And when you | ook at the kinds of cases
where they want to take deductions, you are talking
about deductions that were for cash payroll, went to
vendors for cash, where if you were to trace out al
of that harmyou would find further tax crines.

CHAIR SARIS: Can | ask, when you do
your restitution order are you taking into account
the hot dog man? Are you subtracting those expenses?

M5. KENEALLY: No, because you are only
| ooking at what this taxpayer, what this defendant
owes as a taxpayer for his own tax liability. You
are not | ooking at the added harmthat he caused.

MR DEBOLD: | think you are tal king about
two different things.

COW SSI ONER FRIEDRI CH: You' re deducti ng
his —

CHAIR SARIS: Are you deducting his

sal ary account ?
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M5. KENEALLY: Maybe | need to slow it
down.

CHAIR SARI'S:  Yes.

M5. KENEALLY: Maybe | need to slow it
down. Wen you | ook at restitution, you are | ooking
at the question of what does this individual owe?
What shoul d this individual pay?

It is the same question you are | ooking at
when you are | ooking at the deficiency. Wat does
t hi s individual owe?

Wien you are | ooking at sentencing, you
are | ooking at what harmdid this individual intend?
And when you get out to the further inpact of what he
did, then you are | ooking at sonething greater

CHAIR SARIS: | understand your | egal
argunent, | amjust asking what the hot dog guy, when
you're doing the restitution, are you subtracting out
t he $90, 000 he's paying for his expenses?

M5. KENEALLY: Wuld we be subtracting
that out —

COW SSI ONER FRIEDRI CH: For restitution

CHAIR SARIS: For restitution —
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M5. KENEALLY: For restitution purposes,
if he's paying those expenses. Yes, if we are
getting then to also go after all of the rest of that
l[iability. And usually that's just not going to
happen.

COWM SSI ONER H NQJOSA (By Vi deo): But
isn't the point that M. Debold and M. Al bert nade,
in order to indict sonebody for filing a false tax
return, the governnent has al ready determ ned, and
many tines because of cash transactions, that the
income was a certain anmount? It isn't just that cash
is paid out. Cash is deposited and cones in and
there's no sign of where it's comng from

So it isn't that sinple to begin with to
determ ne that you' re going to charge sonebody on a
false tax return, other than you' ve already nade all
t hese determ nations of other incone that has come
in. In many ways, incone that was hidden and
difficult to take. Because many of these
prosecutions really don't cone right anay. |It's
several years afterwards, as long as they are within

the statute of limtations and has required a | ot of
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work, also. And it actually becones a debate within
the court itself as to what the anmount is. Because
you have to decide the anount for the tax table from
the guidelines as presently witten.

So this added, as M. Debold said, step of
one factor to try to determne the actual anount that
he woul d have had to have paid, or she would have had
to have paid, is just one other step in a conplicated
process to begin with, isn't it?

| don't understand this whole conplication
argunment. Leave aside the restitution anount,
because nost of the tine, |ike you say, those are
agreed upon. But it was difficult to begin with to
determ ne what the actual inconme was in the first
pl ace.

M5. KENEALLY: | think at that point |
woul d agree with you, that the prosecution has taken
responsibility to prove beyond a reasonabl e doubt to
establish that there is an under-reporting of incone,
and now we get to the question: Wat are you goi ng
to all ow agai nst that?

You know, we'll be up front that in order
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to neet our responsibility of proving the inconme very
often in that process there will be credit given. |
know one of the questions that the Comm ssion has,
and | gather this is some of what you' re asking, is
in the ordinary process do we allow for expenses that
are verifiable along the way?

And obviously if proving a deficiency is
an el enment of the crime, you are going to consider
that, if only to persuade a jury and to nake your
case, and to nake sure that you have a deficiency,
you are going to take that into consideration.

But when you get to the sentencing phase,
and what you are tal king about is sonmebody who cones
along at that stage and says thank you for working so
hard and di scovering what you di scovered, and |'m
grateful for what you didn't figure out, and now I
want credit for all of these expenses, nmuch of which
were paid in cash, which | didn't report the first
time because if I'd done it the first time you would
have caught nme sooner and you woul d have figured out
ny schene, and now | want a do-over and | want to

correct ny returns, that's where we have a probl em
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And where we have a problemis that that
is in essence taking away a | ot of the deterrent
effect to actually engaging in this conduct. And it
is failing to recogni ze the harmthat these crines
are causing.

W | ook at his hot dog guy, and his hot
dog guy, by running that business, in cash and off
t he books, is putting his conmpetitor across the
street out of business. And it is howto vindicate
that interest. And that is why we think the tax | oss
shoul d not give credit for sonething that really was
part of the conceal ment and really also just fuel ed
t he probl em of the cash econony that is what we are
always trying to fight.

MR ALBERT: May | just respond? W're
tal ki ng about issues that are pretty far away from
"tax loss.” We're worried about the conpetitor
across the street, and that's sonething to think
about but it has nothing to do with figuring out what
the tax | oss caused by the hot dog guy is.

These argunents |'m hearing about, oh,

wel |, you shouldn't give themcredit because, you
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know, they probably hid this because, you know, we
woul d have found out that they had engaged in even
nore crime, so they're breaking it out for the first
time at sentencing. Well, if a defendant puts
forward evidence at sentencing and the governnment
sees it and says, wow, this neans that you've been
evadi ng taxes in three other businesses in seven
other tax years, they are certainly free to bring
that to the sentencing judge's attention as part of
their calculation that the tax | oss shoul d be

| ar ger.

So, you know, the issue is are we
entitled, or should we be telling the judge to put a
blinder on to the actual economc activity that's
going on here? O should we |ook at the real
activity?

CHAIR SARI'S: Dabney.

COMWM SSI ONER FRIEDRICH:  So, M. Al bert,
you highlighted the Seventh G rcuit case, and | think
there are others that are simlar in circuits in
whi ch they have the bright-line rule, and yet it does

appear that the courts are kind of using a comon-
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sense approach, and they are | ooking at sonme of these
uncl ai med deductions. But | think in the case | aw

t hey' re denyi ng them because they are not verifiable,
or they are not trustworthy. They're not taking a
defendant's word that | paid all these salaries in
cash to these peopl e.

So ny question is: It's really hard to
craft a rule that is going to cover all the
contingencies. You all both don't like our rule, our
proposed rule, that tal ks about contenporaneous, and
sone of the other l[imtations we've put on it.

Doesn't this cry out for the comobn-sense
solution, which is we have the bright-line rule, and
we have, as Ms. Brantley has suggested, a really
clear invited departure to let the courts do this,
but that we have as a threshold matter a bright-1line
rule. But it doesn't bar those cases where the
def endant can conme forward and convi nce a judge, |
nean it seens like even in the circuits that are
saying they have the bright-line rule, they are still
considering it.

Isn't that the best approach to use?
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MR ALBERT: | think it's not, because
you' ve put out this concept out there called "tax
loss.” You call it "tax loss." |It's not "tax |oss.”

VI CE CHAIR JACKSON: And that may be the
problem | nmean, that's what I'mstarting to think
about, is whether the problemis that we use this
phrase "tax loss"; that it has sort of a comonly
under st ood neaning; that it incorporates the
deductions and the exenptions; and that what really
the governnment is trying to say is, notw thstanding
the tax loss in that sense, at sentencing as opposed
to restitution we're really trying to get at
sonet hing nore than that.

MR ALBERT: But the problemis, you want
totry to get at the gravity of the offense. 1In
ot her words, we could conme up with many different
things that would be really easy to adm nister, but
t he concept of tax |loss gets at the gravity of the
offense, if it's admnistered faithfully in the
Second Circuit and Tenth Grcuit rule.

And by the way, just to respond further to

your question, even in the Second Grcuit and the
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Tenth Grcuit the couple of cases that are the ones
that stand for the rule that we agree with, the

def endant' s addi ti onal clainmed deductions were not
al | owed because the court found that they were not
sufficiently substanti at ed.

So the courts —in those cases, the courts
know to ook with a degree of skepticismif there's
no real supporting evidence for the clained
deductions. But the problemis, the guidelines don't
just have an effect in the litigated case where the
case goes all the way through and we're on appeal in
the Second Grcuit. They are being used as a
guideline every day in all the cases that are
resol ved.

And in those cases that are resolved in a
daily basis, certainly where | practice in the Second
Crcuit, and | think throughout the country, you
can't —an I RS agent is not going to | ook you straight
in the face and say, oh, in this offshore bank
account case where you had in this year $100,000 in
interest but $60,000 in investnent |oss, your income

that year was $100, 000.
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CHAIR SARIS: Wuld you say that to
his face?

(Laughter.)

CHAIR SARIS: No, |I'm asking you.
Here you are, you're sitting here.

M5. SPARKVAN:  |If | could back up, | think
it mght be good for you to understand the
i nvestigative process, because | think that's where
it gets at the heart of what we do in crimna
i nvestigati on and how we prove our case, and what
cones to trial

Because when we're proving our cases, we
have to prove a financial investigation fromthe
ground up. (Obviously the defendant has a Fifth
Amendnent privilege. Therefore we assune we get
nothing fromthem So we have to use techni ques, and
interviews, and literally interview hundreds and
hundreds of w tnesses, and nmany tines over years, to
build a financial investigation in a tax case.

And | think there is an illusion that a
receipt is like the end-all. The receipt is the

begi nning. A book and a record is the beginning. W

372



10

11

12

13

14

15

16

17

18

19

20

21

22

23

have to | ook behind it.

cane from as you well know. W have to backtrac

t he evidence. W have to have w t nesses.

W have to see where that

k

And the governnent and the IRS, when we're

investigating our cases, we are |ooking at what is

the material, and what is the substantial tax | oss?

And we want to ensure that there is actually

substantial tax loss or nmateriality.

So when we are investigating these cases,

let's take an exanpl e where we have a bank account

and we have cash comng in and out.

just because it's cash, it is incone. W have to

prove that that

that says this is incone.

back i n,

If I see the cash going out and com ng

it could be the sane cash. W take that

into account in our investigation, and we give the

credit there because we can't prove beyond a

reasonabl e doubt, and reconmend prosecution to ou

attorneys that we'll be able to prove that |ater

court of

| aw beyond a reasonabl e doubt.

So we give that credit and we continue

r

in

W can't assune,

is incone. W have to have a w tness

a
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forward. And we ensure that we have a material and
substantial case after doing hundreds of w tness
interviews, after bringing all of these to the court,
and everything is proved up in the court beyond a
reasonabl e doubt .

My concern is when you bring the records
in afterwards. And you cone in and you say, oh,
here's these records that | didn't tell you about.
And all these cash paynments | didn't tell you about.

First of all, | may have al ready taken

that into account in ny investigation because | may

have already given themcredit by saying, okay, | saw

cash comng in and out, | couldn't prove it was
income, therefore | gave it to them

So | may have that. 1'mgoing to have to
do an investigation at that point, and |I've got to
determ ne whether it's credible at that point, at
| east to present to you

COVMM SSI ONER HI NOJCSA (By Video): But
we're mssing the point here, that this issue of
anmounts [is] not just in tax cases, and "beyond a

reasonabl e doubt"? Really, there's only like 3
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percent of the cases that go to trial, and nost
peopl e plead guilty, including in tax cases.

And so whether it's nunber of aliens that
you're transporting, or whether it's the anount of
drugs and the type of drugs, or whether it's the
amount of fraud in any other fraud case, that's
al ways an issue at sentencing.

And there are sone very conplicated
i ssues, because many of these inmgration cases —
transporting aliens cases are over a |long period of
time that there's a big debate between the
i nvestigation, and everybody has a Fifth Anendnent
privilege, so it isn't |like you get the full story
fromany defendant, to begin wth.

So this is a common problem And |
realize that when you deal with the tax cases it
becones very conplicated, but it is conplicated on
all the cases that we have at sentencing where we
face many issues involving amounts and rel evant
conduct, which I don't know why we would treat the
tax cases differently just because it's sonething

that came up as a defense in a sentencing portion of
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t he case.

CHAIR SARIS: Can | ask you, when you
do —what about the unrel ated expense and the standard
deductions: how many children you have, what's your
nortgage interest, you know, the kinds of things that
are not related to his hot dog business, to continue
that hypothesis. Do you oppose giving those for the
failure-to-file cases?

M5. SPARKMAN:  Those are consi dered when
we | ook at the overall materiality in our
investigations. W |ook at what the tax return woul d
| ook |ike, which would include standard deducti ons.

CHAIR SARIS: So for tax loss, you're
not opposed —sonebody nmade a suggestion to include
t he standard exenptions that are unrel ated.

M5. KENEALLY: Yes, | think the standard
exenptions are routinely given. But there's an
exanple in one of the cases, though, that | just want
to point out because when you're tal king about
failure-to-file, first of all you' re tal king about
m sdeneanor s.

Second, yes, the standard deductions are
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routinely given in failure-to-file. But what we're
tal ki ng about here is a do-over for anything a
t axpayer may think they shoul d have done.

And one of the cited cases —and | can give
you which one —has this very sinple exanple: He
filed his return as a joint return. After he was
convicted, he figured out that he woul d have done
better if he had been filing separately. He asked,
pl ease | et me have a do-over on that standard.

| nmean, that's a sinple exanpl e of
sonething that really isn't fair to | et sonebody do
at that point.

The exanples we give you in the letter,
and the exanples we see routinely, are far nore
conplicated than that, where sonebody cones in and
says we've got to do this whole —you know, if I
really had intended to file an honest tax return,
then I woul d have structured ny business as a
partnership instead of a corporation, and | would
have done this thing, and I woul d have done t hat
t hi ng.

I nmean, those are the argunents that we
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see. And, you know, those are the argunents t

hat

we're dealing with. And the courts are dealing with

them you know, and they're rejecting them But to

build into the guidelines that they have to | ook at

that is sonmething that we are opposed to.

CHAIR SARIS: CQur exanpl es keep

saying —we give these exanples, and then we say

"unl ess sufficient information is available to nake a

nore accurate assessnent of the tax loss.” So you

want us to take those out? |s that essenti al

| know we create presunptive ways,

y it?

f or

want of a better word, certain exanples of how you

should do it, and then we add in "unless there's

sufficient informati on avail able to make a nor

accurate assessnent of the tax | oss.”

e

So in essence you want us to even nove

back fromthat?

M5. KENEALLY: Well the majority courts

have read that as not all ow ng uncl ai med deducti ons.

The majority of the courts have read that as
addressi ng whether there's a better tax rate,

do give a better tax rate if the 28 percent —

and we
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CHAIR SARIS: So you think it's
[imted to tax rate?

M5. KENEALLY: W do. W do not think
that that allows these deductions.

And | do want to cone back to this concept
that we are getting hung up on the words "tax |oss."
But the guidelines, the guidelines are intended to
get at the harmthat the defendant intended by the
conduct .

VI CE CHAIR JACKSON: And they say the harm
is the tax | oss.

MR DEBOLD: The anount of tax they shoul d
have paid that they didn't pay.

MR ALBERT: This is addressed by —

M5. KENEALLY: But that's not —

VICE CHAIR JACKSON:  But | want to hear
t hat .

M5. KENEALLY: That's not our view of the
har m

VI CE CHAI R JACKSON:  Ckay.

M5. KENEALLY: And when you're talking

about the kinds of cases that we see, where the
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deductions that they're | ooking to take are
deductions that continued that harm | mean first
you' re tal king about deductions that were not taken
to conceal

So to say to sonebody, we're going to put
you on equal footing with sonmebody who actually
reported his business and reported his deductions,
we're going to put you on equal footing when we
determ ne the harmthat you did here, is
fundanental Iy unfair.

And when you |l ook at the fact that one of
t he hardest things we have to deal with are
busi nesses that are run in the cash econony and
busi nesses that, because they are run in the cash
econony ripple out to the rest of the cash econony,
that is something where you need to nmeasure a greater
har m

And al | owi ng soneone to take those
deductions really undercuts that.

CHAIR SARIS: Wuld you support a
departure or a variance the way that Conm ssioner

Friedrich asked? In other words, let's say you had
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his hot dog man, and he was really only making

$10, 000 worth of income when all was said and done,
have a bright-line rule but then allow a variance or
a departure downward if tax | oss overstates the
seriousness of the offense? Wuld you support that?

M5. KENEALLY: W believe the court
already has that ability to vary, for the variance.

CHAIR SARIS: Yes, they do, but
you're trying to —

COMWM SSI ONER FRI EDRI CH: —invited
departure.

CHAIR SARIS: How about an invited
one?

M5. KENEALLY: Again, we think that that
is going to undercut the deterrent effect of the
guidelines; that that is going to further conplicate
sent enci ng proceedings; that that is going to
dimnish getting at the true harmin tax cases.

And one thing —and | renenber, and was
def endi ng tax cases before we had the guidelines, and
there was a perception then that nobody went to jail

for this. And the guidelines were intended to create
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a level of sentencing so that we took seriously tax
crimes.

And we are really tal king about sone of
our nost serious chall enges.

VI CE CHAIR JACKSON: Let me ask about
that. In the way we deal with the guidelines in the
econom ¢ schene, that you have | oss as one aspect,
but in situations in which we feel |ike the | oss does
not adequately capture all the harns, then you have
SQCs that address the specific offense
characteristics.

So | amnot wondering whether, because the
governnment's position is that the tax | oss as divined
traditionally, which would enconpass these
exenptions, is not getting at the harm whether it
shoul d be restructured in a way that the tax loss is
defined as tax loss is traditionally defined, and
then we figure out a way to capture the additional
harnms that you are now saying is really what is at
the heart of this?

M5. KENEALLY: W woul d be happy to work

with you on that. W are not here saying that the
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tax loss definition as interpreted by the majority of
the courts isn't working for us.

W are satisfied with the majority rule.

VICE CHAIR JACKSON: But only if we don't
al  ow t he exenptions.

M5. KENEALLY: That's right. That's
right. And if there's a desire to define tax |oss as
sonet hing other than it has been defined as by the
majority of the courts for the |ast 20 years, then we
will work with you on how to put back in getting at
the harm But it has been working for the last 20
years.

And there is one comment | want to nmake in
response to the comment that everything is going fine
in the Second Grcuit, because this was brought to ny
attention this afternoon.

First of all, we actually do try —we have
| ooked at your statistical report, and we see that we
actually try —absolutely the vast majority of cases
pl ead —but we try nore cases than nost other crines.
Qur average of going to trial is higher

In the Second Grcuit, both the nedi an
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sentence and the nean sentence is |ower than the
nati onal average.

CHAIR SARI'S: For everyt hing.

(Laughter.)

CHAIR SARIS: Don't take it too
personal | y.

(Laughter.)

COW SSI ONER FRIEDRICH: Do you di sagree
with the statements that even in those courts that
apply the bright-line rule that the reality is that
t hey kind of are |ooking at these uncl ai ned
deductions and trying to fashion a fair sentence,
whet her it's because of 3553(a) or whatever? 1Is your
inpression that there is just no end of story?

I mean, it does sound |ike, the court
deci sions we've read, they are |ooking beyond. They
are not just stopping at the bright-line rule.

M5. KENEALLY: There are certain of the
decisions that do stop at the bright-line rule. |
nmean, | can go through the cases and tell you which
ones. There are certain of the cases that just

sinply say it's a bright-line rule, we're not going
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to consider this further.

There are certain of the decisions that
say there was evidence before the district court that
was consi dered. There were certain allowances for
deductions, as M. Sparkman described, and I
described, that in proving up the tax deficiency, or
proving up materiality, that sonme deductions were
taken into consideration. And the courts do
acknow edge a certain anmount of that was al ready
built into the sentence, and you do see that |anguage
in the cases.

And then there are cases that say, even if
we didn't have the bright-line rule, these argunents
don't fly. And our concern is, you' re going to bog
every sentenci ng hearing dowmn with argunents that
don't fly.

MR ALBERT: Can | just make comment? It
has come up a couple of tines in the coments that
have been nmade right here, and it is in the cases, as
Conm ssi oner Friedrich pointed out.

The rule that they really are putting

forward is it's okay to give credit if we do it. You
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know, in the course of our investigation we did it.
W, the IRS, we did all this work and, yeah, we did
it. W gave you credit for those. But we don't
trust you, the court, to | ook at other ones that the
defendants are arguing for, and we don't trust you to
make the determ nation

W know how to | ook at the records, and we
will give you sone credit. That's what happened in
Psihos. And that's what |'mhearing is being done.
That's just what Ms. Keneally just stated, and what
the witness for the IRS also stated: W can do it,
but we're not —we don't think it's okay for the
district judges to do it.

CHAIR SARIS: Maybe all of you have
studied this case law, and | think | need to go back
and study it sone nore, but our application notes
seemto provide say the probation office and the
governnment with a presunptive way of doing things, so
it's sinple, and straightforward.

And then, it seens to allow defendants to
say, well, no, a nore accurate assessnment can be

made. Now you say that that has only been applied to
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rates. Do you renenber the case that says that?
M5. KENEALLY: The majority of cases have
rej ected the argunment that that |anguage all ows

uncl ai ned deductions to be taken.

CHAIR SARIS: | see, so —

M5. KENEALLY: And | can —I1 can give you
t he cases.

CHAIR SARIS: |'msure our excellent

teamcan get them So you're saying they've just
rej ected the argunment that our | anguage allows you to
| ook beyond —

M5. KENEALLY: That's right. The earliest
case that does it and analyzes it is the Chavin case
inthe Seventh Grcuit. And | think the nost recent
case is the Yip case in the Tenth Grcuit that goes
back. The Yip case actually pulls together the
hi story of what has been done and anal yzes both and
reiterates that concl usion.

COW SSI ONER FRIEDRICH: Do you di sagree
with M. Albert's claimthat what you' re really doing
is saying we know when they're verifiable, and we'll

make that determ nation, and we'll give you credit,
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def endant, but the courts can't go there? Is that
fair?

M5. KENEALLY: | think that's not fair. |
think that's not a fair description of what we do.
What the I RS does, and what we do, is marshal the
evi dence to nmake our case. And we do that in a
conservative way.

Because we do have a variety of tools, and
we can bring civil cases, and we can do a nunber of
things. To bring a crimnal case, if it's a tax
evasi on case we need to prove omtted inconme, or we
need to prove a deficiency. W need to prove a
deficiency. And if it's a false-return case, we need
to prove materiality of wllful ness.

There will be a conservative effort by the
prosecution and by the IRS to nmake sure that we can
prove that. And if we're going to be net with
argunments that that's not the true inconme anount, the
true omtted-incone anount, the true tax liability,
we're going to be conservative there.

And the consequence is, they're getting

credit.
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COW SSIONER FRIEDRICH  And that's a
char gi ng deci si on because you're charging a certain
amount of | oss based on your conservative estinmate.

M5. KENEALLY: Right. That's the charging
decision, and that's the proof of crime —proof at
trial. And very often what you're going to see in
the majority cases, which are going to be pleas, that
t hose are the nunbers we're going to work with, is
t he conservative, careful approach that M. Sparkman
described. That is ultimately how we're going to get
to our nunbers.

And to the extent that that carries over
to sentencing, the defendant benefits. But that's
not —it's only if you prove it to us.

MR DEBOLD: But it's like roulette. I
nmean, there are sone people who the gover nnment
happens to catch everything, and so we say, okay,
fine. But with sone people they don't catch
everything. They don't catch everything that's in
the defendant's favor and we're just sort of —in the
exanpl e | gave where sonebody has a | ot of inconme and

a |l ot of expenses, we are punishing that person as if
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they had a |l ot of incone, period.

Wher eas, sonebody who has a | ot of incone
but no expense, or little income but no expenses,
we're punishing themat a nuch lower level. And it's
just pure arbitrary.

CHAIR SARI'S: Commi ssi oner W obl ewski
has a questi on.

COW SSI ONER WROBLEWSKI : | have a coupl e
of questions.

M. Albert, if this was called
"cul pability" instead of "tax |oss,"” do you recognize
that at least in sone cases where all the expenses
are paid in cash, that there are other |osses to the
governnent that are related to the case, that are
spurred on by this business that is involved both on
t he i nconme and expense side in the cash econony, but
that are not part of the restitution or tax |o0ss?

MR ALBERT: O course. And I think Vice
Chai r Jackson pointed out how in many other areas we
have other ways to take that into account, if
appropri ate.

You have, you know, sophisticated neans
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enhancenents, you have ot her enhancenents. Two
points. Not 27 points because |I'mgoing to conpute —
I'"'monly going to | ook at the gross dollars in the
door, and I'mgoing to be very rough and arbitrary
and say | amnot allowed to | ook at any of the other
dollar amounts. So | amgoing to be very rough and
say 27 extra points because the tax loss is
$14 mllion, and that's the way |I'mgoing to get at
t he probl em

COW SSI ONER WROBLEWSKI @ 1've got it. So
maybe we have to —

MR ALBERT: If you want to go that

route —
COW SSI ONER WROBLEWSKI @ 1've got it.
You will have to redo the whole thing. I'mwth you
MR ALBERT: —for that, but not by just

being arbitrary about how you conmpute tax | oss.
COW SSI ONER WROBLEWBKI ;@ Right. The
second question is, in your exanple involving the
contractor, you nmake it sound like it is all going to
be very sinple: cost of goods sold for the hot dog

stand, no expenses for the contractor. But if you
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were the contractor's |awer, the guy who is running
t he consulting business, you would find lots and lots
of deducti ons.

| just wote a few down as | was thinking
here: |oss carryover, conputers, Internet, phone,
construction related to this constructi on busi ness.
| mean, there's a lot of things. And if we put a
rule in —and then I'"'mgoing to ask ny final question,
| promse —but if we put arule in that says, open it
up, let it go, you actually have an ethica
obligation to bring all that stuff in.

And if there's no witten stuff and we're
goi ng to have wi tnesses, because you don't |ike
Option 3, either, we are going to see witnesses on
all of this.

MR ALBERT: Well actually in nmy hypo, no,
because he's got a business. He's got a contracting
busi ness. He's already taking all of his deductions.
That's the hypo. He's taking all of his deductions.
This is the hypothetical | presented in ny witten
t esti nony.

COW SSI ONER WROBLEWSKI : Vel |, anyway —
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MR ALBERT: But the point of that is that
he doesn't have any nore. And you are equating him
who actually has got $100, 000 of extra noney in his
pocket, with the poor guy who is running the hot dog
stand. The reason that is unfair is because this
rule, when it closes its eyes to deductions, is just
arbitrary.

And, yes, the facts are going to matter,
but they matter in all of these cases.

COW SSI ONER WROBLEWSKI @ Ckay, let ne
ask, and this is ny final question, and the gist of
the question is, do you actually think the Conm ssion
shoul d address this at this tinme? Not know ng how
we're going to come out, do you think it should be
addr essed?

(Laughter.)

COW SSI ONER WROBLEWEKI @ And t he reason |
ask that is because it doesn't seemlike you think
the world is broken. |I'mnot sure if the —

MR ALBERT: | can speak only for the
Second Circuit.

COW SSI ONER WRCBLEWSBKI : I'm not sure the
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assistant attorney general thinks it's broken. These
are advisory guidelines. The courts in tax cases are
very willing to depart and to vary, as you can see
fromthe statistics that the Comm ssion has put out
t here.

The reality is that even the courts that
al |l ow deductions, in cases they actually don't. They
theoretically allow them but they don't actually
allow them You've pointed that out. Wy should we
resolve this at all?

MR ALBERT: Well you have a circuit
split. 1 mean, we are supposed to be having a
nati onal —I nean, the tax system and |I'm sure that
t he Departnment of Justice would believe this —the tax
system the national tax systemis supposed to be
relatively uniformy enforced across the country.

So when you have a circuit split, | nean

frankly | think that these other circuits went astray

in the way —

(Laughter.)

COW SSI ONER WROBLEWSKI @ But even in the
circuits you think decided it correctly, | nean you
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poi nt out, | nean Hoskins is the case, right? But
even there the court said, no, you don't get the
deductions. So ny point is, it seens, at |east from
the reported cases, it doesn't really matter

COW SSI ONER FRIEDRICH: Was this a DQJ-
recommended circuit split? | can't renmenber

MR DEBOLD: You have identified a split.
You have put it out there for conmment. For you to
then say: Figure it out yourself, district judges,
because you can read the case law in your circuit,
and maybe you can find a way to do it in sone cases
but not in others —

COW SSI ONER H NQJOSA (By Video): Are you
sure, Jonathan, this isn't one that you all presented
tous as a circuit split?

COW SSI ONER WROBLEWSKI @ No, | don't
t hi nk so.

MR DEBOLD: |'msorry?

COM SSIONER FRIEDRICH: W identified
this on our own.

CHAIR SARIS:  Yes.

COMM SSI ONER HI NQJOSA (By Video): This
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may have cone fromDQJ as a circuit split.

CHAIR SARIS: Can | ask the defense
bar? Wuld you be willing to live with the
restitution nunber? That's not sonething you' ve
recommended here.

MR DEBOLD: Well we agree, first of all,
that if you have paid taxes after the I RS caught you
that that's not deductible for purposes of
sent enci ng, because that was one of the points that
was nmade earlier. You pay back the noney after
you' re caught; that's not a reduction in your tax
| oss.

But if you put that issue aside so you
don't get credit for that, | think if you go with
restitution purposes, especially when you have this
new statute, that binds the defendant but not the
governnent, the defendant is bound, cannot chall enge
the restitution anount in a |ater proceedi ng.

Al t hough apparently the governnment has a second bite
at the apple. | think there's a strong incentive for
defendants to rai se those issues. And as |long as you

make it clear that that is what the operationa
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systemw ||l be, | don't see any reasons why you
woul dn't go with the same nunber, putting asi de what
| said this norning.

VI CE CHAIR JACKSON: So you would do the
restitution first?

MR DEBCOLD: You are doing just about the
sane thing —

CHAIR SARIS: You can do that at the
sane tine, or you can kick it over 90 days, or you
can do it sinultaneously.

MR DEBOLD: And the judge can say |'m not
going to do it because it's too conplicated, which
mrrors our approach to what you would do with the
tax | oss issue.

If the judge says this is just way too
conplicated, | don't have to come up with a precise
nunber, |I'mnot going to go through all this
exercise, we're okay with that because that's the way
it operates under 2Bl.1.

CHAIR SARI'S: Has anyone actual ly
tried a case where there was a restitution nunber

that the governnment cane up with where there was an
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i ssue about what the tax | oss was?

MR ALBERT: Yes.

CHAIR SARIS: And what happened?

MR ALBERT: W actually —it was one of
the tax shelter cases, and we pointed out 27 reasons
why the government's recitation of what the | oss was
for tax purposes wasn't right. And the judge
ultimately decided —this was a huge case. This is
one of the big tax shelter prosecutions in New York,
Ernst & Young version of the KPM5 case. And the
judge ultimately decided that it was too conplicated
in that particular case to determne —

CHAIR SARIS: That was ny instinct as
you were discussing it.

(Laughter.)

MR ALBERT: But | just wanted to respond
to one last point. 1Is there a problemthat should
be —I think there is. | nean, | thought what you
were saying, and sort of sone of the things that we
said was, it's only not such a terrible problemin
the other circuits that have the "we may not | ook"

rul e because they are not really applying it.
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| nmean, that's alittle —you know, if they
are not applying their own rule, and that is the only
reason why it is okay, that does not seemto ne the
best situation.

The Conmi ssion should clarify that you can
ook at it. If they want to say courts should have a
right to be skeptical about deductions that are
brought on after the fact and should | ook at the
evi dence closely, but we trust district judges to do
that, | think that's by far the best result. That's
the way it's working —

VI CE CHAIR JACKSON:  So "may. "

MR ALBERT: "May" would be —

VICE CHAIR JACKSON: W don't go with
the —there was sone concern about requiring a court
in every case to bring in all the evidence. So
perhaps the part of the problemis that there is a
"shal | account for."

MR ALBERT: | think "may" woul d be fine.
And | want to actually get to, there was a case that
Ms. Keneally nmentioned, it's actually the O arke case

where the defendant said, oh, oh, | would have done
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better if I would have done married filing jointly
rather than married filing separately.

I think it is fully —and we say this in
our witten statenent —it is fully within the
di scretion of the district judge to say, listen, you
can't after the fact say you m ght have done it that
way. There actually are benefits. There are
actual ly reasons why people do married filing
separately at the tine. And you can't after the fact
reconsi der that and get the benefit of a |ower tax
| oss.

CHAIR SARIFS: So —

MR ALBERT: Judges can do that in their
assessing whether this deduction is credible and
legitimate. They can say that one, no, |'mnot going
to give you because you had reasons for doing it that
way and I"mnot going to do it. So we think that
di strict judges can nake those judgnents.

CHAIR SARIS: Anything el se?

M5. KENEALLY: Well in terns of all the
do-overs that people will try, and if you say "may,"

you are going to see attenpts to do-overs in taxpayer
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cases. You can see attenpted do-overs in identity
theft cases. You are going to see themin tax
shelter cases, and you are going to see themin the
cash econony cases. But what they want in all of
their exanples is an attenpt to do-over in cases
where the reason that the deductions were not on the
return to begin with was to hide fromus what was
goi ng on.

And to be able to say we're going to —I'm
going to conceal that, I'mgoing to conceal this
whol e business that 1've got, or I'mgoing to nake ny
busi ness | ook snmaller so that you don't cone | ook for
ny omtted incone. And then to say, oh, now that
you' re caught, now you can have a do-over and get
t hose deductions that's what we have a problemwith.

MR DEBCOLD: But the concealing is why
they' re standing in front of a judge facing the
crimnal sentence. | nean, they broke the | aw
There's no question in all these cases we're tal king
about peopl e who broke the | aw and presumably tried
to hide that they broke the law. Mst of ny tax

defendants do a pretty good job of trying to hide
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M5. KENEALLY: And we're asking for
sentences that reflect the magnitude of that harm

MR ALBERT: And that's what the
def endants as asking for, also.

CHAIR SARIS: You guys are very
lively for 5:20.

(Laughter.)

CHAIR SARIS: Let me just ask, are
there any —

M5. SPARKMAN. W weren't here all day.

(Laughter.)

M5. SPARKVMAN: | just wanted to say, the
expense you' re tal king about the do-over with is al so
nore harmto the governnent if it's another crine,
i ke an enpl oyee who didn't report their wages
because they were paid cash under the table and
that's the expense they bring. So there is greater
harmto the governnent.

CHAIR SARI'S: Thank you. Any ot her
guestions fromthe conm ssi oners?

(No response.)
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CHAIR SARIS: | just want to thank
you very much for the quality of the coments on
this, howdifficult —I was sitting at home |ike even
aski ng ny husband, what do you t hink?

(Laughter.)

CHAIR SARIS: It is a very difficult
issue, and | have been thinking a ot about it and I
amsure we will as a Comm ssion. So thank you.

(Wher eupon, at 5:21 p.m, Wdnesday, March

13, 2013, the hearing was adjourned.)
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