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THE IMPACT OF THE STEIN CASES ON THE PRACTICE
OF DEPUTIZING THE CORPORATION

by
Regina M. Robson”

The use of prosecutorial discretion in charging decisions has
been a potent tool for enlisting cooperation by organizational
defendants facing charges of white collar crime. Federal
policies have encouraged organizations to demonstrate their
cooperation by becoming de facto members of the prosecutor’s
team and by pressuring employees to waive their constitutional
rights. Recently, a series of rulings in the case of United States
v. Stein,' has raised issues which may have a significant
impact on the way in which federal prosecutors use
organizational cooperation to assist them in conducting
criminal investigations.

The Stein cases were the first to consider the impact of
federal policies designed to encourage organizational
cooperation on the constitutional rights of employees under
criminal investigation. In attributing the actions of the
corporate defendant to the government for Fifth Amendment
purposes, the Stein court made the prosecutor liable for the
actions of its corporate “deputy,” and suggested possible limits
on the utilization of information procured by organizational
defendants anxious to avoid prosecution by demonstrating their
own cooperation.

I. BACKGROUND: THE DIFFICULTY IN
INVESTIGATING WHITE COLLAR CRIME AND THE
ARTFUL USE OF PROSEUCTORIAL DISCRETION

* Assistant Professor, St. Joseph’s University, Philadelphia, Pennsylvania
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The term “white collar crime” is commonly used to refer to
the non-violent actions of a person or business for the purpose
of wrongfully obtaining property or an illegal advantage.”
Since white collar crime typically occurs during the course of
an otherwise legitimate business,” victims may be unaware that
a crime has been committed at all, with little ability to identify
the perpetrator. Moreover, organizational decision making may
be so dispersed that no single individual within an organization
may have actual knowledge of the entire range of illegitimate
activities.* Consequently, the expertise and cooperation of
insiders is critical if the prosecutor is to establish a case.’

One of the prosecutor’s most potent tools in securing timely
and meaningful cooperation by insiders is prosecutorial
discretion: the prosecutor’s right to determine whether to
prosecute, whom to prosecute and what charges to bring.’
Moreover, prosecutorial discretion is not subject to legal
review.’

For business entities facing criminal charges,® there is an
overwhelming incentive to convince the 9prosecutor to exercise
discretion in favor of pre-trial diversion.” It was in recognition
of the value of organizational cooperation in the investigational
stage of a proceeding, that the government issued Federal
Prosecution of Corporations in 1999 (hereinafter the “Holder
Memorandum’), which identified a list of factors to be
considered in evaluating corporate cooperation.'®

The years after the adoption of the Holder Memorandum
witnessed the prosecution of a number of well known
corporations, and a crisis in confidence in the financial
markets.!! Acting on recommendations of the Corporate Fraud
Task Force, in 2003, Assistant Attorney General Larry
Thompson issued Principles of Federal Prosecution of
Business Organizations, which became known as the
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Thompson Memorandum. ** Unlike the Holder Memorandum
which functioned only as guidance to prosecutors, the
Thompson Memorandum directed prosecutors to consider nine
specific factors that evidenced the “authenticity” of an
organization’s cooperation with a criminal investigation.”> The
most controversial factors included:

[T]he corporation’s willingness to
identify the culprits within the
corporation...; to make witnesses available;
[and] to disclose the complete results of its
internal investigation;'*

...[A] corporation’s promise of support
for culpable employees and agents, either
through the advancing of attorneys fees,
[or] through retaining the employees
without sanction for their misconduct ...."°

The impact of the Thompson Memorandum was to propel
corporate “cooperation” from a passive, non-obstructionist
attitude, to active participation in the government’s
investigation. In a speech shortly after the promulgation of the
Thompson Memorandum, then Assistant Attorney General
Christopher Wray succinctly advised business organizations
seeking to avoid prosecution: “[Y]ou have to get all the way on
board and do your best to assist the Government.”'® The
corporation had to become a “deputy” prosecutor; it had to
“help the government catch the crooks.”"’

If the cooperation expected from business organizations was
expansive, so too were the rewards. The years following the
issuance of the Thompson Memorandum witnessed a
significant increase in the number of pre-trial diversions of
corporate defendants.'® At the same time, prosecution of
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individual defendants increased,'’ resulting in what Lisa
Griffin has described as “inverted entity liability” with
individual defendants more likely to be prosecuted than their
corporate employers.?’

Not surprisingly, the Thompson Memorandum sparked
widespread criticism > with relatively few defenders.” The
“cooperation” demanded by the Thompson Memorandum has
been criticized as an impingement on corporate constitutional
protections;23 a trampling of individuals’ constitutional rights;24
a seismic shift from an accusatory system to an inquisitorial
system of justice;” and an impetus to false and unreliable
statements.”® It is the application of these constitutionally
sensitive provisions of the Thompson Memorandum which
were at the center of the controversy adjudicated in the Stein
cases, the first cases to consider the constitutional implications
of such policies.27

II. ACTION AND REACTION: THE STEIN CASES AND
THE McNULTY MEMORANDUM

The Stein cases grew out of a criminal investigation of the
firm of KPMG LLP for tax fraud, based on its creation and
marketing of certain tax shelters.?® The hostile tone of the
Congressional hearings on tax shelters convinced KPMG that it
“intended to cooperate in order to save the firm.”*® After
lengthy negotiation with the United States Attorney’s Office
(“USAQ”), KPMG ultimately entered into a Deferred
Prosecution Agreement (“DPA”) on August 29, 2005.° KPMG
employees did not fare so well and shortly thereafter the
government filed its initial indictment against individual
defendants.’! The individual defendants, all present or former
KPMG employees, were the claimants in the Stein cases.>”
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A prosecutor may elect to enter into a DPA if, in the opinion
of the USAOQ, the corporation has demonstrated
“cooperation.”> What form that “cooperation” took, and its
impact on the constitutional rights of the individual defendants
was the subject of two separate actions, Stein I and Stein I1.

In Stein I, the court held that KPMG’s termination of
advancement of attorneys’ fees to the individual defendants
violated their Fifth Amendment Due Process rights and Sixth
Amendment right to counsel.** Although it declined to dismiss
the indictments against the individual defendants, the court
invited them to bring an action against KPMG for the recovery
of their legal expenses.”> While a detailed analysis of the Due
Process and Sixth Amendment right to counsel claims are
beyond the scope of this paper, recent cases suggest that with
regard to these issues, Stein I may be limited to its somewhat
convoluted facts.*®

In Stein II, nine individual defendants claimed that certain
statements made in response to KPMG’s threats were the result
of unlawful government coercion in violation of the
defendants’ Fifth Amendment right against self
incrimination.” Observing that the Fifth Amendment restricts
governmental and not private conduct,®® the Stein court noted
that economic pressure exerted by an employer could amount
to unconstitutional coercion only if such action could be
“fairly attributable” to the government.*® The court relied on
United States ex rel Sanney v. Montanye ®® to illustrate the
connection between government action and economic leverage
leveled by private actors. Montanye involved a private
employer who conducted a polygraph of an employee who was
suspected of murder.*! The employer conducted the polygraph
at the request of the police department, and transmitted
information directly to it through the use of a hidden
transmitter.*? The employer threatened the employee with
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termination if he refused to submit to the polygraph.* In
attributing the action of the employer to the police, the
Montanye court held that “[t]he state had involved itself in the
use of a substantial economic threat to coerce a person into
furnishing an incriminating statement.”** Applying the
Montanye standard, the Stein court held that KPMG’s threats to
cut off legal fees were attributable to the government.45 By
brandishing a big stick — the threat of indictment — and offering
a tempting carrot — the possibility of a deferred prosecution
agreement - the government made KPMG a part of its team.*®

The court also distinguished two second circuit cases’’
which found that actions of stock exchanges in proceedings
against member brokers could not be attributed to the SEC for
Fifth Amendment purposes, despite the fact that the exchanges
routinely communicated the results of their investigation to the
SEC. The Stein court noted that while the stock exchanges
had commenced an investigation as part of administering their
own rules, independent of a government request, the actions of
KPMG were not routine self-policing, but were initiated
because of a government investigation, aimed squarely at
KPMG itself.** Although the findings of investigations
conducted by the exchanges were routinely reported to the
SEC, the SEC had no prior knowledge of the investigations
and had not pressured the exchanges to commence an
inquiry.* In contrast, the Stein court found that the
government had “quite deliberately coerced and in any case,
signiﬁcantlgr encouraged,” KPMG to pressure its employees to
cooperate.”” The court found that both the investigatory
policies of the government and the misconduct of the USAO*!
created a clear nexus such that KPMG’s actions could be
imputed to the government. 32

Shortly after the decisions in the Stein cases, criticism of the
Thompson Memorandum appeared to reach a tipping point and
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on December 7, 2006, the Attorney-Client Privilege Protection
Act was introduced in the Senate.” The Bill prohibited
prosecutors from requesting waivers of attorney-client or work
product privileges or considering the advancement of an
employee’s legal fees in any charging decision or cooperation
credit.*

Less than five days after introduction of the Senate bill,
Deputy Attorney General Paul McNulty reacted by issuing the
McNulty Memorandum.”® While leaving much of the language
of the Thompson Memorandum undisturbed, the McNulty
Memorandum made two significant changes with respect to the
government’s consideration of corporate cooperation: it
required explicit approval for prosecutors seeking waivers of
attorney client and work product protections;’® and it
prohibited prosecutors from considering a corporation’s
advancement of legal fees as a factor weighing against a
finding of corporate cooperation,’’ except in “rare”
circumstances approved by the Deputy Attorney General.”®

While the McNulty Memorandum can be said to have
increased the transparency of the government’s requests for
information, it in no way limited the actions which a business
entity could “volunteer” to secure cooperation credit.
Moreover, it left undisturbed the fundamental principle guiding
the exercise of prosecutorial discretion in charging decisions:
“authentic cooperation” requires an organization to help the
prosecutor discover and prosecute wrongdoers. After almost
five years of experience with the Thompson Memorandum,
corporate counsel have a good idea of the type of cooperation
that makes a prosecutor smile. If, after the McNulty
Memorandum, prosecutors may no longer consider
advancement of fees as a failure to cooperate, that does not
mean that they cannot consider a voluntary corporate policy
which terminates or denies advancement of fees to employees
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who are targets of an investigation.” For the employees
involved, the outcome is virtually indistinguishable.

III. THE IMPACT OF THE STEIN CASES ON THE
PRACTICE OF “DEPUTIZING” THE CORPORATION

Given the limited impact of the McNulty Memorandum in
circumscribing the scope of corporate cooperation, the question
remains: will Stein have any impact on federal investigational
techniques? Part III of this paper considers what impact Stein
may have on the federal policy of deputizing business entities
to assist in the investigation of white collar crime and the types
of actions which signify corporate cooperation.

It is settled law that the Fifth Amendment right against self-
incrimination does not apply to private actors, but only to state
action.®? Private employers are free to conduct internal
investigations of actual or perceived wrongdoing, and may
terminate employees who refuse to cooperate or make
statements.

The question of whether a private action can be attributed to
the government for state action purposes under the Fifth or
Fourteenth Amendments generally arises when state and
private actions are blurred, either because the state has
delegated to a private actor an action which traditionally has
been the prerogative of the state,®! or because there is such a
“close nexus” between a private action and the state as to make
the decisions of the private party those of the state.®
Moreover, the actions of the government do not escape the
label of “state action” when the government acts in a quasi-
private manner such as an employer63 or purchaser.64

Defendants claiming state action based on the actions of
private entities face a high hurdle. For example, courts have
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refused to consider the actions of stock exchanges in
investigating their members as state action, despite
acknowledging the responsibility of the exchanges for self-
policing, arguably a function traditionally reserved to the
state.® Defendants claiming that pervasive government
regulation of an industry is tantamount to state action, have
fared no better.®® The fact that a private entity is highly
regulated is not sufficient, without more, to make its actions
attributable to the government. ’ In those cases where the
courts have attributed the acts of a private actor to the state,
they have done so only where the private actor admitted to
being an agent of the state,*® or where there was government
knowledge of or acquiescence to actions taken by the private
entity.”

The question of imputing the actions of private entities to
the government has become even more critical in light of
federal policies which equate cooperation with helping to
“catch the crooks.” Deputizing corporations to assist in the
investigation of white collar crime can have far ranging effects
on employees, particularly in light of the trend toward
prosecution of “secondary” offenses.”® Federal statutes impose
criminal liability on any person who influences, or obstructs a
federal investigation,71 or who lies to a federal agent, without
regard to whether the statement is made under oath.”> Perhaps
the most aggressive instance of deputizing a private party
involved an investigation of Computer Associates
International, Inc. In that case, an executive pleaded guilty to a
charge of obstruction because of false statements made to
auditors and an outside law firm which he himself had hired to
conduct an internal investigation.”” Although the statements
were not made under oath, the government took the position
that the executive was liable because he knew that the results
of the investigation were to be shared with the government in
an effort by the company to demonstrate its cooperation.”* In
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effect, there was no distinction between lying to the prosecutor
and lying to an agent of the corporation.

In its investigation of Computer Associates, the government
“benefited” from the actions of its unofficial deputy by being
able to bring obstruction charges based on the statements made
to its deputy.”® The Stein court expanded this reasoning to its
logical conclusion, holding prosecutors responsible when
corporate deputies use coercion to secure statements from
employees in violation of their Fifth Amendment nghts

The critical inquiry, the Stein court noted, is whether the
government “commands or significantly encourages a private
entity to take the specific action. 1" In Stein, the court found
that the “encouragement” took two forms: prosecutorial
misconduct and the federal policies embodied in the Thompson
Memorandum.”® By basing its decision, not only on the actions
of the prosecutor but also on the policy itself, the court implied
that deputizing private entities to assist in federal investigations
may be constitutionally suspect — even without spec1ﬁc
requests for cooperation by individual prosecutors.’ ? The court
reasoned that the policies embodied in the Thompson
Memorandum were intended to exert enormous pressure on
target organizations for the very purpose of encouragmg them
to coerce statements from employee defendants.*

Taken to its logical conclusion, the Stein court expanded the
circumstances in which the actions of a private entity can be
imputed to the government for Fifth Amendment purposes.
Analogizing to the techniques used in investigating “street
crimes,” it is as if the prosecutor accepted “cooperation” from
an accused bank robber, knowing full well that the robber will
secure admissions from his accomplice by wielding a baseball
bat over his head. Stein can be read as imposing a kind of
prosecutorial “respondeat superior” wherein a prosecutor is
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strictly liable for actions of a private party trying to
demonstrate cooperation — without regard to any overt
misconduct by the prosecutor or self-interest of the corporate

deputy.
IV. CONCLUSION

The ultimate impact of the decision in Stein will depend on
which strand of the court’s holding proves dominant. If Szein is
viewed as a prosecutorial misconduct case, the benefits for
individual defendants asserting constitutional protections may
be short lived. The McNulty Memorandum, while providing
more transparency for prosecutors’ requests for corporate
cooperation, does little to discourage over-the-top corporate
efforts to demonstrate cooperation. Hewlett-Packard
Company’s recent use of “pretexting” to track down leaks in its
Boardroom suggests that corporations may have innovative
techniques for conducting internal investigations — even
without the overarching threat of a criminal indictment.?' In the
Stein case itself, KPMG demonstrated its creative approach to
cooperation by requesting that the government identify those of
its employees who were not being fully cooperative. In an
effort to curry favor, it then boasted that it had done something
“‘never heard of before’— condition[ing] the payment of
attorney’s fees on full cooperation with the investigation.
Arguably, any policy of conditioning corporate leniency on
investigational cooperation is an impetus for organizational
actions which could be devastating to individual constitutional
rights.

9982

If, however, subsequent courts adopt the second rationale of
Stein - the rejection of investigative policies which spur
organizations to demonstrate their cooperation at the expense
of their employees — individual subjects of criminal
investigation may find that their constitutional rights are not
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rendered moribund as soon as a corporate prosecution appears
likely. Stein lays the groundwork for a ruling that would, at a
minimum, suggest that there are some actions which a
corporation cannot even “volunteer” and which cannot be
considered by prosecutors, even if they have had no role in
requesting or encouraging the action.

Unless the challenge laid down by the Stein court is
followed by other courts in considering federal prosecutorial
policies, then Stein risks being confined to its facts, an
interesting, but ultimately minor addition, to the debate on the
evolving role of the corporation as a deputy prosecutor in white
collar criminal cases.
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27 In response to the criticism sparked by the Thompson Memorandum, and
perhaps in anticipation of the court’s rulings in the Stein cases themselves,
Acting Deputy Attorney General, Robert McCallum, Jr. issued a directive
(the “McCallum Memorandum’) requiring each district to formulate a
written policy designed to make the process or requesting a waiver more
transparent. See, ABA 2006 Legislative Priorities
http://www.abanet.org.poladv/ priorities/priviledgewaiver.html (last visited
January 13, 2008. The McCallum Memorandum was superceded by the
McNulty Memorandum on December 12, 2006. See infra note 55 and
accompanying text.
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28 435 F.Supp. 2d at 362.The action had been commenced by the IRS.
United States v. KPMG LLP, 316 F. Supp. 2d 30 (D.D.C. 2004).
Congressional hearings soon followed. See U.S. Tax Shelter Industry: The
Role of Accountants, Lawyers and Financial Professionals, Hearing Before
the Permanent Subcomm. On Investigation of the S. Comm. on
Governmental Affairs, 108" Cong. 2 (2003).

2% 440 F. Supp. 2d at 320.

30435 F. Supp. 2d at 349. Among other things, the DPA also required
KPMG to continue to cooperate with the government or risk that the
government would reinstate prosecution. Id.at 349-50.

31 1d. at 350.

32 Seventeen individual defendants were moving parties in Stein I, claiming
violation of due process and the Sixth Amendment right to counsel, nine of
the seventeen defendants were also moving parties in Stein II, claiming
violation of the Fifth Amendment right against self incrimination.

3 Thompson Memorandum, supra note 12, at II (A) (4) and II (A) (6).
34435 F. Supp. 2d at 380-82.

35 Because KPMG was not a party to the action, the issue of whether
KPMG had a legal obligation to advance attorneys’ fees was not technically
before the court. The defendants subsequently brought a claim against
KPMG to adjudicate its legal and contractual obligations. United States v.
Stein, 452 F. Supp. 2d 281 (S.D. N.Y. 2006). The Second Circuit Court of
Appeals subsequently dismissed the case, holding that the district court’s
assertion of ancillary jurisdiction over the state law claims was improper.
United States v. Stein, 486 F.3d 753 (2d Cir. 2007).

36 As of this writing, two other cases have considered Stein I and dealt, in
some measure with the Thompson Memorandum, claiming violations of
substantive Due Process under the Fifth Amendment and the right to
counsel under the Sixth Amendment. United States v. Rosen, 487 F.
Supp.2d 721 (E.D. Va. 2007), distinguished Stein I by finding no
presumption of prejudice in a corporation’s termination of attorney fees to
accused employees since case was less complex than Stein and attorneys



17/Vol. 19/North East Journal of Legal Studies

continued to represent clients without advancement of fees; United States v.
Galante, No. 3:06 CR 161 (EBB), 2006 WL 3826701 at 81 (D. Conn. Nov.
28, 2006) found Stein I was inapplicable where termination of fees was the
result of post indictment freeze on corporate assets. In a third case, a Texas
jury did award a former Dynegy, Inc. employee legal fees which had been
terminated by his employer in an effort to show cooperation in accordance
with the Thompson Memorandum. Paul Davies & David Reilly, In KPMG
Case, The Thorny Issue of Legal Fees, WALL. ST. J. June 12, 2007 at CS.
None of these cases involved an allegation of a violation of the Fifth
Amendment right against self-incrimination.

37 440 F. Supp. 2d at 319. The claimants in Stein II had received a letter
from KPMG capping the advancement of legal fees at $400,000, and
conditioning its advancement of fees on the individual’s cooperation with
the government. Id. at 321. Two claimants alleged that they were threatened
with termination of employment if they did not cooperate. Id. Each of the
claimants ultimately made a statement to the government; however, the
court found that all but two of the defendants had failed to establish that
they had felt subjectively coerced into making a statement because of
KPMG’s threats to terminate advancement of legal fees. Id. at 338.

38 Id. at 333-34 citing D.L. Cromwell Invest. Inc., v. NASD Regulation,
Inc., 279 F.3d 155 (2d Cir. 2002).

¥ Id. at 334 quoting Blum v. Yaretsky, 457 U.S. 991 (1982) (further
citations omitted).

40500 F.2d 411 (2d Cir. 1974).

41500 F.2d at 414.

42 Id

43 Id

* Id at 415. Although the Montanye court did find that the employer’s
actions amounted to state action, it found no violation of the defendant’s
constitutional rights, reasoning that the defendant failed to establish that he

subjectively felt coerced by the employer’s threats.

# 440 F. Supp.2d at 334.
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4 Id. at 337-38.

4T United States v. Solomon, 509 F.2d 863 (2d Cir. 1975); D.L. Cromwell
Invest., Inc. v. NASD Regulation, Inc., 279 F.3d 155 (2d Cir. 2002).

8 440 F. Supp.2d at 336-37.

#279 F.3d at 163.

50 440 F. Supp. 2d at 337.

5! The “misconduct” cited by the court included reminding KPMG that the
USAO would view payment of legal fees “under a microscope” and
acceding to KPMG’s request that it identify uncooperative employees. /d. at
336-37.

52 Id. at 337 (citations omitted).

53 Attorney-Client Privilege Protection Act, S. 186, 110™ Cong. (2007).

5 1d.§3(b)(1)-3(b)(2). As of this writing, the Senate bill has not been
reported out of committee. A similar bill has been passed by the House. See,
Attorney-Client Privilege Protection Act 2007, H.R. 3013, 1 10™ Cong.
(2007).

55 Paul J. McNulty, Principles of Federal Prosecution of Business

Organizations, http://www.usdoj.gov/dag/speech/2006/menulty_memo.pdf
(hereinafter the “McNulty Memorandum”).

%6 Id. at VII (B) (2). The McNulty Memorandum does not prohibit the
government from asking for a waiver of the attorney client and work
product protections. Rather it classifies the type of information being sought
by the government into two categories and then provides detailed
procedures for prosecutors who wish to request waivers. A corporation’s
response to a request for Category I information (“purely factual
information” ) may be considered in evaluating corporate cooperation while
a negative response to a request for Category II information (legal advice or
attorney work product) may not be considered in evaluating cooperation. Id.
at VII(B)(2) — VII(B)(3). Moreover, a corporation’s voluntary waiver of
protection may be favorably considered. Id. at VII(B)(3).
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57 Id. at VII (B) (3).

58 Id. at VII (B) (3). The McNulty Memorandum suggests that advancement
would have to be part of a larger scheme to impede the investigation. Id.

%9 Prosecutors may also consider a corporation’s participation in joint
defense agreements as indicating a lack of cooperation. McNulty
Memorandum, supra note 55, at IV (B) (4).

% Shelley v. Kraemer, 334 U.S. 1, 13 (1948).
¢ Blum v. Yaretsky, 457 U.S. 991,1004 (1982).

82Jackson v. Metropolitan Edison Co., 419 U.S. 345, 350 (1974) (certificate
of public convenience and significant regulation by the state insufficient to
impute action of a utility in terminating service to the government).

$Garrity v. New Jersey, 385 U.S. 493 (1967) (statute requiring termination
of police officers if they failed to make a statement violated their Fifth
Amendment right against self-incrimination).

& Lefkowitz v. Turley, 414 U.S. 70 (1973) (statute barring an individual
from bidding on state contracts unless he waived Fifth Amendment right
against self-incrimination held unconstitutional).

%509 F.2d at 868-69.
6 419 U.S. at 351 (fact that Medicaid program licensed facilities and
subsidized the medical expenses of over ninety percent of nursing home

patients insufficient to constitute state action).

%7 Id. See also Desiderio v. National Ass’n of Securities Dealers, Inc. 191
F.3™ 198, 206 (2d Cir.1999), cert. denied, 531 U.S. 1069 (2001).

8 500 F.2d at 414.
% United States v. Walther, 652 F.2d 788, 793 (9™ Cir. 1981) (citations

omitted) (government knowledge and acquiescence in search by private
party constituted state action). But see Blum v. Yaretsky, 457 U.S. at 1004-



2008/The Impact of the Stein Cases/20

05 (“Mere approval of or acquiescence in the initiatives of a private party is
not sufficient to justify holding the State responsible ....”).

" Hasnas, supra note 21, at 602-19.

7118 U.S.C.§§1503,1505,1510,1512,1519-1520 (2006).

218 U.S.C. §1001(2006). The language of this statute is so broad that even
an “exculpatory no” in response to a question has been held to be a false
statement. Brogan v. United States, 522 U.S. 398,401 (1998).

™ Wray & Hur, supra note 5, at 1147-48.

7 Indictment, §§51-59,75-79, United States v. Kumar, Cr. No. 04 Cr. 0846
(E. D. N.Y. filed Sept.20, 2004). See also Alex Berenson, Sofiware Chief
Admits to Guilty in Fraud Case, N.Y. TIMES, Apr. 24, 2006 at Al.

75 See Griffin, supra note 5, at 373-374.

76 440 F. Supp.2d at 337 n. 114.

" Id. at 334 (citations omitted).

7 Id. at 337-38.

" In Stein I, the court softened its finding of prosecutorial misconduct,
noting that the USAO’s actions were consistent with policy and occurred
before any court consideration of such policies. 435 F. Supp.2d at 381.

80 440 F. Supp.2d at 337-38.

81 Miguel Helft, H.P. Read Instant Messages of Reporter, N.Y. TIMES, Sept.
30, 2006, at C8. Other techniques included twenty-four hour surveillance,

procurement of telephone records and background checks. Id.

82 435 F. Supp.2d at 349 (citation omitted).
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TAX COURT REVERSES COURSE ON DEDUCTION FOR
MBA COSTS

by
Martin H. Zern *

I. INTRODUCTION

Anyone considering obtaining a Master of Business
Administration degree (MBA) is no doubt acutely aware that
the cost of the degree is expensive and, if past is prologue, will
continue to increase.! Additionally, for a full-time student,
cash is needed for everyday expenses, such as, housing, food
and utilities, which will have to be paid through borrowing or
savings. Moreover, full-time students forego opportunities for
advancement and the gaining of experience they could have by
working and going to school part time. Obviously, those
striving for an MBA anticipate that it will more than
compensate for the cost and lost opportunities. Whether the
anticipation is likely to become the reality has been questioned.
For instance, a professor teaching in a top-tier business school,
to the apparent dismay of his colleagues, has posited that MBA
holders seemed no more successful than persistent business
leaders without the degree.2 Nevertheless, MBA programs are
popular and likely to stay so.?

If the cost of the MBA can be taken as a tax deduction,
however, the cost is to some extent subsidized by the
government, the exact benefit correlated with one’s tax bracket.

* Professor, Lubin School of Business, Pace University, New
York
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As a result of some Tax Court decisions in 2002 and 2004,
however, there was considerable concern among tax
professionals that a deduction for the costs of an MBA was
virtually foreclosed.* But in a significant decision in 2005, the
Tax Court reversed course and found in favor of the taxpayer.
Accordingly, there now appears to be a greater possibility that
a tax deduction for the cost of an MBA will be allowed.
Nonetheless, the cases illustrate the difficulty of generalizing in
this area. Ineluctably, the result in each case will turn on the
specific facts and circumstances.

II. BACKGROUND

While the Internal Revenue Code (IRC) nowhere deals
directly with education expenditures, IRC §162(a) provides for
the deduction of the ordinary and necessary expenses paid or
incurred in carrying on a trade or business. The requirements
that must be met in order to deduct educational expenses as a
business expense are detailed in an IRS regulation.” In
pertinent part, the regulation states that a deduction will be
allowed if the education:

(1) Maintains or improves skills required by the individual
in his employment or other trade or business, or

(2) Meets the express requirements of the individual’s
employer, or the requirements of applicable law or
regulations imposed as a condition to the retention by
the individual of his employment, status or
compensation, but only if such requirements were
imposed for a bona fide business purpose of the
employer.

With respect to expenditures to obtain an MBA, the first
hurdle to vault is whether the education maintains or improves



23/Vol.19/North East Journal of Legal Studies

skills that are required on the job or, alternatively, whether the
education is to meet express requirements of an employer. A
careful reading of these provisions reveals that a determination
under either of the alternatives depends on the particular facts
and circumstances.

Alternative (1) requires that an MBA should maintain or
improve business skills. Whether there is any nexus, however,
between what ‘is learned in an MBA program and what is
required in a particular employee’s job is another matter.

Alternative (2) refers to employer requirements. But note
that the employer requirements must be express. Obviously,
there is a difference between a mere suggestion by an employer
and a clear-cut demand, with a host of possibilities in between.
Perhaps nothing less than a written policy or written demand
would meet the language of the regulations that there must be
an express requirement. Moreover, it would have to be
demonstrated that the employer had a bona fide business
purpose for imposing the requirement.

As may be apparent, the foregoing ambiguous language is
fodder for controversy, often resulting in litigation. What
makes a determination of deductibility even more uncertain
and contentious, however, is that the regulations go on to say
that even if you qualify under either of alternatives (1) or (2),
the expenditures will be considered personal, and non-
deductible,® if either:

(a) Made for education that is required of the individual in
order to meet the minimum educational requirements for
qualification in his/her employment or other trade or
business, or
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(b) Made for education that is part of a program of study
being pursued by the individual that will lead to
qualification in a new trade or business.

In the case of an employee, however, a change of duties
does not constitute a new trade or business if the new duties
involve the same general type of work as is involved in the
individual’s present employment.

In summary, the first hurdle that must be vaulted is to
qualify under either general rule (1) or (2). Even if that hurdle
is cleared, however, it is necessary to vault the second hurdle
by demonstrating that neither (a) nor (b) is applicable. Based
on a number of court decisions, it seems that the second hurdle
is the one that taxpayers frequently trip over.

It appears well settled that education leading to a license or
certification qualifies a person for a new trade or business. For
example, in one case, a deduction for education expenses was
denied to a public accountant seeking to become a certified
public accountant.” In another case, an education deduction
was denied to an intern pharmacist studying to become a
registered pharmacist.8 Much of the litigation in this area
involves the issue of whether a course of study qualifies a
person for a new trade of business.” This paper will focus only
on cases concerning the deductibility of MBA costs, first some
earlier cases, then some more current ones, and finally the most
recent case decided in 2005.

III. EARLIER CASES ON MBA DEDUCTION

In Sherman,'® a 1977 Tax Court decision, the taxpayer had
been a military officer. About a year after his discharge from
active duty, he obtained employment in a civilian capacity with
the Army and Air Force Exchange Service (AAFES) as Chief
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of the Plans and Programs Office. Much of his duties were of a
managerial type. Approximately two years later, he was
accepted into the MBA program at Harvard and applied for a
leave of absence from the AAFES. This was denied since his
employment contract was shortly due to expire. Upon
expiration of his contract with AAFES, the taxpayer entered
the Harvard MBA program as a full-time student. During this
time, he was not employed. While in the MBA program,
however, he applied for re-employment with the Army. His
application was denied due to a cutback in management
personnel in AAFES. Upon graduation, the taxpayer obtained
employment with a corporation as Director of Planning and
Research. For the tax year at issue, he deducted the amount he
expended for tuition and books. The Internal Revenue Service
(IRS) denied the deduction on the grounds that at the time the
taxpayer incurred the education expenses, he was not carrying
on a trade or business.

Citing prior case law, the Court noted that a taxpayer who
temporarily ceases active participation in a trade or business
during a transition period between leaving one position and
obtaining another may be carrying on a trade or business
during the hiatus, and that a formal leave of absence is not
essential to carry on a trade or business while attending
school.'" The Tax Court specifically rejected the IRS assertion
that the taxpayer’s unemployment was indefinite because it
was longer than the IRS guideline of a year or less. The two
years it took to finish the MBA was found not to be indefinite,
and there was no “magic” in the IRS’s arbitrary one-year rule.
The Court observed that the length of a hiatus as temporary or
indefinite depends on the particular facts and circumstances.
Of significance, the Court found that the taxpayer was
established in the trade or business of being a manager before
he went to Harvard and continued in that trade or business after
he completed the MBA. The degree did not equip him for a
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different career, but rather to be a better manager than he had
been, although not with the same employer. The deduction for
tuition and books was allowed. Consequently, the fact that a
taxpayer is enrolled in an MBA program full time, while
unemployed during the course of study, is not necessarily in
and of itself grounds for denying the deduction.

In Mcllvoy,'* a 1979 Tax Court decision, the taxpayer had a
bachelor’s degree and a graduate degree in geophysical
engineering. For several years thereafter, he held a number of
jobs that were essentially of a technical nature. After the
termination of his last employment, the taxpayer began to
pursue an MBA degree as a full-time student.  After
graduation, he was hired as an engineer/geologist by a different
firm. The IRS determined that he was not allowed to deduct
his education expenses.

The Court agreed with the IRS. It found that the MBA
courses did not maintain or improve skills used by the taxpayer
in his trade as a professional engineer. The major finding was
that the taxpayer was a technician, not a manager. Since the
Court found no relationship between the MBA courses and his
technical duties or the skills he possessed as an engineer, it
concluded that the MBA courses taught him new skills. As
further pointed out hereafter, cases have held that education
that teaches significantly new skills qualifies a person for a
new trade or business. This case demonstrates that one must be
in a managerial position in the first place in order to have a
shot at deducting MBA costs. Furthermore, the course work
must be related to what one’s job entails.

In Beatty,” a 1980 Tax Court decision, the taxpayer held
bachelor and master degrees in aeronautical engineering and
was employed by McDonnell Douglas Corporation
(McDonnell).  Initially, the taxpayer worked on highly
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sophisticated and technical projects. Later, his duties expanded
and, among other things, he became responsible for software
integration. In this capacity, he had to coordinate the activities
of numerous other engineers, interact with individuals at
various levels within and without McDonnell, and resolve
conflicts among various individuals, groups, and
subcontracting companies. To enhance his career objectives of
engineering operations management, the taxpayer entered into
a part-time program leading to a Master’s of Science in
Administration, and ultimately graduated. The IRS disallowed
the taxpayer’s education deduction asserting that the education
lacked proximity to his trade or business, and that even if the
education was sufficiently related to what he was doing, it
qualified him for a new trade or business.

The Court disagreed with the IRS on the grounds that it
could not “perceive any discrete line of demarcation between
the engineering aspects of his employment and the
administrative role he played in the software integration area.”
The skills that the taxpayer used were found to “transcend any
strict and rigid definition of engineering.” Accordingly, the
Court concluded that the degree he obtained maintained and
improved his employment skills. The Court also found that the
degree did not qualify the taxpayer for a new trade or business.
In this regard, it said that it was necessary to compare the type
of tasks the taxpayer was qualified to perform before and after
obtaining the degree. The Court found that the taxpayer’s
activities before entering the master’s program were
components of administration and management. The education
corresponded at most with a change of duties. The Court
pointed out that under IRS regulations, a change of duties does
not constitute a new trade or business.'* A final point made by
the Court was that the courses the taxpayer took were not a
prerequisite to professional certification for any particular
profession or trade or business.



2008/Tax Court Reverses Course/28

In Blair,”® a 1980 Tax Court decision, the taxpayer had a
bachelor of arts in English. She was hired as a personnel
representative. Subsequently, she began a two-year program of
evening instruction leading to an MBA degree. About half
way through the program, she was promoted to personnel
manager. Her duties became primarily supervisory and she
received a substantial pay increase. As a manager, she made
hiring decisions and was responsible for her department
budget. About a year after her promotion, she graduated. The
IRS disallowed the taxpayer’s deduction for the cost of the
MBA on the basis that a personnel manager was a new trade of
business insofar as the taxpayer was concerned. There was no
contention by the IRS that the taxpayer’s job had a minimum
educational requirement.

The Court disagreed with the IRS position. The Court
referred to the IRS’s own regulations that provide: “In the case
of an employee, a change of duties does not constitute a new
trade or business if the new duties involve the same general
type of work as is involved in the individual’s present
employment.”16 It determined this regulation to be relevant
since it found that there was a substantial overlap between a
personnel representative and a personnel manager. The only
significant difference found by the Court was that the former
made only recommendations while the latter made decisions.
The fact that the taxpayer acquired a new title did not
constitute a new trade or business.!” As a final point, the Court
observed that even if a “personnel manager” in this situation
were deemed to be a new trade or business, the educational
expenses did not qualify the taxpayer to be a personnel
manager.

What is particularly noteworthy about Blair is that the Court
analyzed each course that the taxpayer took in the MBA
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program to see how it related to the taxpayer’s duties on her
job. It found a relationship for each course other than a course
in Marketing Information Systems for which it disallowed a
deduction.  Consequently, the IRS, with apparent court
sanction, can divide the MBA degree into its component
courses and require the taxpayer to show a relationship
between each course and specific duties required in the
taxpayer’s job.

In Link,'® a 1988 Tax Court decision, the taxpayer earned a
bachelor’s degree in operations research. Following
graduation, he obtained employment where his job was to
develop market research procedures, a position that did not
require an MBA. He remained in this position roughly three
months over the summer. He could have continued with this
employment but decided to pursue an MBA full time. Upon
graduation, he obtained employment with another company as
an operations research analyst. This employment likewise did
not require an MBA. For the taxable year at issue, the IRS
disallowed the taxpayer’s deduction for education expenses.
The Court sustained the disallowance. It observed that implicit
in LR.C. §162 and the regulations is that the taxpayer must be
established in trade or business in order for any expenses to be
deductible. Here, the taxpayer’s first employment seemed to
be a “hiatus” in his academic endeavors. Since he worked only
three months, the Court considered his employment as at best
only a summer job. Although the Court declined to set a
minimum period of time over which one must be employed to
be considered engaged in a trade or business, it noted that a
very short employment is relevant evidence in making a
determination.

In Schneider,”® a 1983 Tax Court decision, the taxpayer
graduated with a bachelor of science degree from the United
States Military Academy at West Point. He pursued a general
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engineering curriculum with an elective concentration in
national security and public affairs. Upon graduation he served
on active duty in the Army for five years as an infantry officer.
While in the Army, the taxpayer held numerous positions
among which were: vehicle maintenance officer, platoon
leader, company commander, personnel officer, base supply
officer, and executive officer in Special Forces. These
positions involved supervision of those under his command,
including civilians. At the time of his discharge from active
duty, the taxpayer had achieved the rank of Captain.

Following his discharge, the taxpayer entered a full-time
MBA program, graduating in two years. While in the program,
he did not engage in any employment. After completing the
MBA, the taxpayer continued his schooling for another year
earning a master’s degree in public administration. Thereafter,
he began working as a business consultant. He deducted the
cost of his MBA on his tax returns for the two years that he
was in this program. The IRS disallowed the deductions
contending: (1) that as an Army officer, the taxpayer could not
be considered engaged in a trade or business of being a
manager, (2) that the MBA qualified the taxpayer for a new
trade or business, and (3) that the taxpayer’s cessation of
employment while in the MBA program was indefinite rather
than temporary. The taxpayer, of course argued to the
contrary.

The Tax Court agreed with the IRS contentions. First, it
found that while in the MBA program, the taxpayer was not
engaged in any trade or business. He resigned his commission
and had no plans to return to active duty. The Court
distinguished the taxpayer’s situation from those cases where a
taxpayer was found to be on a temporary leave of absence from
an established trade or business while pursuing the degree.® In
this case, the Court determined that in no sense of the word
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was the taxpayer’s leave of absence from the military
temporary. Rather, it was indefinite since his resumption of
employment was to begin at “some future time.”

Second, the Court found that the taxpayer’s “education was
designed to, and did, prepare him for a new trade or
business....”*! It determined that the taxpayer had never been
in the business world. Despite the fact that as an Army officer
he served in a variety of leadership and administrative
positions, the Court stated that he had not shown any
substantial relationship between such positions and the course
of study he pursued in the MBA program. The taxpayer’s
comparison of his managerial responsibilities in the Army to
those of business executives was deemed insufficient to negate
that the MBA studies were not preparing him for a new trade of
business.

Essentially, the taxpayer argued that whether someone is a
manager should not be determined by whether the person
wears a uniform or a business suit. The Court did not
specifically disagree, but observed that the business of being a
“manager” is too amorphous to come to any definitive
conclusions. It noted, as an example, that a chef “manages” a
kitchen and a teacher “manages” a classroom. What the Court
deemed most important in analyzing a particular situation is the
differences that exist in the tasks and activities required in a
particular trade or business vis-a-vis another trade or business.
In sum, the Court found that the taxpayer’s duties as an Army
officer constituted a different trade or business than the
consulting business for which the MBA prepared him.*

IV. RECENT CASES ON MBA DEDUCTION
Two fairly recent cases involving the deductibility of the

costs of an MBA, one decided in 2002 and the other in 2004,
illustrate the restrictive interpretation of the regulations taken
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by the IRS, with which the Tax Court in these cases agreed.
The cases were decided in the small claims part of the Tax
Court, at the taxpayer’s election, since the amounts in
controversy did not exceed $50,000. Consequently, the
decisions could not be appealed and should not be cited as
authority.”> Nevertheless, after the cases were decided, tax
practitioners were concerned that the pro-government
reasoning in them would be followed in a regular Tax Court
controversy.>*

In Lewis,25 decided in 2002, the taxpayer attended the
University of California at Los Angeles, graduating in June
1998 with an MBA. Prior to his enrollment in the MBA
program, the taxpayer was employed in the
telecommunications industry. Since he was increasingly called
upon to negotiate contracts with a wide variety of clients, he
noted in a written statement submitted into evidence that, “I
needed additional accounting, financial and general business
administration skills.” At trial, the taxpayer testified that the
MBA degree qualified him for “a wider variety of positions,”
although he did not pursue such positions.

The Court first reviewed the regulations dealing with the
deductibility of education expenses, focusing on the provision
that denies a deduction for education that is part of a study
program being pursued leading to qualification in a new trade
or business. The Court correctly observed that even if the
studies are required by an employer, and the taxpayer does not
intend to enter a new field of endeavor, or even though the
taxpayer’s duties are not significantly different after the
education from what they had been before, the expenditures are
not deductible if the course of study would qualify the taxpayer
for a new trade or business.”®
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As the Court saw it, there was no doubt that the MBA
improved the taxpayer’s skills in his employment. But the
seminal question, it pointed out, was whether the MBA
qualified the taxpayer for a new trade or business. In this
regard, the Court referred to what is called the commonsense
approach.”’ Under this standard, if the education qualifies the
individual to perform significantly different tasks and activities
than previously, the education qualifies the individual for a
new trade or business.”®

Based on the record, the Court concluded, from what it
perceived as a commonsense standpoint, that the MBA did
qualify the taxpayer to perform significantly different tasks and
activities. Accordingly, even though there was no indication
that the taxpayer was given significantly new tasks and
activities after obtaining the MBA, and no indication that he
intended or desired to move into another position with
significantly different tasks and activities, the point was that
the Court believed that the MBA label qualified him to do
significantly new things and to move on to a significantly new
job. Thus, no deduction was allowed.

In McEuen, * decided in 2004, the taxpayer, Tracy
McEuen, began working at Merrill Lynch (M-L) in 1992 as a
“financial analyst.” The next step up was “associate,” which
required an MBA degree. The taxpayer left M-L in 1995 to
work for Raymond James Financial, Inc. (James) in its
corporate finance department. Her position there was also
“financial analyst” and, similar to M-L, she needed an MBA to
become an “associate.” In the investment banking industry
during the relevant time, an MBA generally was required to
advance to “associate.”
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Analysts at James were evaluated using three criteria: (a)
mastery of analytics; (b) attention to detail; (c) teamwork and
positive attitude; and (d) communication and leadership skills.

Associates at James were evaluated according to
performance criteria grouped under five categories: (a) general
performance expectations; (b) recruiting and team building; (c)
management and supervision of banking analysts; (d)
execution of business; and (e) business generation. The
management and supervision category stated that associates
were responsible for supervising and training analysts, and
were responsible for the quality of work they produced.

While working at James, the taxpayer was accepted at the
Kellogg School of Management at Northwestern University
(Kellogg) to pursue an MBA degree. The taxpayer resigned
her position at James in 1996 in order to attend school full
time, realizing that it would be impractical to undertake the
MBA while working at James due to the long hours required
on the job. The taxpayer majored in marketing, organizational
behavior, and finance and received a master of management
degree (equivalent to an MBA) in 1998. Shortly after
graduating, the taxpayer was hired by Spring Industries
(Spring), a manufacturer of home furnishings, into its “General
Management Program” (program). Only persons with an MBA
were hired into the program. The program was described as a
“proving ground for future top executives” and “prepares
associates for careers in marketing, finance or operations
management.” When the taxpayer completed the program, she
became an “associate brand manager.” On her joint return with
her husband for 1998, the taxpayer took an itemized deduction
(Schedule A) in the amount of $20,317 for her MBA costs.”

The taxpayer’s argument was that she was employed as an
“investment banker” with the M-L and James firms and had not
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abandoned this trade or business by attending Kellogg for two
years.”! She further alleged that the expenses of her degree
were incurred to maintain and improve her skills.
Alternatively, she argued that the education was required as a
condition to the retention of an existing employment
relationship status or rate of compensation.

The Court first reviewed the applicable regulations referring
to the general rule that educational expenses are deductible if
incurred to maintain or improve skills required in one’s
employment or trade of business. The Court then focused in on
the disallowance rules. As noted previously, these rules
provide that educational expenses incurred to meet minimum
educational requirements for qualification for an employment,
or that will qualify the taxpayer for a new trade or business, are
not deductible.

In advancing her argument, the taxpayer asserted that the
duties of an analyst and associate at the M-L and James firms
was similar, both falling within the general category of
investment banking positions. The Court noted that the fact
that an individual is already performing services in an
employment situation does not mean that the person has met
the minimum educational requirements for qualification in that
employment.*> Such a determination must be made by
consideration of such factors as the requirements of the
employer, applicable law and regulations, standards of the
profession and trade or business involved.

Considering all the facts and circumstances, the Court
remarked that although there was some overlapping of duties
of an analyst and an associate at both M-L and James, the
analyst position was a subordinate temporary position lasting
for a maximum of three years. At both companies, the
associate position was a prerequisite to further advancement.
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The Court concluded that analysts had not achieved the status
of “investment banker” although, in a broader sense, they were
in the investment banking business. Consequently, the
expenses incurred by the taxpayer in obtaining an MBA were
held to be for the purpose of meeting the minimum educational
requirements for qualification in her trade or business, as set by
her employers and the industry in which she was working.

More significantly, the Court observed that even if not to
meet minimum educational requirements, the expenditures
nevertheless were not deductible since they qualified the
taxpayer for a new trade or business.”> Moreover, it stated that
this rule is applicable even though the education is required by
an employer or applicable law, the taxpayer does not intend to
enter a new field of endeavor, or the taxpayer’s duties are not
significantly different after the education from before.** In this
regard, the Court referred to precedent holding that if the
education qualifies the taxpayer to perform significantly new
tasks and activities, the education qualifies the taxpayer for a
new trade or business.> Accordingly, if the MBA obtained by
the taxpayer qualified her to perform significantly different
tasks compared to what she was doing before the MBA, the
degree qualified her for a new trade or business.

After obtaining her MBA, the taxpayer did not go back to
work for an investment banking firm. Rather, she was hired
into a management-training program with Spring with the
potential, though not assured, of moving into upper
management. Although the Court agreed that the MBA did not
automatically qualify her for a new trade or business, it noted
that it could lead to such qualification, and that is all that is
necessary under the regulations to bar a deduction.’® From the
record before it, the Court found that the MBA degree would
lead to qualifying the taxpayer to perform significantly
different tasks and activities than she performed before
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obtaining the degree. Accordingly, the Court concluded that
the MBA qualified the taxpayer for a new trade or business,
which was just icing on the cake since it had also held that the
MBA was to meet minimum education requirements as set by
her employer and the industry in which she was working.

It is clear from the foregoing cases that the IRS has been
challenging a deduction for the cost of an MBA degree for
many years with mixed success. Of particular concern to tax
practitioners as a result of the McEuen decision, however, was
the Tax Court’s reasoning that even if the education does not
automatically qualify one for a new trade or business, the cost
is nevertheless not deductible if the education will lead to such
qualification. Once again, the Court equated the ability to
perform significantly different tasks and activities with a new
trade or business.

Since an MBA should result in the ability to perform
significantly different tasks and activities, under this line of
reasoning, very few persons, if any, would be able to deduct
the cost of an MBA. This is what had tax practitioners
particularly concerned. As a result of a new decision by the
Tax Court, however, taxpayers pursuing an MBA degree
should have at least some assurance that a deduction for its cost
has not been completely foreclosed.

V. THE LATEST WORD

In Allemeier,”’ a 2005 Tax Court decision, the taxpayer was
a successful and valued salesperson. About three years into his
employment, he decided to pursue a part-time MBA. His
employer had told him that an MBA would enhance his
business skills and speed his advancement in the company.
The employer, however, did not require him to get an MBA
and had a strict policy of not reimbursing employees for
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education costs. Shortly after he enrolled in the MBA
program, the taxpayer was promoted to several new managerial
positions. Consequently, his duties significantly expanded. He
became responsible for analyzing financial reports, designing
sales plans, and evaluating marketing campaigns. He
performed these functions while in the MBA program, from
which he ultimately graduated.

The IRS disallowed the deduction taken for his tuition and
other related expenses, raising two arguments. First, the IRS
contended that the MBA was necessary for the taxpayer to get
his promotion, and, therefore, the education was to meet
minimum education requirements of his employer. Secondly,
it argued that, in any event, the MBA qualified the taxpayer for
a new trade or business regardless of his intent to enter a new
trade or business and regardless of whether his duties changed
significantly after he obtained the MBA.

The Tax Court disagreed and allowed the deduction. The
Court found factually that the taxpayer’s promotion was not
contingent on obtaining an MBA. His employer may have
encouraged him to get an MBA and may have told him that he
might advance faster, but this did not constitute a requirement
that he get the MBA. Apparently, the Court felt that his
promotion at the same time he entered the MBA program was
coincidental. Citing numerous cases, the Court observed that
whether education qualifies a taxpayer for a new trade or
business depends on comparing the tasks the taxpayer was
qualified to perform before and after getting the MBA.*® The
IRS, of course, argued that when the taxpayer began the MBA
program, he advanced to managerial, marketing, and financial
duties, all of which were different than what he had been doing
prior to beginning the MBA program. The taxpayer on the
other hand argued that the MBA merely capitalized on duties
that he already had been doing, giving him a better
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understanding.  After reviewing the record, the Court
concluded that the taxpayer performed the same tasks before
and after obtaining the MBA, although on a more complex
level afterwards. The Court, referring to the commonsense
approach, observed that acquiring new titles or abilities does
not necessarily constitute entry into a new trade or business.*
In this case, it found that the taxpayer performed the same
activities after entering the MBA program as he had been doing
previously. The MBA simply improved preexisting skills.*’

The taxpayer, apparently feeling that the IRS challenge to
his MBA deduction was unwarranted, subsequently sought to
recover his administrative and legal fees asserting that he had
substantially prevailed in the litigation.! The Tax Court
denied any award holding that the IRS position denying a
deducaizon for the MBA was substantially justified even though
it lost.

VI. CONCLUSION

As noted, Lewis and McEuen were decided in the small
claims part of the Tax Court. As a regular Tax Court decision,
Allemeier is therefore more authoritative. One can read the
Lewis case as denying any deduction for an MBA on the
grounds that from a commonsense approach an MBA will
always qualify a taxpayer to perform significantly new tasks
and activities. In McFEuen, the Court was even more restrictive,
emphasizing that if education will lead to qualifying the
taxpayer to performing significantly different tasks and
activities, although not automatically, the education qualifies
the taxpayer for a new trade or business.”’

Anyone spending the time and incurring the expense to
pursue an MBA no doubt believes, or at least hopes, that the
degree will qualify him or her to perform significantly new
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tasks and activities, or at least that it will lead in that direction.
Although it may be hard to quantify, it would seem from a
commonsense approach that most people with an MBA
actually do move on to performing significantly new tasks.
Retrospectively, it can thus be argued that the MBA led in that
direction. In Allemeier, however, The Tax Court did not focus
on the whether the MBA qualified the taxpayer to perform
significantly new tasks or would lead in that direction, but
rather emphasized the relationship between what tasks the
taxpayer was performing before and after the MBA. In this
regard, the Court apparently found an insufficient distinction
between what he was doing before and after entering the MBA
program. Fortunately for the taxpayer, the Court neither
prophesized about what the MBA might lead to in the future,
nor considered what other tasks the degree qualified him for.

Accordingly, it appears that a deduction for an MBA has not
been virtually foreclosed as was feared after the McEuen
decision. One would hope that the Tax Court will continue to
follow the approach in Allemeier, evaluating what a person is
doing before and after the MBA and not speculating about
whether the degree might lead to qualification for a new trade
or business in the future (i.e., performing new tasks and
activities). Of course, as previously pointed out, if the
education qualifies a person for a license or certification, the
law is clear that no deduction is allowed.

From the standpoint of tax policy, one may contend that the
IRS position on deducting the cost of an MBA is overly
restrictive. In today’s highly competitive global economic
environment, it generally has been recognized that an
important factor in the long-term economic success of a
country is the educational level of its population. Recognizing
this, many developing countries (e.g., India and China) are
turning out record numbers of college graduates. In this
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country, education is clearly a highly valued commodity as
evidenced by the numerous provisions in the IRC favoring
education.* Accordingly, denying a deduction for the cost of
an MBA for someone working in the business community
seemingly contradicts the overall policy of using the tax laws
to foster education. Fortunately, Allemeier seems to sanction a
more flexible approach. In any event, it is clear that the result
for any taxpayer attempting to deduct the costs of an MBA will
depend on the specific facts and circumstances.

ENDNOTES
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v. Commissioner, 52 T.C. 1106 (1969) (patent trainee); Bodley v.
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Memorandum arguably should have been Regular and vice versa. In any
event, both are Tax Court decisions and thus both have value as precedents.

# See Treas. Reg. § 1.162-5 (b)(3) for “will lead to” language.

* In broad overview, there are: (1) Two savings plans for future education
costs: Coverdale Education IRAs and Section 529 plans administered by
the states; (2) Two tax credits: Hope Scholarship Credit and Lifetime
Learning Credit; (3) Various deductions: Tuition and Fees deduction,
Educator Expense Deduction, Student Loan Interest deduction, and possibly
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so is Educational Assistance by an employer.
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POWER OF ATTORNEY—POWER TO ABUSE?
THE NEED FOR REFORM

by
Elizabeth A Marcuccio*
John W. Arpey**
Krystle G. Chalich***

L. INTRODUCTION

New York State’s durable power of attorney is a
commonly used legal device. It allows an individual, the
“principal”’, to designate an “agent”, also known as an
“attorney-in-fact”, to act on the principal’s behalf. The
General Obligations Law (GOL) sets forth the statutory short
form power of attorney.! This form enumerates various
broadly defined specific categories of authority that can be
given to an agent. At the time of execution each broadly
defined category that the principal intends to vest authority in
the agent must be initialed by the principal. The power of
attorney form is simple to execute and use, but these very
features are what render it susceptible to abuse.’

II. AGENT’S DUTY TO PRINCIPAL

New York’s power of attorney statute does not
specifically state that the agent owes a fiduciary duty to the
principal.® At first glance, this does not appear to be a problem.

* A ssistant Professor of Business Law, Siena College, New York.

**Partner in the firm of King, Adang & Arpey, Saratoga Springs, New
York

*** Student at Siena College, New York.
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Logic dictates that the attorney-in-fact is a fiduciary, and is
accountable to the principal under the general rules of agenc
law. In fact, numerous courts have reached this conclusion.
However only the gift-giving powers contained in GOL §5-
1501 (1) (M) unambiguously impose a duty on the agent to
exercise authority in the best interest of the principal.

GOL §5-1501 (1) (M) authorizes an agent to make gifts
to the principal’s “spouse, children and more remote
descendants, and parents, not to exceed in the aggregate
$10,000.00 to each of such persons in any year.” GOL §5-
1502M construes this gift-giving authority to mean that the
principal authorizes the agent to make gifts “only for purposes
which the agent reasonably deems to be in the best interest of
the principal, specifically including minimization of income,
estate, inheritance, generation-skipping transfer or gift taxes.”
The statutory short form power of attorney may contain
additional language, pursuant to GOL §5-1503, authorizing
gifts in excess of $10,000.00 or gifts to other beneficiaries.®
GOL §5-1503 does not include a “best interest” standard. Is
the agent required to act in the principal’s best interest when
the agent’s gift-giving authority is augmented by GOL §5-
1503? This is the issue that the New York State Court of
Appeals addressed I the Matter of Ferrara.

In Ferrara the decedent, George Ferrara, a Florida
resident, executed a will on June 10, 1999, leaving his entire
estate to the Salvation Army. His will specifically made “no
provision...for any family member...or any individual person”
because it was his “intention to leave (his) entire residuary
estate to charity.”® Decedent was single and had no children.
His closest relatives were his brother, John, a sister, and their
respective children. On August 16, 1999, decedent executed a
codicil naming his attorney as his executor, and “ratif(ied),
confirm(ed) and republish(ed) (his) said Will of June 10,
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1999.” Decedent was hospitalized in December 1999, and his
brother’s son, Dominick Ferrara, traveled from New York to
Florida to visit him.'

According to Dominick Ferrara the decedent “told
(him) he wanted to move to New York to be near his family. »11
On January 15, 2000, Dominick accompanied the decedent on
a flight from Florida to New York, where decedent was
immediately admitted to an assisted living facility. Ten days
later, on January 25, decedent signed, and initialed where
required, multiple originals of a New York statutory short form
durable power of attorney. Decedent appointed John and
Dominick Ferrara as his attorneys-in-fact, and allowed either of
them to act separately.'” Decedent not only authorized his
agents to make gifts in accordance with GOL §5-1501(1)(M),
but also initialed a typewritten addition to the form, stating that
“this Power of Attorney shall enable the Attorneys in Fact to
make gifts without limitation in amount to John Ferrara and/or
Dominick Ferrara.”"

Decedent was admitted to the hospital on January 29,
2000, and died on February 12, 2000, less than a month after
moving to New York, and approximately three weeks after
executing the durable power of attorney. During those three
weeks, Dominick Ferrara transferred all of the decedent’s
assets, valued at approximately $820,000.00, to himself. 4 The
Salvation Army subsequently commenced a discovery
proceeding in the Surrogate’s Court against Dominick Ferrara
and others, requesting turnover of the decedent’s assets.”

The Surrogate dismissed the petition, noting that while
the law requires an agent to demonstrate that gifts of
$10,000.00 or less to specified individuals were made in the
principal’s best interest, no such requirement exists for gifts in
excess of $10,000.00 or for gifts made to other individuals.
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The Court invited the Legislature to amend the law “to provide
for the same (best interest) limitation when there is express
language in the power of attorney for gifts to an agent in excess
of $10,000.00 per year.”'® The Appellate Division affirmed,
and the Court of Appeals granted the Salvation Army
permission to appeal.’”

The Court of Appeals reversed the order of the
Appellate Division, and found that in all cases the attorney-in-
fact must act in the principal’s best interest when making gifts.
This is true regardless of whether the gift-giving power is
limited to the authority spelled out in GOL §5-1501 (1) (M), or
whether it is augmented by additional language pursuant to
GOL §5-1503."® Nothing in GOL §5-1502M indicates that the
best interest requirement is waived when additional language
increases the gift amount or expands the individuals to whom
gifts can be made. The Legislature intended GOL §5-1503 to
function as a means to customize the statutory short form
power of attorney, not as an escape hatch from the statute’s
protections."”” That so much effort was required to deliver such
a common-sense verdict testifies to the potential for abuse of
New York principals by their attorneys-in-fact.?’

III.  SELF DEALING

A separate issue addressed by the Surrogate’s Court in
Ferrara is whether a “presumption of impropriety” exists when
an attorney-in-fact makes gifts to himself. The Surrogate noted
that at one time there was “a presumption of impropriety due to
the appearance of impropriety and self-dealing” when an
attorney-in-fact made self-gifts>'  The Surrogate held,
however, that amendments to the General Obligations Law,
enacted in 1996 and effective January 1, 1997, eliminated this
presumption. “When a post-January 1, 1997 power of attorney
specifically and expressly authorizes gifting by the agent to
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himself, the presumption of impropriety no longer applies and
the burden of proving the validity of the gift is no longer on the
agent.” Instead, the opposing party has the burden of proving
the invalidity of the gift.*

Even though the Appellate Division affirmed the
Surrogate Court’s decision in the Ferrara case, it reached a
different conclusion on this issue.

The Appellate Division clearly held that the
presumption of impropriety still exists when an agent is
involved in self-dealing. This presumption, however, can be
rebutted and overcome. An agent can rebut the presumption by
submitting evidence of a valid power of attorney in which the
principal gives the agent express written authority to make gifts
to himself*> Courts also allow extrinsic evidence to establish
the donative intent of the principal to rebut the presumption.**
The Court of Appeals did not disturb this ruling of the
Appellate Division when reaching its determination in Ferrara.

IV. AGENT’S AUTHORITY SUBSEQUENT TO
DISABILITY

Scrutiny of the agent’s actions often intensifies
following a disability that renders the principal incompetent to
act on his own. Assuming that the durable statutory form
provided for in GOL §5-1501 has been used, the agent has
continuing authority to act. The agent is only relieved of that
authority by an appointed committee or guardian under GOL
§5-1505(2), or by death of the principal. The courts have had
to reconcile the provisions of Mental Hygiene Law (MHL)
article 81, which addresses the appointment of a guardian for
an incapacitated person, with the principal’s wishes and
statutory right to have his appointed agent continue to act in his
behalf following disability. The Appellate Division has ruled
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on these issues in the In re Nellie G.*° and in the Matter of
Daniel TT.*®

In the Nellie G., the principal executed a sgringing
durable power of attorney in favor of her daughter.”” This
power of attorney became effective when the principal became
disabled and further provided that the designation of her
daughter as attorney-in-fact would not become ineffective upon
the principal’s subsequent incapacity. When Nellie G. suffered
a series of stokes, and became uncommunicative as a result,
she was ultimately admitted to a nursing home.”® The hospital
commenced a proceeding under article 81 of the MHL to have
an independent guardian appointed. At the conclusion of the
hearing, the Supreme Court ruled that Nellie G. was
incapacitated.”® They also determined that her daughter had
misused the power of attorney and that there were no available
resources, such as powers of attorney, health care proxies and
trusts, to act as alternatives to guardianship.’® The court
appointed an independent guardian and revoked the power of
attorney given by Nellie G. to her daughter.’!

Upon appeal the Appellate Division disagreed. The
Supreme Court was concerned about the daughter’s fitness to
manage Nellie G’s property due to certain real estate
transactions she had entered into on her mother’s behalf. The
Appellate Division stated that these real estate transfers made
by the daughter did not financially benefit her as agent, and as
a result did not harm Nellie G.’s interests in any way.>> They
further stated that the appointment of an independent guardian
should only be done as a last resort. The daughter’s right to act
as attorney-in-fact for her mother was reinstated.>

In the Matter of Daniel TT. **, a case also dealing with
an application under MHL article 81, the power-of-attorney’s
execution was challenged by the daughter of the principal. The
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principal appointed his only other child, Diane, as his attorney-
in-fact. It was specifically alleged that Diane exerted coercion
upon her father, that he was under duress, and that he had
diminished capacity due to Alzheimer’s disease at the time he
executed the power of attorney in question.® The father
resided with Diane for some time prior to appointing her as his
attorney-in-fact. At the time of the execution of the power of
attorney he also established a trust, modified his will, and
executed a health care proxy all in favor of Diane. The trust
established an unequal distribution between the two siblings
and utilized a different estate planning attorney than the
attorney used by the principal over the past 30 years.® It was
further alleged that Diane was violating her fiduciary duties
post appointment and was not taking proper care of her father.
At the hearing the appointed court evaluator indicated he had
spoken to the principal, and that the principal was opposed to
the petition; he wanted Diane to continue as his attorney-in-
fact.” The Supreme Court dismissed the petition for
appointment of a guardian, notwithstanding the request by the
court evaluator for authorization to inspect the medical records
of the principal under MHL §81.09 and request for retention of
an expert to evaluate the principal’s alleged diminished
capacity.

Upon appeal the Appellate Division reversed and
remitted the matter to the Supreme Court for further
proceedings.39 It was determined that MHL article 81 requires
a two pronged analysis. First, it must be determined whether
the appointment of a guardian is necessary to provide for the
personal needs of the incapacitated person, including food,
clothing, shelter, health care or safety, or management of
financial affairs. Second, it must be determined whether the
person agrees to the appointment, or in the alternative, is
incapacitated.40 With regard to the first prong the court must
consider the report of the court evaluator as well as the
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sufficiency and reliability of the individual’s “available
resources”. Here the principal’s available resources consisted
of the power of attorney, health care proxy and trust, all of
whose validity were in question.

Upon review of the record the Appellate Division cited
the affidavit of the principal’s long term attorney and the
affidavit of the court evaluator in creating a question of fact to
overcome the presumptive validity of the principal’s estate
planning documents and raise a genuine question regarding the
sufficiency and reliability of his available resources.*? Prior to
rendering its decision the court cautioned that a guardian is to
be appointed only as a last resort, and if done, must be in a
manner which is least restrictive.* It also noted that, when
necessary, the court had previously utilized its authority to
modify, amend, or revoke any previously executed estate
planning documents by virtue of the provisions of MHL
§81.29[d].*

In re Nellie G. and in the Matter of Daniel TT. highlight
the additional difficulties that can occur when challenges to the
use of a durable power of attorney are scrutinized by the courts
once the principal is incapacitated or has diminished capacity.

V. PROPOSALS FOR REFORM

The New York State Law Revision Commission has
made various proposals to modify the power of attorney
statute. The Commission contends that the effectiveness of the
power of attorney is often frustrated by the lack of sufficient
statutory direction. Powers of attorney are broadly used in
estate planning, and the absence of statutory guidance
generates the potential for financial exploitation. A four year
study conducted by the Commission found that the power of
attorney is, without question, an effective tool for attorneys and
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the public at large for estate planning and to avoid the expense
of guardianship. This popularity, however, has led to its use
for transactions far more complex than were originally
contemplated by the law, particularly in the area of gift giving.

The Law Revision Commission in 2006 proposed
extensive modifications to the General Obligations Law as it
relates to powers of attorney.* The proposed changes are
based upon input from various groups, including
representatives from the Trusts and Estates and Elder Law
sections of the New York State Bar and the banking
community. The Commission believes that powers of attorney
should remain flexible enough to allow agents to fulfill their
principal’s reasonable intentions, but expressed concern about
the statute’s silence and ambiguity regarding the agent’s
authority to transfer assets. The Commission has also
recommended that the statute offer guidance to third parties
asked to accept powers of attorney, as well as those asked to
investigate financial exploitation. The objective of the
Commission’s proposal for modification is to provide clarity
and direction and to deter and curb financial exploitation
without unduly burdening the utility and simplicity of the
power of attorney.

Specifically, the Commission’s 2006 proposal adds
definitions and general requirements to the statute. To clarify
the statute’s ambiguity of language on fiduciary duty, the
proposal states that “(a)n agent acting under a power of
attorney has a fiduciary relationship with the principal”.46 It
also defines “best interest” to mean that an agent must act

“solely for the principal’s benefit”.*’

The Commission expressed concern that the General
Obligations Law does not require agents to keep records of
financial transactions or to produce existing records if
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investigated for impropriety. The proposed statutory form will
allow the principal the option to appoint a “monitor”. A
monitor is defined as “...a person appointed in the power of
attorney who has the authority to request, receive, and compel
the agent to provide a complete record of all receipts,
disbursements, and transactions entered into by the agent on
behalf of the principal.”*®

Perhaps the most significant proposed change is the
addition of a “Statutory Major Gifts Rider”. The purpose of
this rider is similar to that of current GOL §5-1503: to
augment the gift-giving authority of the agent. But that is
where the similarity ends. The proposed statute clearly states
that gifts authorized by the statutory major gifts rider may be
made only for purposes which the agent reasonably deems to
be in the best interests of the principal.* It also states that the
agent may not transfer the principal’s property to himself
without specific authorization in the major gifts rider.® The
rider must be signed at the end and dated by the principal in the
presence of two witnesses who are not named as permissible
recipients of gifts or other transfers.

In order to implement the above changes, the proposed
statutory form contains a “Notice to the Agent” that describes
the agent’s responsibilities. This notice states, in part:

You have a duty (called a “fiduciary duty”) to the
principal. Your fiduciary duty requires you to:

(1) act solely in the best interest of the
principal and avoid conflicts of interest between the principal
and you or any other person;

2) keep the principal’s property separate
and distinct from any assets you own or control;
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(3)  keep a complete record of transactions
entered into by you or your authorized delegate on the
principal’s behalf and make the record available...... ol

The Notice to the Agent also states “...you are not
entitled to use the principal’s assets to benefit yourself or to
give gifts to yourself or anyone else unless this document
specifically gives you that authority.”> Finally, the statutory
form notifies the agent that if he violates his duty, he may be
liable for damages and subject to criminal prosecution.”

These proposed modifications are currently in the hands
of the Senate Judiciary Committee for further review. Several
disagreements exist over the exact language, and concerns that
the bill may initiate more frustrations due to its complexity are
hindering the ratification of the bill. Some concern has been
expressed that the proposed modifications encourage the use of
a lawyer to prepare the power of attorney form. Some also
argue that a specific provision should be added regarding
advanced planning and Medicaid eligibility, although the Law
Revision Commission believes that no specific provision is
needed.

As the population ages, the use of the power of attorney
is likely to become more widespread. The Legislature has
begun to recognize the problem of financial exploitation of
elderly citizens. Amendment of the power of attorney statute
will bring additional accountability into the monitoring system
and help to lessen the potential for abuse. On the other hand,
durable powers of attorney may lose their appeal if they
become too complex in form and execution. The goal is to
achieve a balance between the simplicity of the current power
of attorney law and the need for adequate protection of the
unaware or incompetent principal from an unscrupulous agent.
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The vast majority of agents holding power of attorney
discharge their duties honestly and competently. Yet problems
can arise, even when agents act in what they believe to be the
principal’s best interest. The proposed changes to the General
Obligations Law seek to clarify and simplify the present law,
thereby ending the confusion that currently exists.
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AN UNSETTLED QUESTION: THE EMERGENCE OF
SEXUAL ORIENTATION DISCRIMINATION UNDER
TITLE VII

by
David S. Kistler*

I. INTRODUCTION

Within the last few years, harassment based on gender
identity (sometimes referred to as sexual orientation or sexual
preference) has been accepted by some courts as a form of
sexual discrimination. This is a new development in the law
and clearly favors those in the transgender community who
wish to describe themselves as members of the opposite sex.
The basic issue presented in this paper is whether sexual
orientation discrimination is included within the boundaries of
sexual discrimination under Title VII. Title VII of the 1964
Civil Rights Act states that it is illegal for any employer “to
discriminate against any individual with respect to his
compensation, terms, conditions, or privileges of employment,
because of . . . sex.”!

Serious problems exist since discrimination against
transgendered individuals appears to be widespread. Mara
Keisling, the executive director for the National Center for
Transgender Equality in Washington, D.C. stated, “ ‘We get
calls virtually every day from somebody who has been fired
from his or her job’ * for having a different sexual orientation

* Assistant Professor of Accounting and Law at the State
University of New York at Potsdam.
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than their natural anatomical body. “Each month a
transgendered person is murdered simply for being
themselves,” and most “will be the target of a hate crime.’
Another problem is that “birth-assigned sex requires a host of
medical experts to list all of the ways in which the transgender
person is gender conforming.” Emotional difficulties abound
when a transgendered individual discloses his or her status.

4

This paper describes the terms used in sexual
orientation discrimination claims (Gender Identity Disorder,
gender, sex, and transgender), the case law prior to the
acceptance of gender identity discrimination, and the more
recent case law which allows for a claim of sexual
discrimination as well as upholds the traditional view.

II. TERMOLOGY

Those who have been discriminated against based on
sexual orientation are sometimes classified as having a mental
condition defined by psychologists as Gender Identity Disorder
(GID). This is best described as “persistent feelings of gender
discomfort and inappropriateness of anatomic sex.”® The
American Psychiatric Association’s handbook, The Diagnostic
and Statistical Manual of Mental Disorders (DSM), states that
“there are two components of Gender Identity Disorder.”” The
first component is that the person must show “strong and
persistent cross-gender identification.”® This usually means
that the person desires to live and dress as a person of the
opposite sex. The second component is that “there must also
be evidence of persistent discomfort about one’s assigned sex
or a sense of inappropriateness in the gender role of that sex.”
This has been defined as having a “preoccupation with getting
rid of primary and secondary sex characteristics.”'® In other
words, there is a strong desire to seek sexual reassignment
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surgery in order to become the other sex. “The exact cause of
this disorder is unknown.”"!

“The term transgender generally refers to a person
whose ‘gender identity or gender presentation falls outside of
stereotypical gender norms.” “** It should be noted that this is
a very general definition. Opinion exists that there are “many
different ways in which one can be transgender.”"

Even “gender” and “sex” are terms in dispute. Gender
has been described as “social behavior or norm”'* and thought
of as a cultural dimension. Sex is generally thought of as a
person’s physical trait. This is an anatomic versus
psychological bifurcation. The courts, however, have not been
coherent in applying these terms, and exact definitions have
been elusive. Even the question of distinguishing between
gender and sex is open to debate.

HI.SETTING THE STAGE

Prior to 2001, gender identity sexual harassment claims
based on Title VII were clearly not accepted by the courts.
Examples are Ulane v. Eastern Airlines, Inc.”® and Hammner v.
St. Vincent Hospital and Health Care Center, Inc.'® The
traditional view of sexual discrimination dominated
jurisprudence thinking. Title VII was read from a narrow
viewpoint and conformed to the traditional male-female
division of sex. Discrimination on any other basis, such as
gender identity, was allowed.

Price Waterhouse,'" however has been a cause of action
for sexual orientation discrimination. Although this case has
nothing to do with gender or sexual orientation discrimination,
it does concentrate on sexual discrimination in the traditional
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sense. The court set the stage for an expansion of the view of
sexual discrimination when it stated that

“We are beyond the day when an
employer could evaluate employees by
assuming or insisting that they matched the
stereotype associated with their group, for in
forbidding employers to discriminate against
individuals because of their sex, Congress
intended to strike at the entire spectrum of
disparate treatment of men and women resulting
from sex stereotypes.”1

After this statement, all federal courts have held that
sexual stereotyping falls under the umbrella of Title VII. In
this case the plaintiff, Ann Hopkins, was denied promotion to
partner due to her non-feminine appearance, behavior, and
mannerisms. She had preformed very well for the employer
but was considered “ ‘overly aggressive, unduly harsh, difficult
to work with and impatient with staff’ «!° by the district court
judge. She filed a Title VII claim against her employer. The
court stated that “the central point is [that] . . . an employer
may not take gender into account in making an employment
decision.”® An exception to this general rule occurs when
gender is a bona fide occupational qualification (BFOQ). The
court also stated that sexual stereotyping in and of itself is not
gender discrimination. “The plaintiff must prove that the
employer actually relied on her gender in making its
decision.”' For a cause of action to be upheld, it appears that
some sort of harm must happen to the plaintiff based on sexual
stereotyping. Sexual stereotyping could be defined as fitting
one into a preconceived category. An example is “requiring
that a woman wear heels and make-up.”** The Price
Waterhouse decision appears to open the door to the idea that
there are a large number of mannerisms that are acceptable.
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IV. THE EMERGENCE

Transgender rights under Title VII emerged as an
evolutionary process starting with reliance on the Price
Waterhouse decision. The following cases all base their
opinions favoring transgender rights on this case.

Nichols v. Azteca Restaurant Enterprises Inc. (256 F.3d
1131, 10™ Cir. 2001) was a case that extended sexual
harassment to males. In this case Antonio Sanchez acted in an
effeminate manner and received ongoing abuse from co-
workers and a supervisor. The harassment was persistent.
After an argument with a manager, the plaintiff walked off the
job and was fired. A Title VII claim was filed by the plaintiff
against the employer, and the court stated that “sexual
harassment is actionable under Title VII to the extent it occurs
‘because of” the plaintiff’s sex.”” The court considered this
action a form of discrimination based on stereotyping an
individual and, relying on Price Waterhouse, found that
stereotyping is illegal sexual discrimination. In Price
Waterhouse the woman was thought to be too masculine, here
a male was thought to be too feminine. Both cases are based
upon the stereotypical image of an individual founded on their
anatomical sex at birth. A restriction was put in place since not
“all gender-based distinctions are actionable under Title VIL?*
An exception was carved out, and the court went on to identify
dress and grooming codes, which are different for males and
females, as being acceptable. Although the court declared
harassment for acting differently came under Title VII, it did
not state that sexual orientation was within Title VII.

In Smith v. City of Salem® the court stated that sexual
orientation was discrimination based on sex, similar to sexual
stereotyping. Smith, a firefighter, worked for the city of
Salem, Ohio and was diagnosed with Gender Identity Disorder.
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He was employed as a lieutenant and had 7 years of prior
service without an incident before adopting a more feminine
appearance and conduct. After an executive meeting, the city
requested that Smith submit to three psychological evaluations
from different physicians of the city’s choosing. The city
hoped that he would either resign or not comply, thus
terminating his employment. The firefighter‘s attorney
contacted the city regarding this matter. Smith then filed a
complaint with the Equal Employment Opportunity
Commission (EEOC) and received a “right to sue” letter in
return. The city suspended Smith for breach of a City/Fire
Department policy which was not in effect at the time. Ata
City Civil Service Commission hearing, the chairman refused
to allow testimony from Smith and upheld the suspension. The
Columbiana County Court of Common Pleas in Ohio reversed
the suspension since the regulation was not in effect at the time
of suspension. Smith then filed suit in federal district court on
the grounds of sex discrimination and retaliation under Title
VII and other state claims. District court found for the city
saying that sexual orientation was not a basis for filing a sexual
discrimination suit. Smith appealed.

When Smith appealed court applied the McDonnell-
Douglas rule. This required that “(1) he is a member of a
protected group, (2) he suffered an adverse employment action,
(3) he was qualified for the position in question, and (4) he was
treated differently from similarly situated individuals outside of
his protected class.”®® The appeals court also stated that four
elements were required to establish a prima facie case for
retaliation under Title VII. These were as follows: “(1) he
[plaintiff] engaged in an activity protected by Title VII; (2) the
defendant knew he engaged in this protected activity; (3)
thereafter, the defendant took an employment action adverse to
him; and (4) there was a causal connection between the
protected activity and the adverse employment action.”’ Only
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the questions of whether Smith suffered an adverse
employment action and whether sexual stereotyping includes
sexual orientation were examined by the appeals court. All
other elements for a prima facie case were found to be
established.

The court stated that “sex stereotyping based on a
person’s gender non-conforming behavior is impermissible
discrimination.”*® It was also stated that the cause of the
behavior is immaterial and that labels of an individual are “not
fatal to a sex discrimination claim.”® Here the term “non-
conforming behavior” is utilized to make any form of
discrimination illegal as applied to sexual behavior. It was the
opinion of the court that labeling someone as “transsexual”
does not “legitimize discrimination based on plaintiff’s
gender.”30 The court stated that Title VII was never meant to
apply only to the traditional notions of sexual behavior.
Traditionally, the courts had separated claims under sex or
biological features from claims under gender or social norm
behavior. The former were granted protection under Title VII
and later were not. The appeals court stated that Price
Waterhouse never intended this type of separation, but that the
intent of the U.S. Supreme Court in that case was to bar
discrimination based on sex. The court stated that “employers
who discriminate against men because they do wear dresses
and makeup, or otherwise act femininely, are also engaging in
sex discrimination, because the discrimination would not occur
but for the victim’s sex.”!

This case has opened the door for discrimination claims
on any potential sexual behavior which the employer criticizes
as not proper for a male or female. The court did not restrict
sexual stereotyping to females who act as males but extended
the concept to all people acting in other than traditionally
acceptable sexual behavior.
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Another case from the same circuit that supported
transsexual rights and followed the Smith decision is Barnes v.
City of Cincinnati.?* In this case a police officer was denied
promotion to sergeant based on the fact that the officer was a
pre-operative male-to-female transsexual. The officer was
scrutinized more severely than other officers regarding the
promotion and was the only person denied promotion during
the probation period between 1993 and 2000. At one point, the
officer was told “to stop wearing makeup and act more
masculine.”®® The officer filed suit for sex discrimination, and
the city of Cincinnati objected on the grounds that the officer
was not a member of any protected class and that a similarly
situated employee was not identified. Using the quid pro quo
test for sexual discrimination, the court found that the officer
was “a member of a protected class by alleging discrimination
against the city for his failure to conform to sex stereotypes.”*
The court also found that the officer did not have to
“demonstrate an exact correlation with the employee receiving
more favorable treatment in order for the two to be considered
‘similarly situated.”*’

The officer was never identified as having gender
identity disorder. Thus, it appears that a transgender person is
protected without the need for a psychiatric examination,
which may be an expansion of Smith.

Other courts disagree with the traditional view. In
Schroer v. Billngton,® the plaintiff applied for a position with
the Congressional Research Service (part of the Library of
Congress). After an interview, the plaintiff was offered the job
and accepted the position. The plaintiff decided to explain . . .
that she was under a doctor’s care for gender dysphoria [gender
identity disorder] and would be presenting herself as a woman
when she started work. The position offer was rescinded, and
the plaintiff filed a sex discrimination claim under Title VIL
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The court stated that “neither the logic nor the language of
Price Waterhouse establishes a cause of action for sex
discrimination in every case of sex stereotyping.”’ A Title VII
cause of action is created under sexual stereotyping only when
disparate treatment occurs. The primary concern by the court
was the motivation of the defendant. If the plaintiff was
chastised for not conforming to a male role when perceived to
be a male or chastised for not conforming to a female role
when perceived to be a female, then discrimination has
occurred.

Traditional courts have held that a distinction exists
between sexual stereotyping and sexual orientation. The later
has been considered “a form of discrimination that remains
outside the settled scope of federal sex discrimination laws.
In Schroer, the court felt that it was the time to revisit the
decision in Ulane.

2938

In the case of Mitchell v. Axcan Scandipharm, Inc.” the
court relied upon Smith, Barnes and Price Waterhouse to
conclude that a Title VII claim does arise where the plaintiff
has suffered discrimination due to “plaintiff’s appearance and
gender-related behavior.”* The court equated this to sexual
stereotyping.

V. CONFUSION AT THE DISTRICT AND APPEALS
COURT LEVELS

The traditional view of sexual discrimination is still
being applied in both the federal district and appeals courts.
Examples include Kast/ v. Maricopa County Community
College District,"" Etsitty v. Utah Transit Auth.,”* Dawson v.
Bumble and Bumble* and Vickers v. Fairfield Medical
Center.*
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In Kastl the plaintiff was diagnosed with Gender
Identity Disorder and at the time was a pre-operative
transsexual but “ ‘functionally living as a female.” ”** The
court held that the “plaintiff has failed to meet her burden of
establishing a prima facie case of discrimination because she
has provided no evidence that she was a biological female and
member of a protected class while she was employed.”® The
equation made by the court is that for sexual discrimination to
be determined for a female there must be the finding of a
biological female.

In Etsitty (2005) a pre-operative transsexual individual,
who had been diagnosed having Gender Identity Disorder, filed
suit due to termination based on possible liability by the
employer as to what restroom the employee would use. The
district court recognized that the 6™ Circuit court decisions of
Smith and Barnes existed but disagreed with them stating that
Gender Identity Disorder is a “drastic action™’ and not sexual
stereotyping. The court relied on Ulane. It maintained that the
Ulane decision meant that sexual discrimination should be
given an “ordinary common meaning”*® in “that it is unlawful
to discriminate against women because they are women and
against men because they are men.”* The district court also
cited the Congressional intent when it stated:

From 1981 through 2001, thirty-one proposed
bills were introduced in the United States Senate
and the House of Representatives which
attempted to amend Title VII to prohibit
employment discrimination on the basis of
affectional or sexual orientation. None of them
passed. The rejection of these proposed
amendments indicates that Congress intended
the phrase in Title VII prohibiting
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discrimination on the basis of sex to be narrowly
interpreted.

It is interesting to note that the district court went on to
state that Title VII “should be liberally construed,”° that the
issue of Title VII and transgender identity “is a complex
one,”! and that “a great deal of tension [exists} . . . on the
issue of whether Title VII applies to transsexuals.”*> These
statements appear to be in conflict with the traditional view.

In Dawson v. Bumble and Bumble,” the appeals court
stated that discrimination or harassment is not prohibited due to
sexual orientation and that Title VII “does not recognize
homosexuals as a protected class.”>* The court acknowledged
the prior Smith decision but gave no analysis of that decision
except to say that sexual orientation discrimination is clearly
permissible behavior on the part of an employer because such
an employee is not part of a protected class (the first
requirement to show a prima facie case of sex discrimination).
Both the district court and the appeals courts admitted that the
distinction between being a woman or man, nonconformance to
gender norms, and the status of being gay or lesbian are
“somewhat interrelated protected classes™ and that “the
borders [between these classes] are so imprecise.”>® Even
though the appeals court stated that these behaviors would blur
together, it still held to a clear distinction that sexual
stereotyping was protected under Title VII and sexual
orientation was not.

The Vickers case presents the most confusing opinion
against sexual orientation discrimination. Vickers was a
private police officer who filed suit against Fairfield Medical
Center and others for a variety of claims including sexual
orientation discrimination under Title VII. First, the district
court held “that Title VII did not protect individuals from
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discrimination based on sexual orientation.”>’ Second, the
court stated that the behavior upon which harassment was
based was “the employee’s perceived homosexuality, rather
than based on gender non-conformity.”*® Vickers supplied the
court with a complaint that had extensive details showing that
he was harassed at work. The district court held that the
“behavior which the employee claimed . . . was not behavior
observed at work or affecting his job performance.” Vickers
appealed and the 8™ Circuit Court of Appeals affirmed in a
terse opinion. The Smith decision was made after the district
court made its opinion but before the appeals court affirmed the
decision. The majority opinion in Vickers did not mention the
Smith case. Only the dissent cited Smith claiming that sexual
orientation was not covered under Title VIIL.

VI. ANALYSIS

The idea that discrimination is illegal due to sex has
been long established by case law and by statutes. This has
now been applied to sexual orientation and individuals with
gender identity disorder. Perhaps an explanation for the
traditional view is that the idea of adopting a different sex from
one’s anatomical birth sex is the belief that it is morally wrong.
Even the American Psychiatric Association recognizes gender
identity disorder in the DSM as a mental disorder or illness.*
These attitudes have been criticized as regressive jurisprudence
where the court holds a rigid vision of what sex and sexuality
are. Until 2000, the courts used the doctrine of protected
classes to “affirm and strengthen traditional sex and gender
roles that fail to account for the wide spectrum of sexual
difference[s].”®' With Smith, Barnes, and Schroer the door has
been opened to punish those who discriminate based on any
form of sex.
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The differentiation between sexual stereotyping and
sexual orientation remains blurred. Some courts state that
“gender identity and/or expression are distinct from sexual
orientation.”®* The court in Smith found that using labels, such
as transgender, to describe a person did not prohibit a claim of
sex discrimination. The limits of the decision from Smith are
in limbo as many questions remain unanswered. Will this
decision allow a male to female (or female to male)
preoperative transgender person from dressing and acting as a
female (or male), going to work on a regular basis dressed as
such, or using the women’s (or men’s) restrooms?

The basic question that must be answered is whether
sexual orientation discrimination is truly discrimination? Title
VII was created to eradicate sexual discrimination. Why is
sexual orientation discrimination allowed at all? Why are
transgender individuals punished for not conforming to
traditional societal viewpoints regarding sex? Courts on both
sides of the issue cite the intent of Congress. The traditional
view points out that sexual orientation has never been accepted
or enacted into law as a protected class. The modern view cites
the opinion of Price Waterhouse since “Congress intended to
strike at the entire spectrum of disparate treatment.”® Courts
with a traditional viewpoint, as in the Ezsitty decision,
acknowledged a legal problem concerning the usage of the
narrow definition of sex discrimination.

Even with the concept that sexual orientation falls
under Title VII, numerous questions still exist: What is the
difference between physical sex and sexual orientation?

Should there be a difference between the two? Should the
transgendered individual be allowed insurance and medical
coverage? What role, if any, does a psychological examination
and determination of Gender Identity Disorder have to do with
Title VII sexual orientation claims? Should GID be a standard
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before sexual orientation discrimination is allowed? Although
some courts have mentioned that the plaintiff has been
diagnosed with GID, no court has held it to be a prerequisite
for discrimination. How is record keeping handled concerning
name, sexual classification, and social security? Should
transgendered individuals be allowed to use the restroom,
locker room, or the residence hall of their choice? What
happens to the dress codes that require men to wear only suits
and women to wear either skirts or dresses? Is this not sexual
stereotyping? A standard of professional attire would appear
more appropriate and be gender neutral.

VII. CONCLUSION

The federal courts are starting to recognize the fact that
discrimination based on sex is illegal in all its forms. Also, “a
growing number of states and localities have enacted laws
prohibiting discrimination based on sexual orientation.”®* To
simply state that discrimination is allowed because of a label
(such as transsexual) placed on a person defies logic and the
true intent of Title VII prohibition against sexual
discrimination. The courts must interpret the law to prohibit
discrimination no matter what its form or classification.
“Many employers have also begun to address discrimination
against transgender workers.”® Perhaps the entire concept of
sexual orientation discrimination is best stated as a warning:
“No one will have their gender rights secure until the entire
gender galaxy . . . have rights and protections.”66
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POST-SARBANES-OXLEY: INTERNATIONAL
RESPONSES

by
Roy J. Girasa*
Richard J. Kraus**

INTRODUCTION

The Enron, WorldCom, Adelphia, and other corporate
scandals gave rise to the passage of the Sarbanes-Oxley Act
(SOX) in 2002." This legislation seeks to change corporate
culture and significantly improve the reliability of financial
reporting by corporate CEOs and CFOs. The Act, however,
created a number of problems including the enormous costs of
compliance with the Act, particularly with companies whose
incomes were borderline or below profitability. Significant
conflicts with the laws and regulations of other advanced
countries also exist. Section 404 of the Act, for example,
requires that the company document ever%l internal and external
process that affects corporate earnings.” Estimated costs for
compliance exceed $4.6 million for companies with over $5
billion in revenues and medium-size companies are expected to
incur approximately $2 million for compliance.’ The EU
adamantly stated that its regulations and the actions of member
states protect shareholders and, therefore, SOX’s extension of
the Act to foreign companies is unwarranted.

*Professor of Law, Department of Legal Studies and Taxation,
Lubin School of Business, Pace University, New York.
**Professor of Law and Program Chair, Department of Legal
Studies and Taxation, Lubin School of Business, Pace
University, New York.
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This article highlights US-European Union (EU) conflict and
sets forth a possible resolution to the controversy.

SARBANES-OXLEY: KEY PROVISIONS AFFECTING
NON-US PUBLIC ACCOUNTING FIRMS

Section 102(a) of SOX provides that: “...it shall be
unlawful for any person that is not a registered public
accounting firm to prepare or issue, or to participate in the
preparation or issuance of, any audit report with respect to any
issuer.” There is no exception for foreign audit firms. The
statute requires foreign audit firms, whose reports are included
in Securities and Exchange Commission (SEC) filings, to
register with the newly created Public Company Accounting
Oversight Board (PCAOB) by July 19, 2004. The application
for registration with the PCAOB is quite extensive. The Board
requires annual fees received for audit and non-audit services,
quality control policy statements of the firm, a list of all
accountants participating in audit reports, criminal or civil
disciplinary proceedings against the firm or person associated
with any audit, disputes between the audit firm and the issuer,
and other information that the Board may determine is
necessary.” A foreign firm registration does not relieve the
auditor of responsibility for demonstrating its knowledge and
experience in applying US GAAP, PCAOB standards, SEC
financial reporting rules, and SEC independence requirements.
A limited time grace period is allowed for the filing of
quarterly reports by the foreign firm pending the review of its
PCAOB registration application.’

Section 106(a) subjects “any foreign public accounting firm
that prepares or furnishes an audit report with respect to any
issuer” to the rules and regulations of SOX “in the same
manner and to the same extent as a public accounting firm that
is organized and operates under the laws of the United States or
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any State.” Even if the foreign firm does not itself prepare the
audit, its substantial role in the preparation of reports may
subject it to Act requirements. SOX, furthermore, requires the
firm to monitor internal controls as well as external controls.
The US government desires to uncover not only offshore
investments but also to prevent the export of forbidden end
products. SOX, therefore, requires the maintenance of accurate
records to reflect such transactions and their authorizations.

Section 106(b) that concerns the production of audit
workpapers has produced widespread controversy.® A foreign
public accounting firm that issues an opinion or provides
material services to a registered public accounting firm is
deemed to have consented to the production of its audit
workpapers to the PCAOB or to the SEC. The firm is subject to
the jurisdiction of US courts with respect to the enforcement of
the provision. Domestic registered public accounting firms that
rely on opinions by foreign public accounting firms are also
deemed to have consented to provide the audit workpapers of
the particular foreign public accounting firm.

Section 301 concerns the makeup of public company audit
committees. The Act prohibits national securities exchanges
and associations from listing any security of an issuer not in
"~ compliance with the Section’s provisions. It includes the
requirement that the audit committee of an issuer, acting as a
committee of the board of directors, shall be responsible for the
appointment and supervision of any registered public
accounting firm with respect to the preparation or issuance of
an audit report or related work.” The registered firm is to report
directly to the audit committee. Each member of the audit
committee shall be a member of the board of directors and
shall be independent therein. The member of the audit
committee may not accept any consulting, advisory, or other
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fee from the issuer or be an affiliated person of the issuer or a
subsidiary thereof.®

Section 302 describes the corporate responsibility for
financial reports. The Section mandates that the principal
executive officer(s) and principal financial officer(s) certify in
each submitted annual or quarterly report that each of the said
officers have reviewed the report; that, based on each officer’s
knowledge, the report does not state any untrue statement or
material fact or omission; that the said report, based on each
officer’s knowledge, fairly represents in all material respects
the financial condition of the issuer; that the said officers are
responsible for establishing and maintaining internal controls
designed to ensure that material information is made known to
them and have reviewed the issuer’s internal control within the
prior 90 days prior to the report; and that the signing officers
have disclosed to the issuer’s auditors and audit committee all
significant deficiencies in the internal controls and any fraud
involving management or other employees having a role in the
internal controls.” Note that an issuer that reincorporates or
transli(;ers offices to a foreign state shall remain subject to the
Act.

Section 401 concerns the disclosure in periodic reports.
Section 13 of the Securities Exchange Act of 1934 was
amended to provide for accuracy of each financial report filed
with the SEC. with respect to the problem of Enron’s off-
balance sheet transactions, the Section states that “each annual
and quarterly financial report required to be filed with the
Commission shall disclose all material off-balance sheet
transactions, arrangements, obligations (including contingent
obligations), and other relationships of the issuer with
unconsolidated entities or other persons that may have a
material affect or future effect on the financial condition,
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results of operations, liquidity, capital resources, or significant
components of revenues or expenses.”

Section 402 provides for conflict of interest provisions.
With minor exceptions, personal loans given by an issuer to
executives are expressly prohibited after the Act’s date of
enactment, whether they be directly or indirectly made, or
through a subsidiary, and includes the extension of credit."!

PCAOB and SEC Standards

In December, 2003 the PCAOB adopted the Auditing
Standard AS 1. International auditors’ reports must state that
they are in compliance with the standards of the PCAOB. It is
no longer appropriate or necessary to state that the auditors’
reports are in compliance with Generally Accepted Auditing
Standards (GAAS).'? The SEC issued an interpretation of the
requirement."® In it, the SEC makes it clear that AS 1 does not
supersede any of the applicable rules or regulations of the
Commission. Rather, the AS 1 requirement means that a report
of an independent accountant must comply with both SEC and
PCAOB rules and guidance. Registered public accounting
firms must comply with the more restrictive of the rules and
regulations of the SEC and the PCAOB.'* The issue that has
arisen was that the SEC, in the past, permitted some foreign
issuers to file reports referring to compliance with both US
GAAS and home country auditing standards. PCAOB rules
now require that the entire audit must comply with PCAOB
standards." :

Section 404 requires companies to include in their annual
reports a statement analyzing and evaluating the effectiveness
of their internal financial-reporting controls.'® It appears that
Section 404 not only applies to a firm’s internal control
structure but appears also to apply to export controls with
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respect to end users and end uses; destinations (e.g., Cuba,
Iran, North Korea); Commerce Control List determinations;
screening of entities involved in the transaction; hardware,
software, and technology controls; re-exports; and release of
US-origin technology to foreign nationals.!” There are
significant criminal and civil ?enalties for the failure to comply
with regulatory requirements. 8

INTERNATIONAL RESPONSES

International responses have been rather mixed. Nearly
one-half (44%) of executive management felt that SOX and the
regulations issued by the Securities and Exchange Commission
(SEC) would have little effect while 43% held the opposite
view. The major complaints concerned the “noisy withdrawal
statute” and the executive certification requirements. As a
result of European complaints, a few of the regulations have
been relaxed as to foreign companies and non-US lawyers
practicing  primarily abroad.”” Nevertheless, European
countries and, more particularly, the companies located therein,
are rebelling against the US requirements. Specifically, there is
increasing resentment at the pressure, costs, legal exposure,
and possible violation of European law by attempting
compliance with SOX. There is a consensus that European
auditing standards, particularly, that of the major trading
nations, are comparable to that of SOX.*

Companies, as a consequence, are considering de-listing or
not listing their securities on US stock exchanges.”' Inasmuch
as there are some 470 non-US companies listed on US
exchanges with a total capitalization of $3.8 trillion, the costs
of compliance in some cases exceed $30-40 million as
estimated by BASF, the German chemicals producer. Rank
Entertainment Group and British Telecom are considering
delisting even though SOX required statutory compliance
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where there are 300 or more shareholders in the US** Fugro, a
Netherlands-based engineering consulting firm, with a turnover
of $1.2 billion (one-third in the US) said that SOX ended any
hopes that the company would list its securities in the US The
chairman of the International Corporate Governance Network
and a senior adviser to Morgan Stanley said that SOX would
cause Europe to become a haven for global public offerings. In
addition, whereas a company had to be so listed in order to
gain access to US capital markets, today, with the deregulation
of global markets, the need to have a US exchange presence is
less attractive.”

The EU lodged a series of complaints with respect to the
promulgation and enforcement of SOX. The overall complaint
concerned the extraterritoriality provisions of the statute. This
concern was reminiscent of the bitterness caused by the
extraterritorial enforcement of the US antitrust laws during the
1950s-1970s. Among the complaints by EU finance ministers
were the US authorities’ compulsion of access to the audit
papers, including working papers; the SEC’s grant of only a
30-day comment period for its impending regulations; and the
subjecting of European audit firms to double oversight by both
European member states and by the US** If there is a reference
to another auditor’s report by the principal auditor, then the
said other auditor’s report must also be included in the filing.?’

The EU Finance Ministers’ additional complaint, coupled
with a threat, concerned the need for foreign firms to register
with the PCAOB. The EU said that it already has established
equivalent registration requirements for all member states and
that compelling these firms to register with the PCAOB would
be unnecessarily duplicative and expensive. Thus, it called for
mutual recognition and equivalence of registration or else the
EU may not be able to avoid reciprocity of member states
which may require US firms to similarly register with the 25
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member states wherein they may provide auditing services.
Furthermore, the costs for registration by small EU auditing
firms would be heavy and would exceed that of domestic US
firms.*

The EU further noted that the PCAOB rules conflict
directly with EU and national laws of member states. There
were a number of examples given to illustrate the conflict of
laws difficulty. In a Memorandum to the SEC Chairman,”’ the
EU asked for an exemption under Section 106(c) of SOX*®
claiming that the PCAOB’s proposal is “ineffective,”
“unnecessary,” “disproportionate in that it involves significant
costs of registration for EU audit firms with a relatively small
number of US issuers,” likely to cause distortions of the market
for audit services...,” and is “prejudicial to future EU policy
making on audit issues.””

Some criticisms were more temperate. The UK banking
industry, while recognizing the right and goal of the US to
restore investor confidence by measures such as SOX,
nevertheless, expressed its concern over regulations on
companies which are already subject to equivalent or superior
measures in their home states. The complaint is not only that of
duplication but also may involve compliance with conflicting
regulations. It also respected US regulations concerning raising
capital in the US from domestic and foreign sources, but the
US should not hold itself as being the sole determinant of such
rules when other governmental authorities are equally
competent to assure appropriate regulatory regulations.
Specifically, the UK banking industry has suggested
compromise concerning Sections 301, 302, 401 and 402 of
SOX.*

With respect to Section 301, concerning the composition of
audit committees, the EU published a report concerning the
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Comparative Study of Corporate Governance Codes of
member states and found the UK ‘s Combined Code to be
widely adhered to and, though voluntary, compliance is a
requirement under its Listing Rules of the Financial Services
Authority. Among the standards discussed are the auditing
standards and accounting issues. The UK, particularly after
Enron and other debacles in the US and its own corporate
scandals, have evolved standards that negate the need for
enforcement of SOX standards. With respect to Section 302,
certification of accounts, the concern is that of duplication,
ambiguity and possible conflict with UK requirements. Under
the UK Combined Code, the Board of Directors has specific
responsibility to maintain a sound system of internal controls to
safeguard shareholders’ investments and company assets. At a
minimum, an annual review by directors is mandated and a
report to the shareholders is required. There are also additional
proposals for further requirements of directors’ duties and
extension of obligations to auditors with possible criminal
penalties for noncompliance.!

Concerning Section 401 rules concerning disclosures of off
balance sheet transactions, the problem is that accounting and
disclosure rules differ considerably between US and UK
GAAP. Whereas US GAAP rules are detailed and require
compliance to the letter of the rules, the UK GAAP looks to the
principles and substance rather than to the legal form. The UK
requires that in the examination of a transaction “all its aspects
and implications should be identified and greater weight given
to those more likely to have a commercial effect in practice. A
group of series of transactions that achieves or is designed to
achieve an overall commercial effect should be viewed as a
whole.” The substance of a quasi-subsidiary’s transactions of
an entity should also be reported in consolidated financial
statements.’> Section 402 rules forbid loans to directors and
employees with the exception of loans made or maintained by
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depository institutions subject to Federal Reserve Board
restrictions, which restriction is not extended to foreign
entities. It is the view of the UK Bankers’ Association that such
failure is anticompetitive.”?

Not all commentators abroad have written or espoused
highly negative commentaries concenring SOX. One
commentator suggested that SOX is compelling European
governments, legislators, and regulators to moderize their
long overdue overhauling of oversights structures of
accountants and corporate governance. SOX has facilitated the
efforts of EU Commissioners to modernize market supervision,
accounting oversight, and corporate governance. Fritz
Bolkenstein, the EU Commissioner for Internal Market &
Taxation, stated that the EU was faced with the choice of either
engaging in a major dispute with the US, as exemplified by the
debate over the Iraq War, or to find a constructive way of
moving forward to the benefit of both arenas while considering
the different traditions and culture. The choice of the latter was
exacerbated by the Parmalat fraud and its complicity by the
several professions. The need for corporate governance reform
is evidenced by the EU’s new Corporate Governance Action
Plan. Neither area can ignore the demands and needs of the
other. 15 % of all capital raised by EU equity issuers was from
US investors; purchases and sales of foreign securities by US
investors rose from $53 billion in 1980 to $6.6 trillion in 2003
while foreign investors bought and sold $30.9 trillion US
securities (up from $198 billion in 1980).**

Bolkestein noted the enormous task of the EU in created a
single financial market among the now 25 member states each
of which has its own internal laws and regulations. The
problem has been exacerbated by the adoption of SOX with its
sizeable complex rules. His suggested solution is the engaging
in a constructive Financial Markets Dialogue with US
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regulators to address EU concerns. He expressed his growing
impatience with the US especially in the light that the EU-US
conflict was not raised under the World Trade Organization’s
General Agreement on Trade in Services (GATS). Thus, there
is a need for cooperation on three fronts: (1) Cooperation daily
or weekly concerning financial services and markets regulatory
issues; (2) Convergence on common principles and
understandings rather than an identical approach but with the
same goal of investor protection. The convergence on
International Accounting Standards and US GAAP is an
example of such cooperation; and (3) Regulatory equivalence
rather than one standard as promulgated by the US whether it
concerns auditing, disclosure standards, market stability, or
other such issues. The need for cooperation is immense given
the volume of transaction and peoples involved on both
continents.>

Advantages to SOX compliance

Although there has been significant complaints concerning
compliance by foreign companies with SOX, nevertheless, it
appears that it is advantageous for these companies to conform
to the stringent rules of the Act. The main advantage is the
greater ease in seeking public financing. The full transparent
disclosure appears to assuage any lingering doubts about a
company’s financial well-being. Compliant public and
voluntarily compliant companies appear to have a competitive
advantage over non-compliant companies that remain private
so that SOX is not applicable. Some one-fourth of private
companies, mainly larger companies, have voluntarily adopted
SOX best practices in order to attract public financing and
position themselves for the issuance of future IPOs or for
possible mergers with publicly financed companies. The large
majority of private companies, nevertheless, oppose SOX
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mainly because of the cost of compliance and because of its
alleged impediment to profitable growth.*®

FOREIGN WHISTLEBLOWERS AND SOX

Sections 301(4) and 806 of SOX provide protection to
whistleblowers. Specifically, Section 301(4) provides that each
audit committee is to establish procedures for “(A) the receipt,
retention, treatment of complaints received by the issuer
regarding accounting, internal accounting controls, or auditing
matters; and (B) the confidential, anonymous submission by
employees of the issuer of concerns regarding questionable
accounting or auditing matters.” Section 806 is an extensive
provision setting forth civil action and remedies for
whistleblowers providing evidence of fraud.>” The problem is
that the information provided may concern data concerning
other employees which, in turn, may violate the EU privacy
laws. The SEC has refused to grant foreign companies
exemption from this statutory requirement.38 Item 8.1 of SOX’s
registration form provides that companies agree to provide
information at any time in the future. Such agreement may
violate the EU privacy regulation 95/46. Are foreign
whistleblowers protected by SOX? The answer appears to be
“No!” The laws, regulations, and court decisions of the country
where the whistleblowing takes place would apply to the issues
at hand.*

SOX AND THE INVASION OF PRIVACY

A major complaint of SOX is that Section 106(b) violates
the mandates of the EU privacy legislation by requiring
consent of foreign public accounting firms that issue an
opinion or other material services upon which a public
accounting firm relies with respect to the production of audit
workpapers. The EU has the strictest privacy protection
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restrictions in the world. Its Directive 95/46/EC, On the
Protection of Individuals with Regard to the Processing of
Personal Data and on the Free Movement of Such Data, sets
forth a mandatory minimum of protection to be given by
Member States to their inhabitants. Underlying the Directive
was the Its predecessor was the Recommendation of the
Council Concerning Guidelines Governing the Protection of
Privacy and Transborder Flows of Personal Data that had been
adopted by the Organization for Economic Cooperation and
Development (“OECD”), as early as 1980.* The
Recommendation became the basis for such protection in a
number of Member States.*!

Part Two of the Recommendation established limits with
respect to the collection of personal data, requiring it be done
lawfully and with knowledge and consent of the data subject
where appropriate. The personal data had to be relevant for the
purpose for which it is gathered and is accurate, complete and
up-to-date. The data should not be disclosed other than for the
essential purpose underlying its collection. The data should be
protected by the use of reasonable security safeguards against
unauthorized access or use. The individual, about whom the
data is collected, should have the right to ascertain whether
data has been collected about him/her; have the data
communicated to the individual at a reasonable charge in a
form that can be understood; be given reasons for denial of
such information; and have the right to challenge inaccurate
data and have it rectified.*?

Part Three of the Recommendation requires Member States
to consider the implications of domestic processing and re-
export of personal data for other Member States. Transborder
flows of such data should be uninterrupted and secure. With
certain exceptions, a Member State should permit unrestricted
transborder flows of personal data between it and another
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Member State and avoid passing laws creating obstacles to
such transmission. The OECD Principles concerning collection
of data, data quality, use, openness, and safeguards became the
basis for international goals, codes and statutes.”

The E.C. Directive sets basic requirements for data
protection, allowing Member States to enact stricter standards.
The effective date for implementation is October 25, 1998. A
number of Member States had not yet enacted data protective
laws when the Directive was issued. Moreover, the laws of
Member States that did enact such measures differed
substantially, thereby causing potential obstacles to the free
flow of data and difficulties for the inhabitants therein. The
Directive was enacted to remove such obstacles, harmonize the
national provisions, and guarantee the right of privacy.*

Part of the basis for the Directive are the provisions of the
Treaty on the European Union that provides in Title I, Article
F, that the EU “shall respect fundamental rights, as guaranteed
by the European Convention for the Protection of Human
Rights and Fundamental Freedoms signed in Rome on
November 4, 1950.” Article 8 of the Convention provides:

1. Everyone has the right to respect for his private

and family life, his home and his
correspondence.

2. There shall be no interference by a public

authority with the exercise of this right except
such as is in accordance with the law and is
necessary in a democratic society in the interests
of national security, public safety or the
economic well-being of the country, for the
prevention of disorder or crime, for the
protection of health or morals, or for the
protection of the rights and freedoms of others.
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The specific requirements are set forth in the endnote.*

Thus, according to the EU, in its correspondence with US
SEC Chairman Donaldson, the data protection requirement
prevents EU audit firms from providing information with
respect to employees including their names or social security
numbers, information concerning criminal, civil, or
administrative actions or disciplinary proceedings that are
pending; and information relating to non-SEC audit clients.*
The EU member states, such as Denmark, Finland, Belgium,
and Germany, all provide by law protections against revealing
personal information of employees. In Germany, a court found
Wal-Mart’s voluntary and anonymous telephone hotline for the
reporting of misconduct to be violative of the German Works
Council Constitution Act that gives the Council
codetermination rights concerning the conduct of employees.
Wal-Mart’s failure to consult with the Council negated its
practice.

Working Papers

The provision of Article 106(b) requiring access to working
papers flies in the face of contrary provisions and prohibitions
with EU national professional secrecy laws. Many of the EU
member states provide that working papers may only be given
to a courts therein, which provision may not be waived. In
France, Article 1.225-240 of the French Commercial Code
requires secrecy by auditors which secrecy as to working
papers may be granted access to French authorities. Finland has
a similar provision. In Denmark and Belgium, the unauthorized
handing over of working papers of a client is a criminal
offense.*’

There are strict limitations to the collection, use, and
disclosure of personal information. In a French court decision
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on November 21, 2005, Group McDonald’s France was denied
a request by the company to put into place a procedure for
certain high-level employees to voluntarily and anonymously
report on alleged wrongful behavior by co-workers. The La
Commission nationale de l’informatique et es libertes (the
French Data Protection Authority or CNIL) stated that,
although the SOX requirement was not per se invalid,
nevertheless, employers would have to comply with eleven
guldelmes or limitations.”® The difficulty is that the SOX
provision appears to conflict with the French Data Protection
Act of January 6, 1978 as amended and the EU Directive on
Data Protection.”

RECONCILING SOX AND EUROPEAN CONFLICTING
STANDARDS

Although European companies and regulators have bitterly
complained about the extraterritoriality of SOX’s provisions,
nevertheless, there are significant attempts to reconcile their
differences. The need for reconciliation is evident by the
degree of cross-border investments both to and from the US to
Europe. Among the efforts at a not unfriendly reconciliation
are the US-EU Financial Markets Regulatory Dialogue, which
is an informal discussion of US and EU regulatory approaches,
developments, and timetables. It brings together experts from
the Federal Reserve and their counterparts of the European
Commission particularly with respect to banking operations. It
has been estimated that, as of September 30, 2003, there were
34 US banking organizations in the EU with third-party assets
of over $747 billion and much greater sums today. There were
68 EU banking organizations operating in the US with third-
party banking assets of $937 billion. The Dialogue has served
to diffuse tensions concerning SOX between the two entities.”’
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A major effort that was well received in EU capitals is that
of the former Chairman of the US SEC, William H. Donaldson,
who expressed his and that of the SEC’s commitment to
engaging in a constructive dialogue to assure friendly
cooperation in an endeavor to safeguard the integrity of
corporate governance. He noted that, although SOX addressed
corporate malfeasance that occurred among US enterprises,
nevertheless, Europe has had its own series of major corporate
scandals, which include Parmalat, Vivendi, Hoolinger, Ahold,
Adecco, TV Azteca, Royal Dutch Shell, Seibu, China Aviation,
and other scandals. Thus, it is in the best interests of both the
US and the EU to restore shareholder confidence in the
integrity of the marketplace. There is a need for global
cooperation to raise standards in all of the many markets on a
worldwide basis. Although acknowledging the complaints of
the rise in cost of capital as a result of SOX, it should be noted
that the costs come with major benefits. Inasmuch as nearly
one-half of all of the world’s equity shares, by market
capitalization, are traded in the US, non-US investors have
approximately $4.5 trillion invested in US securities.”'

Donaldson emphasized that the US, under SOX, enables a
registered company to signal to others that it is committed to
the highest audit reporting and governance standards.
Nevertheless, he assured European regulators that the US is
fully committed to working together to address the legitimate
complaints of European regulators. Thus, the SEC has taken a
number of steps to avoid have companies engaged in
unnecessary and costly duplication of reporting standards. SOX
requires that all members of audit committees be independent
directors. The issue arose that German corporate governance
have dual board systems that require corporate audit
committees to include a labor representative. Inasmuch as SEC
rules hold that employees of an issuer are not “independent,”
there was an inherent conflict between SOX and German
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regulations. After a dialogue between the SEC and the EU, the
former was given assurance that labor representatives in issuer
audit committees are independent and, accordingly, the SEC
provided an exception to its prior position.”

Two other examples of US and EU cooperation are the
exemption for companies publishing financial information
outside the US that were not in accord with US Generally
Accepted  Accounting Principles (GAAP) and the
accommodation made to foreign issuers with respect to the
information requested by the US Public Company Accounting
Oversight Board (PCAOB) that may violate foreign privacy
laws and blocking statutes. Thus, the PCAOB is engaging in a
collaborative approach to reconcile its oversight role with the
laws and regulations governing foreign issuers. Other
accommodations include the extension of deadlines for filing
requirements, reconciliation of reporting standards, and other
efforts.”

A further effort of both reconciliation but also a potential
retaliatory threat is the enactment of the 8™ Directive™ by the
European Union.> The Directive aims at creating a high level
harmonization of statutory audit requirement by Member
States. It permits Member States to have more stringent
requirements but the Directive serves as the minimum
requirements for all of them.’ 6 Although the Directive places
great emphasis on Member States to regulate statutory audits of
accounts, the latter may not insist that a majority of the voting
rights in an audit firm must be held by locally approved
auditors or be the majority members of the administrative or
management body of an audit firm.”’

The closet threat is that the 8" Directive leaves it to
Member States to determine whether to approve a non-EU
Member State auditor as a statutory auditor. Subject to
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reciprocity, such Member States may approve such person
provided proof of compliance is furnished with the 8"
Directive’s mandates.”® Compliance includes proof of good
repute, educational qualifications, examination of competence,
practical training, and continuing education.>® Derogation from
such compliance may be made on the basis of reciprocity
provided that the foreign auditors and audit firms are subject to
comparably systems of public oversight, quality assurance, and
investigations and penalties. The EU Commission is to assess
the alleged equivalence in cooperation with the Member
States.®* All such non-Member State auditors and audit firms
which provide an audit report concerning the accounts of a
company incorporated outside of the EU but whose securities
are traded on an EU exchange. Exception is for companies’
issues exclusively debt securities of EUR 50,000 or more
traded on an EU exchange.®!

All such foreign auditors and audit firms are to be subject
to oversight, quality assurance systems, and systems of
investigation. Exceptions may be made where the foreign
entities can demonstrate equivalent third-country system of
quality assurance within the past three years. Subject to proof
and acceptance of equivalence by Member States in
cooperation with the EU Commission, audit reports of accounts
or consolidated accounts issued by non-EU Member State
audi6tzors or audit firms shall have no legal effect within the
EU.

EU CORPORATE GOVERNANCE INITIATIVES

Among the reasons for EU opposition to SOX is its own
attempts to deal with European corporate scandals. In 2003,
reacting to both US and comparable behavior by a number of
European-based  companies, the EU  Commission
communicated the following program: Modernising Company
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Law and Enhancing Corporate Governance in the European
Union — A Plan to Move Forward.®® Tt proposed the
enhancement of corporate governance structure. In a
company’s annual corporate governance statement, listed
companies should state the key elements of their corporate
governance structure which should include the operation of
their shareholder meetings and key powers, the composition of
the board and its committees, the shareholders possessing
major holdings and voting rights, material transactions with
other related parties and the existence and nature of a risk
management system.>* Shareholders’ rights are to be
strengthened by being granted access to information by
electronic means, the right to vote in absentia and by electronic
means, and the establishment of real shareholder democracy.”

The board of directors should be modernized by removal
from voting, in favor of non-executive or supervisory directors,
those board members with conflicts of interest, such as
remuneration of directors and supervision of audit accounts;
the creation of a one-tier board structure with executive and
non-executive members or a two-tier structure with managing
directors and supervisory directors; granting a special
investigation right to shareholders to ask a court to investigate
the affairs of a company; imposition of a directors’
disqualification for misleading financial and other misconduct;
and the development of a wrongful trading rule that would hold
directors personally responsible for a company’s failure and
due to the conduct or lack of action.®®

Groups and pyramids of companies would be compelled to
provide complete and information and disclosure regarding
their structure and intra-group relations as well as better
financial and non financial information.” In the Annex to the
EU Plan, it described the specific steps and timetables for
member state actions and preferred types of initiatives. There
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were Short-Term (2003-2005) steps, Medium-Term steps
(2006-2008), and Long-Term (2009 and thereafter).®®

CONCLUSION

The impact of SOX on foreign registrants has been divided
depending on the European commentator. The positive aspects
noted by foreign registrants include the restoration of investor
confidence in the light of the major corporate scandals both in
the US and abroad; the need for effective internal controls; and
the effect on corporate governance; improved vigilance by
boards of directors who hitherto was to often passive; the
requirement of financial experts on audit committees; the
uniformity of standards for corporations and their subsidiaries;
the active dialogue and engagement of advisers; the compelling
of companies to re-examine their internal auditing and other
financial practices; and the creation of a governmental board to
oversee auditing by accounting firms. The negative aspects has
been the need for alleged extraordinary effort and cost to
comply with the statute; the compelling of restatement of
earnings; the great increase in insurance costs for board
insurance; and the failure to recognize the auditing standards of
foreign companies that are equal to or were greater than that
provided by SOX.*

ENDNOTES

' The Public Company Accounting Reform and Investor Protection
(Sarbanes-Oxley) Act of 2002, Pub. L. No. 107-204, 2002.

? Section 404 requires each annual report required to be filed under the Act
“to contain an internal control report, which shall:
(1) state the responsibility of management for
establishing and maintaining an adequate internal
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control structure and procedures for financial
reporting; and

(2) contain an assessment, as of the end of the most
recent fiscal year of the issuer, of the effectiveness of
the internal control structure and procedures of the
issuer for financial reporting.”

3 Jill M. D’Aquila, Tallying the Cost of the Sarbanes-Oxley Act, THE CPA
JOURNAL, www.nysscpa.org/cpajournal/2004/1104/perspectives/p6.htm.
The medium-size firm costs have been calculated as follows: some 12,000
hours of internal work (from 1,150 to 35,000 hours); 3,000 hours of external
work (from 846 to 6,197 hours), and additional audit fees of $590,000 (from
$52,000 to $1.5 million). CRA International in its Sarbanes-Oxley Section
404 Costs and Implementation Issues: Spring 2006 Survey Update, (April
17, 2006), found that the actual average costs for Section 404 issuer
compliance by smaller companies were $1,241,000 in the first year and
$860,000 in the second year while for larger companies, the costs were
$8,510,000 for year one and $4,770,000 for year two. For a discussion of
the need for a small business exemption, see Joseph A. Castelluccio III,
Sarbanes-Oxley and Small Business: Section 404 and the Case for a Small
Business Exemption, 71 Brooklyn L. Rev. 429 (Fall, 2005).

* Section 102(b)(2).

5 For a lengthy discussion see US SEC, International Reporting and
Disclosure Issues in the Division of Corporation Finance (Nov. 1, 2004),
http://www.sec.gov/divisions/corpfin/internal/cfirdissues1104.htm. The
discussion herein is at p. 18.

¢ Sec. 106(b), “Production of Audit Workpapers,” states as follows:

(1) Consent by foreign firms.—If a foreign public accounting firm
issues an opinion or otherwise performs material services
upon which a registered public accounting firm relies in
issuing all of part of any audit report or any opinion contained
in an audit report, that foreign public accounting firm shall be
deemed to have consented—

(A) To produce its audit workpapers for the Board or the
Commission in connection with any investigation by
either body with respect to that audit report; and
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(B) To be subject to the jurisdiction of the courts of the
United States for purposes of enforcement of any request
for production of such workpapers.

(2) Consent by domestic firms.—A registered public accounting
firm that relies upon the opinion of a foreign public
accounting firm, as described in paragraph (1), shall be
deemed—

(A) To have consented to supplying the audit workpapers of
that foreign public accounting firm in response to a
request for production by the Board or the Commission;
and

(B) To have secured the agreement of that foreign public
accounting firm to such production, as a condition of its
reliance on the opinion of that foreign public accounting
firm.

7 Section 301(2) entitled “Responsibilities relating to registered public

accounting firms” states:
The audit committee of each issuer, in its capacity as a
committee of the board of directors, shall be directly
responsible for the appointment, compensation, and
oversight f the work of any registered public accounting
firm employed by that issuer (including resolution of
disagreements between management and the auditor
regarding financial reporting) for the purpose of preparing
or issuing an audit report or related work, and each such
registered public accounting firm shall report directly to
the audit committee.

8 Section 301(3). Entitled “Independence,” it states:

(A) In general.—Each member of the audit committee of the
issuer shall be a member of the board of directors of the issuer,
and shall otherwise be independent.

(B) Criteria.—In order to be considered to be independent for
purposes of this paragraph, a member of an audit committee of
an issuer may not, other than in his or her capacity as a
member of the audit committee, the board of directors, or any
other board committee---

(i) Accept any consulting, advisory, or other compensatory
fee from the issuer; or
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(i) Be an affiliated person of the issuer or any subsidiary
thereof.

® Section 302(a).

10 Section 302(b). It states that “Foreign Reincorporations Have No
Effect—Nothing in this section 302 shall be interpreted or applied in any
way to allow any issuer to lessen the legal force of the statement required
under this section 302, by an issuer having reincorporated or having
engaged in any other transaction that resulted in the transfer of the corporate
domicile or offices of the issuer from inside the United States to outside of
the United States.

1 Section 402 (a) amends Section 13 of the Securities Exchange Act of
1934) It states:

(k) “Prohibition on Personal Loans to Executives.”

(1) In general.—It shall be unlawful for any
issuer...directly or indirectly including through any
subsidiary, to extend or maintain credit, to arrange for the
extension of credit, or to renew an extension of credit, in
the form of a personal loan to or for any director or
executive officer (or equivalent thereof) of that issuer. An
extension of credit maintained by the issuer on the date of
enactment of this subsection shall not be subject to the
provisions of this subsection, provided that there is no
material modification to any term of any such extension
of credit or any renewal of any such extension of credit on
or after that date of enactment.

There are limited exceptions subsection (2) for certain home improvement
loans, credit extensions under an open end credit plan, extension of credit
by a broker or dealer made available by such issuer to the public, provided
in the ordinary course of business, or made on market terms that are
comparable to the general public.

2 1d at 10-11. The SEC approved AS 1 effective for auditors’ reports
issued or reissued on or after May 24, 2004.
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3 Commission Guidance Regarding the Public Company Oversight Board’s
Auditing and Related Professional Practice Standard No. 1 (Securities Act
Release 33-8422).

14 Supra, Note 4. Also stated in a note to PCAOB Rule 3600T Interim
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15 Id

16 Section 404 entitled “Management Assessment of Internal Controls,”
provides:

(a) Rules Required—The Commission shall prescribe
rules requiring each annual report required by section
13(a) or 15(d) of the Securities Exchange Act of
1934)... to contain an internal control report, which
shall—

(1) State the responsibility of management for
establishing and maintaining an adequate internal
control structure and procedures for financial
reporting; and

(2) Contain an assessment, as of the end of the most
recent fiscal year of the issuer, of the
effectiveness of the internal control structure and
procedures of the issuer for financial reporting.

(b) Internal Control Evaluation and Reporting.—With
respect to the internal control assessment required by
subsection (a), each registered public accounting firm
that prepares or issues the audit report for the issuer
shall attest to, and report on, the assessment made by
the management of the issuer. An attestation made
under this subsection shall be made in accordance
with standards for attestation engagement issued or
adopted by the Board. Any such attestation shall not
be the subject of a separate engagement.
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37 Section 806 is an extensive provisions amending section 1514 of USC.
Title 18 Chapter 73: that grants protection for employees of publicly traded
companies who provide evidence of fraud. Specifically it states: No
company ..., or any officer, employee, contractor, subcontractor, or agent of
such company, may discharge, demote, suspend, threaten, harass, or in any
other manner discriminate against an employee in the terms and conditions
of employment because of any lawful act done by the employee---[who
provides information which the employee reasonably believes constitutes a
violation or any rule or regulation of the SEC relating to fraud against
shareholders. Remedies include all relief to make the employee whole
including compensatory damages consisting of reinstatement with the same
seniority status the employee previously possessed, back pay with interest,
litigation costs, expert witness fees, and reasoanble attorney fees. For a
discussion, see Karen L. Corman and Kristin Major, Employee
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0 The OECD is composed of almost all of the members of Western Europe
together with the US, Canada, and Japan. Among the nations acting in
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accordance with OECD Principles is Canada. Its provisions concerning
privacy of electronic data may be found in the Personal Information
Protection and Electronic Documents Act.** Canada sought to address three
major concerns, namely, fear by consumers of tracking their usage on the
Internet, consumers’ lack of confidence concerning the security of Internet
transactions, and the growing international concerns about data privacy. The
statute repeats the principles set forth by the OECD and the UN. See Julia
M. Fromholz, The European Union Privacy Directive, 15 BERKLEY
TECH. L.J. 461 (2000)

“ The United Nations thereafter adopted Guidelines Concerning
Computerized Personal Data Files on December 14, 1990. While leaving to
individual countries to issue and implement regulations concerning
computerized personal data, it issued a series of principles that should guide
each State’s initiative. Included among the principles were those of:
lawfulness and fairness, accuracy, legitimate purpose, access, and non-
discrimination. The Council of Europe adopted the Convention for the
Protection of Individuals with Regard to Automatic Processing of Personal
Data on October 1, 1985. It also sets forth a series of principles very similar
to those later outlined in the Privacy Directive of the European Union. In
addition thereto, Article 14 of the Convention provides for assistance to
data subjects residing abroad. It states that each party to the Convention
shall give to such persons aiding in exercising the right to ascertain the
existence of a personal file on him/her, its content, and to make corrections
or erasures of data violating his/her privacy rights. Argentina enacted a
statute in December 1996 giving data protection (“full protection of
personal information”) in conformance with another law giving its
inhabitants the right to obtaining formation about data collected on them. In
addition, a Bicameral Commission on Monitoring of Data Protection was
established to enforce the statute. Australia and Belgium, as members of the
OECD, enacted a statute in conformity with its principles. Hong Kong,
prior to its takeover by the People’s Republic of China, enacted a Personal
Data (Privacy) Ordinance that is still in effect and is reflective of the EU
Directive. The same types of protection may be found in the statutes and
ordinances of many other countries. Japan, Taiwan, and Hong Kong have
enacted measures to insure the some degree of protection concerning the
accumulation and processing of personal data. Among the measures that
have been enacted are: (1) In Japan: The Act for Protection of Computer
Processed Personal Data held by Administrative Organs (December 1988);
(2) In Taiwan: Law Governing Protection of Personal Data Processed by
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Computers (July 1995); and (3) Hong Kong: The Personal Data (Privacy)
Ordinance (September 1995).

42 The Recommendation can be found at:
http://europa.eu.int/comm/internal_market/en/media/dataprot/inter/priv.htm.

4 See, for example, William J. Clinton and Albert Gore, Jr., 4 Framework
Jor Global Electronic Commerce,
http://www.ecommerce.gov/framewrk.htm, ISSUES, No. 5.

# See European Commission, Data Protection: Background Information,
http://europa.eu.int/comm/internal ...en/media/dataprot/backinfo/info.htm.

# Scope (Article 3). The Directive concerns “any operation or set of
operations which is performed upon personal data.” Exceptions include data
flowing outside of the European Union and data involving state and public
security. “Personal data” is defined as “any information relating to an
identified or identifiable natural person (‘data subject’).” The obligations
are imposed upon the “controller” who is any person determining the
purposes and means of processing data.

Data Quality Principles (Article 6). The Directive provides that Member
States are to ensure that the personal data is: (1) processed fairly and
lawfully; (2) that it is collected for specific and legitimate purposes; (3)
relevant and not excessive for the intended purposes; (4) accurate and kept
up to date when relevant; and (5) kept for no longer than necessary except
when kept for historical, statistical or scientific use in which case
appropriate safeguards are to be enacted.

Criteria for Legitimacy (Article 7). Personal data may be collected only if:

The data subject has consented unambiguously (agreed
freely after being adequately informed);

It is necessary for contract performance involving the data
subject (for example, data for job applicants or for billing
purposes);

It is necessary for compliance with a legal obligation of
the controller;

It is necessary to protect the vital interests of the data
subject;
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It is necessary to carry out a task in the public interest or
for exercise of official authority involving the parties (for
example, by police or tax authorities); or

For legitimate interests of the controller or third party
receiving the disclosure that outweigh the protection of
the legitimate interests of the data subject.

Prohibited Data (Article 8). Member States may not collect personal data
concerning racial or ethnic origin, political opinions, religious or
philosophical beliefs, trade-union membership, and data concerning health
or sex life. There are exceptions to such prohibitions including consent from
the data subject and legitimate and lawful objectives and persons. For
example, health professionals need health data for proper diagnosis, police
authorities need data concerning prior convictions, and journalists may
require background data.

Information to be given to Data Subject (Articles 10 and 11). The Directive
provides different criteria of information to be given to the data subject
depending on whether the data was obtained from the data subject or from
some other source. If the data is derived from a third party, the data subject
is entitled to know the identity of the controller and his/her representative;
the purposes, thereof; and additional information such as categories of the
data concerned, the recipients or groups of recipients of the data, and the
right of access. If the data is from the data subject, s/he is entitled to the
same type of information plus information as to corrections of errors.
Exceptions are made for collection of data for historical or scientific
research purposes.

Right of Access to Data and Exemptions (Articles 12 and 13). The data
subject is entitled to know whether or not data about him or her is being
collected, the purposes thereof, the categories of the data, and the recipients,
as well as how to rectify, erase or block data. There are exemptions for
national and public security, defense, prevention, detection, and prosecution
of criminal offenses, and for economic or financial interest of a Member
State.

Miscellaneous Provisions: Right to Object (Article 16). The data subject has
the right to object on compelling legitimate grounds to processing of data
about him or her. S/he also has a right to object on request and free of
charge any data to be given to direct marketers.
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Confidentiality and Security (Article 17). Member States are to ensure that
agents of controllers not process data except on instructions from the
controller. Measures are to be taken to protect the security of the data from
accidental or unlawful destruction, alteration, unauthorized disclosure or
access and all other unlawful uses.

Remedies (Articles 22-24). There are broad remedies available to the data
subject for violation of his/her rights under the Directive, including judicial
access and claim for damages.

Notification and Exemptions (Article 18). Controllers or representatives
thereof are to notify Member States of automatic processing operations of
their names, addresses, the purposes of data collection, and other such
information. Exemptions are permitted where the data are unlikely to
adversely affect the data subject. Among the exemptions is Article 3(2) that
states the Directive does not apply to data falling outside the scope of EU
law, to wit, in matters of public security, defense, state security, and matters
pertaining to criminal activities. Article 13(2) also exempts member states
from permitting access to data by the data subjects with respect to scientific
research and for the collection of statistics. The third exemption provision is
that of data transfer to non-member states.*’

Data Transfer to Non Member States (Atrticles 25-26). Data is not to be
transferred to countries outside of the European Union, unless those
countries ensure “an adequate level of protection.” What is “adequate”
depends on all of the attending circumstances of the transfer, including the
proposed processing operations, the level of security, its professional rules,
and other such qualifications. Nevertheless data can be sent irrespective of
such safeguards if the data subject consents; the transfer is necessary in
connection with contract performance between parties of the respective
countries; on public interest grounds; is necessary to protect the vital
interests of the data subject; and where the controller assures protection of
privacy concerning the data being sent abroad.

4 Letter from the EU Finance Ministers to Chairman William H.
Donaldson, supra, note 24.

4 Memorandum of EU Finance Ministers to SEC Chairman, William H.
Donaldson, supra, note 25. :
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“ http://www.cnil.fr. See, also, commentary by Alan Berkowitz and
Jacqueline Bronson, Bingham McCutchen Esqs., Sarbanes-Oxley Act
Whistle Blowing Measures Meet Resistance in the EU, (Dec. 2005),

http://www/bingham.com.
* Directive 95/46/EC (Oct. 24, 1995).

%0 Testimony of Federal Reserve Governor Susan Schmidt Bies before the
US Committee on Financial Services, US House of Representatives (May
13, 2004).

3! William H. Donaldson, US Capital Markets in the Post-Sarbanes-Oxley
World: Why Our Markets Should Matter to Foreign Issuers (Jan 25, 2005),
bttp://www.sec.gov/news/speech/spch012505whd.htm.

52 d
53 1d

5% Directive 2006/43/EC of the European Parliament and of the Council of
17 May 2006 on statutory audits of annual accounts and consolidated
accounts. The Directive replaced the Eighth Council Directive 84/253/EEC
of 10 April 1984 that concerned the approval of persons responsible for
carrying out the statutory audits of accounting documents.

35 The European Union is composed of 27 member states as of 2007. They
are as follows in the order of accession: the initial six states (Belgium
France, Italy, Luxembourg, Netherlands, and West Germany), followed by
three added states (Denmark, Ireland, and the United Kingdom), Greece,
Portugal, Spain, Austria, Finland, Sweden, Cyprus, Czech Republic,
Estonia, Hungary, Latvia, Lithuania, Malta, Poland, Slovakia, Slovenia,
and, as of 1 January 2007, Bulgaria and Romania. Other potential future
member states who are in accession negotiations, candidate country, or
potential candidate countries are Croatia, Turkey, Republic of Macedonia,
Albania, Bosnia and Herzegovina, Montenegro, and Serbia.
http://en.wikipedia.org/wiki/List of European Union_member_states by
accession.

56 Paragraph 5 of the 8™ Directive.

57 Paragraph 6 of 8" Directive.
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%8 Article 44 of the 8" Directive.

59 Article 44 which incorporates Articles 4, and 6-14 of the 8" Directive.
8 Article 46 of the 8™ Directive.

61 Article 45(1) of the 8™ Directive.

62 Article 45 (3)(4) with exception of equivalence as provided in Article 46
of the 8™ Directive.

% EU Commission, Communication from the Commission to the Council
and the European Parliament, COM (2003) 284 final (Brussels, May 5,
2003).

% d at3.1.1.

% Id. at3.1.2.

8 1d. at, 3.1.3.

7 Id. at 3.3.

8 Jd. Annex.

% See, e.g., comments made by Jeffrey Marshall, Sarbanes-Oxley: An
International Perspective, http:/accounting.smartpros.com/x42166.xml.
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OF BASEBALLS CAUGHT AND KEPT

by
Kathleen M. Weiden*
Christopher Companik**

INTRODUCTION

A baseball stadium seems an unlikely place to think
about taxes. More likely than not, fans and players gathering
for a baseball game consider recent team records, batting
averages and fielding percentages, the likelihood of a perfect
game, or maybe even the hotdog and beer to be consumed, as
they prepare for the game to begin. However, on a regular
basis, fans or players go home from a baseball game with
something they did not have when the game began — a baseball
that had been in play during the game. Those fans or players
may also take home a tax liability when they go home with a
baseball that had been in play during the game.

Several legal scholars have recently examined the
theories by which a fan or a player could claim ownership of a
baseball that had been in play.' These are not frivolous
inquiries, as milestone or monumental home runs can have
very significant economic value in the sports memorabilia
marketplace. For example, the baseball Mark McGwire hit for
his 70™ home run in 1998 ultimately sold for $3 million, and

*Kathleen M. Weiden, C.P.A., M.S., Taxation, Ph.D., Assistant Professor
of Taxation at Fairfield University

*%Christopher Companik is an M.S., Taxation Candidate at Fairfield
University.
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the baseball Eddie Murray hit for his 500™ home run in 1996
ultimately sold for $500,000.

The market for foul balls hit into the stands, tossed into the
stands by players, or retained by players is markedly different
from the market for home runs hit into the stands. It may even
be non-existent. However, the presence or absence of a market
for used baseballs has not been cited by the legal scholars as a
determinative factor in their analysis of how ownership of a
foul or home run baseball can pass from the home ball clubs to
a fan or player.2

An additional, related, issue is the tax consequences associated
with a fan or a player coming into possession of a baseball that
had been in play. For example, what are the tax consequences
to a fan that catches a baseball (milestone, home run or foul
ball) hit into the stands? What are the tax consequences when
two fans claim to have caught the same baseball? We begin
with these two tax questions, but also examine several others
arising from well-publicized events involving fans, players and
a baseball at recent games. We use as our starting point the
analysis of the aforementioned legal scholars, Finkelman
(2002) and McEvoy (2005). As we simply summarize the
arguments made by the legal scholars for purposes of our
examination of potential tax consequences, we refer readers
who wish for a more complete understanding of the underlying
legal theories to the full works of those legal scholars.

“WATCH OUT FOR FOUL BALLS”

At every Major League Baseball game played, a
baseball is hit into the stands and either caught or retrieved by a
fan. Sometimes, the baseballs are hit out of the stadium and
are retrieved by an individual not attending the game.
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Finkelman (2002), McEvoy (2005), and other legal scholars
argue that the ownership of a baseball hit into the stands or out
of the stadium passes to the person who catches or retrieves the
ball, and offer several arguments in support: (1) the traditional
law of abandonment, (2) the “common law of baseball”, (3) a
statutory claim argument and (4) a contract claim argument.

Abandonment occurs when there is a relinquishment by
the former owner, either intentionally or by failure to retrieve
after an unintentional loss. Thus, legal scholars argue, home
ball clubs intentionally and routinely abandon baseballs hit into
the stands by not sending agents of the home ball club into the
stands to retrieve the baseballs. Legal scholars also argue that
under the “common law of baseball,” most Major League
Baseball clubs have allowed the evolution of fan property
rights, by permitting and even urging fans to bring baseball
gloves into stadiums. Because baseball gloves are of not much
use in holding a beverage or a hot dog, it can reasonably be
assumed that, by allowing fans to bring their gloves, the club is
signaling its intention to abandon baseballs hit into the stands
and allow ownership to pass to the lucky fan. Statutory claims
of ownership can be made by fans, legal scholars further argue,
in stadiums where home ball clubs have posted signs indicating
fans are free to keep foul and home run balls, where the home
ball club has a posting to that effect on the team web site, or
where the home ball club uses the public address system to
encourage and/or celebrate a catch by a fan.> And finally, legal
scholars argue that a contract claim may arise in stadiums
where the ticket to the game contains a warning that physical
injury may result from baseballs hit into the stands.

Consider the case of a baseball club that posts signs in
the stadium, or on its web page, indicating that fans may keep
any foul or home run baseballs hit into the stands, and/or which
encourages fans to bring gloves to the game (i.e., common law
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of baseball or statutory claim arguments). According to the on-
line encyclopedia, dictionary.com, prizes are given as “rewards
for victory, to provide incentives in competitions, etc.”* If title
to foul balls and home run balls is transferred from the home
ball club to fans when those baseballs enter the stands under
either a common law of baseball or statutory claim argument,
then home ball clubs can be viewed as creating a de facto
competition or contest when they allow title to the baseball to
pass to the fan who catches it, in lieu of some other means of
selecting the fan to receive the baseball, such as, the fan sitting
in a randomly selected numbered seat. Thus, because the fan
who catches the baseball must compete with, or strive against,
other fans to catch the baseball, the baseball can be viewed as a
prize in a competition or contest.” Fans appear to be aware of
this potential competition, as many arrive at the stadium with
their personal baseball gloves, to improve their chances of
catching a ball. It is unknown how many fans select their
particular seat as a further means of improving their odds of
catching a baseball. Joe Fignone, who sat waiting in a boat in a
cove outside Pacific Bell Park (now known as AT&T Park) for
Barry Bond’s 500™ career home run in April 2001, gave quite a
bit of thought to how he could improve his odds of catching or
retrieving that milestone baseball.® Other fans apparently use
baseball players’ stadium—s7peciﬁc batting statistics to select
seats for upcoming games.

Internal Revenue Code (“IRC”) §74(a)(1) indicates
that, in general, gross income includes amounts received as
prizes and awards, and that the term includes amounts awarded
in contests of all types. An exclusion from income is provided
by §74(b) for awards for religious, charitable, scientific,
educational, artistic, literary and civic achievements (e.g.,
Noble- or Pulitzer-type awards), so long as the taxpayer was
selected for the award or prize without any action on his or her
part to enter the contest or competition, and is not required to
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render substantial future services as a condition of receiving
the award or prize. An exclusion from gross income for
scholarships that meet the requirements of §117 is provided by

§74(c).

While no one is likely to argue that a baseball hit into
the stands is akin to either a Noble or Pulitzer Prize, taxpayers
have shown initiative in arguing that certain prizes were
received for one or more of the achievements specified under
§74(b). For example, the taxpayer in Simmons v. U.S. argued,
unsuccessfully, for the exclusion of a $25,000 cash prize
received for catching a special tagged fish in a contest
sponsored by, and promoting, a local brewery, claiming a civic
achievement in catching the fish (i.e., promoting the
recreational and resort aspects of the state of Maryland).® Try
as it might, the Simmons court could not “swallow” the
taxpayer's argument, nor conceive of some other public good
being served by the taxpayer’s capture of the tagged fish. The
court did not consider the stimulation of the sale of beer a civic
achievement, but indicated it might have reached a different
conclusion if the fish had instead been a killer whale terrorizing
the Maryland seashore. Thus, it appears that, barring the
existence of a realistic (and highly creative) argument that
catching or retrieving a foul or home run baseball hit into the
stands achieves some “greater public good,” fans catching or
retrieving a foul ball or a home run hit into the stands would be
required to include the value of the caught or retrieved baseball
in gross income.

Under both §74(a)(2) and Reg. § 1.74-1, if a prize is not
given in cash, but in property, the amount includible in gross
income is the fair market value of the property received. Thus,
in terms of amount of income to include, fans catching foul
balls or home runs are required to include the fair market value
of the caught baseball in income. The definition of fair market
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value, formulated by U.S. v. Cartwright, is “. . . the price at
which the property would exchange hands between a willing
buyer and a willing seller, neither being under any compulsion
to buy or to sell and both having reasonable knowledge of
relevant facts.” Recent prior sales of the same or a similar
item are typically relied upon by appraisers to establish the fair
market value of property. The number of sports memorabilia
auction web sites suggests a healthy market for historic home
run baseballs, and that the fair market value of milestone
baseballs can be estimated without too much trouble. The
same may not be true of foul balls.

The fact that income is received in the form of property,
as opposed to cash, does not alter the timing of the recognition
of (prize) income associated with catching the baseball. If
most baseball fans use the cash method of accounting for tax
purposes (one of the permitted methods under Sec. 446), then
the fan that catches a baseball will be required to include the
fair market value of the baseball in income in the year in which
the ball was caught or retrieved, pursuant to Sec. 451(a) and
Reg. Sec. 1.451-1(a). Under these rules, a fan would be
required to recognize the income on the day of the catch or the
retrieval, even though a substantial amount of time may pass
before the baseball is sold.

In stadiums where the home ball club does not post a
sign, either at the stadium or on the club website, indicating
fans can keep foul and home run baseballs hit into the stands,
title to a baseball hit into the stands would remain with the ball
club. Fans that caught any baseballs in such a stadium would
be required to return the ball to the club. However, as
discussed above, under the traditional law of abandonment, ball
clubs that do not assert their ownership rights and request the
return of the baseballs are considered as abandoning their
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ownership rights by their failure to attempt to retrieve the
baseball.

Gross income includes all income from whatever
source derived, pursuant to §61. The IRS has generally
interpreted this section broadly in its administration of tax law,
and taxpayers have spent a lot of time and money arguing
otherwise. The courts have also interpreted the statute to mean
that Congress intended a broad, all-inclusive definition of
income, and generally find in favor of the government.'°
Despite the courts’ predilection to include virtually all items in
gross income, some taxpayers have nonetheless argued that
“found” property is not within the category of items meant to
be swept into the definition of gross income. In Cesarini v.
U.S." | the taxpayers sought to exclude from their 1964 gross
income the amount of cash found in a piano purchased several
years earlier. The IRS had issued a revenue ruling in 1953,
indicating that the finder of treasure-trove is deemed to be in
receipt of taxable income, in an amount equal to the U.S.
currency value of the found property, in the year the property is
reduced to the taxpayer’s undisputed possession. The
taxpayers in Cesarini argued that the enactment of §74
subsequent to the issuance of the 1953 revenue ruling indicated
that found property or treasure-trove should be excluded from
gross income, since Congress enacted only a statute explicitly
including prizes in gross income. The Cesarini court noted
that both the taxpayer and the government seemed to miss
completely Reg. §1.61-14, which specifically provides that
treasure trove constitutes gross income in the year in which it is
reduced to the undisputed possession of the taxpayer. Thus,
based on the 1953 revenue ruling, a lengthy judicial record of
the broad interpretation of the meaning of gross income, and a
Treasury Regulation, the court concluded that the $4,467 of
cash found in the used piano in 1964 constituted gross income
to the taxpayer in that year.
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If ball clubs are considered to have abandoned their
property by not seeking return of the foul or home run baseball
hit into the stands, then the fan who catches or retrieves the
property can be viewed as the “finder” of the abandoned
property. If a fan who catches or retrieves a baseball hit into
the stands, abandoned by the former owner, is the finder, then
under §61, the fan would be required to include the caught or
retrieved baseball in income. Although a caught or retrieved
baseball is non-cash, Reg. §1.61-1(a) (analogous to Reg. §
1.74-1), indicates that gross income includes income realized in
any form, whether in money, property or services. And,
consistent with the above arguments, if most baseball fans use
the cash method of accounting for tax purposes, the fan that
catches or retrieves a baseball abandoned by the home ball club
will be required to include the fair market value of the baseball
in income in the year in which the ball was caught or retrieved,
pursuant to Sec. 451(a) and Reg. Sec. 1.61-1(a).

Thus, whether a caught or retrieved foul or home run
baseball is viewed as a prize or as found property, fans are
required to include the fair market value of the baseball in
income in the year it is caught or retrieved.

“IGOT IT,I GOT IT”

A Barry Bonds home run plays the central role in our
second baseball tax analysis. In October 2001, Bonds hit his
73 home run of the season into the stands at Pacific Bell Park
in San Francisco.'> When the ball reached the stands, Alex
Popov got his glove on the ball or part of the ball, but the
momentum of the fans around him, all simultaneously trying to
catch the baseball, knocked him to the ground. A melee
ensued, and the ball did not remain in Popov’s glove. Another
fan, Patrick Hayashi, was also knocked to the ground by the
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out-of-control crowd, but emerged holding the ball. Popov
demanded the return of the ball, but Hayashi refused. Popov
filed suit, claiming that he had caught the baseball but that
Hayashi had ripped it from his glove. The California Superior
Court took possession of the baseball until the question of
ownership could be resolved.

Under the assumption that title to baseballs hit into the
stands at Pacific Bell Park passes to fans, an alteration in tax
consequences occurs in the case of the Bonds’ 73™ home run
because two taxpayers both claimed to have caught the
baseball.”?

The first alteration is with respect to the timing of the
recognition of income. Although the general rule of Sec. 451
would require the income realized by catching the Barry
Bonds’ baseball to be included in the year the ball was caught,
the regulations under Sec. 451 provide for situations where
taxpayers are not able to enjoy, or make use of, their income.
Reg. Sec. 1.451-2 indicates that income not actually reduced to
a taxpayer’s possession is constructively received by the
taxpayer (and includible in income) if it is credited to his
account, set apart for him, or otherwise made available so that
he may draw upon it at any time, even if notice of intent to
withdraw was required. This regulation keeps taxpayers from
turning their backs on income that is really available to them.
However, this same regulation goes on to indicate that a
taxpayer is not considered in constructive receipt of income if
the taxpayer’s control of its receipt is subject to substantial
limitations or restrictions. A long line of case law, beginning
with North American Oil Consolidated v. Burnet'? provides
support for the exclusion of contested income from a
taxpayer’s gross income, and until such time as the contest is
resolved. In 1916, North American Oil Consolidated operated
a section of oil land owned by the U.S. government. Sometime
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prior to 1916, the government filed suit to remove the company
from possession of the oil lands, and a receiver was appointed
to collect and retain the 1916 oil revenue until entitlement to
the oil revenue could be resolved by the courts. The suit
concluded in 1917, with the determination that North American
was entitled to the oil revenue. The court-appointed receiver
released the funds and paid them over to the taxpayer later that
same year. In holding that the revenue constituted gross
income to North American in 1917, the Supreme Court held
that the taxpayer was not in constructive receipt of the income
in 1916 because the company had no right during that year to
compel remittance of the revenue. The oil revenue constituted
gross income only when released by the receiver to North
American in 1917.

Because the court took possession of the Bonds’
baseball until the issue of ownership could be resolved, it
would appear that there were substantial limitations and
restrictions on the ability of either Popov or Hayashi to enjoy,
or make use of, the baseball while the lawsuit was in progress.
Thus, under Reg. Sec. 1.451-2 and following North American
0Oil Consolidated, neither Popov nor Hayashi would be
required to realize any income arising from catching the
baseball until the court decided the question of ownership.

On December 18, 2002, the Judge Kevin M. McCarthy
handed down his decision: the legal claims of Popov and
Hayashi were equal and both men were entitled to the baseball.
The judge ordered the baseball sold and the proceeds split.”
Thus, because the ownership question was resolved in 2002,
following North American, it would appear that the income
realized from catching the baseball would be includible in the
2002 income of Popov and Hayashi. Popov and Hayashi would
each be required to report a significant amount of gross income
in 2002, but would not have the cash to pay the income taxes
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until the baseball was sold, which occurred in June, 2003.'®
However, because the two adversaries had to work together
following the judge’s decision to arrange for the sale of the
baseball, efforts that would likely consume a significant
amount of time, an argument be could made that such efforts to
sell would constitute new and different substantial limitations
or restrictions for purposes of Reg. Sec. 1.451-2.

Neither man was free to do as he pleased without the
other’s cooperation. Their respective interests in the baseball
were not severable. Cutting the ball in half would destroy the
ball’s value and be a violation of the court’s order. Further, the
judge’s decision on December 18, 2002 left the parties with
twelve days remaining in the 2002 tax year to effect a sale.
While it was possible that Popov and Hayashi could have
begun to make these arrangements in advance of the judge’s
decision, it is unreasonable to have expected them to work
together, when each believed his position would prevail. The
awarding of joint ownership and the requirement that the ball
be put up for sale imposed a new set of substantial limitations
or restrictions on the enjoyment of the baseball. As a result,
pursuant to Reg. Sec. 1.451-2(a) and North American, the
recognition of the income from the baseball would be deferred
from 2002 until those particular limitations or restrictions were
lifted, at the auction of the baseball in 2003.

The second alteration in tax consequences is with
respect to the amount to include in income. While in the
general case of a fan catching a baseball, the amount includible
in income is the fair market value at the time the baseball is
caught, in the presence of a dispute over ownership, the amount
of income to be recognized is determined at the time the
ownership dispute is resolved. §74(a)(2) indicates that the
amount to include in income as a result of receiving a non-cash
prize is the fair market value of the property received, and
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North American indicates that the time of recognition is when
the income is placed in the taxpayer’s unfettered control.
Taken together, these authorities still leave open the issue of
the appropriate fair market value - the fair market value of the
baseball at the time it was caught (October 2001) or the fair
market value when the ownership dispute is resolved
(December 2002). According to media reports, the estimated
fair market value of the Bonds’ baseball in October 2001 was
in excess of $1.0 million, but the baseball ultimately sold for
$450,000 at auction in June 2003."” As North American, and
the case law that follows deal with contested income ultimately
paid out in the form of cash, further guidance is required. The
analogy is to §83, which deals with the transfer of property to a
taxpayer in exchange for services. When a taxpayer receives
property in exchange for services rendered, the amount
includible in income is the fair market value of the property
received over the amount paid for the property at the time the
taxpayer gains unfettered control of the property, pursuant to
§83(a). Although neither Popov nor Hayashi rendered services
in catching the Bonds’ baseball, it seems equitable, following
§83(a), to include the fair market value of the baseball at the
time all restrictions on their control of the baseball lapse or
expire. Because all restrictions on their control of the baseball
expired with the sale of the baseball at auction in June 2003,
each man would include one-half of the baseball’s selling price
of $450,000, or $225,000, in income for 2003.

The sale of the Bonds’ baseball in June 2003 was also a
tax event, and gave rise to tax consequences for both Popov
and Hayashi. Under Sec. 1001(a), the gain or loss realized at
the sale of the baseball is the difference between the amount
realized from the sale and the adjusted basis of the baseball on
the sale date. Under Sec. 1001(b) and Reg. Sec. 1.263(a)-2(e),
the amount realized from the sale of the baseball was the
selling price, less any selling expenses. According to media
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reports, the ball sold for $450,000, and Popov and Hayashi
engaged the services of a sports memorabilia agent and an
auction house to represent them and handle the sale.'® It is
likely that they also engaged the services of an attorney with
respect to the sale. Thus, the amount realized by each man
would be $225,000 less his share of the fees to the sports
memorabilia agent, the auction house and the attorney handling
the sale. In terms of adjusted basis, each man’s initial basis, for
purposes of Sec. 1012, would equal the amount of income he
realized from catching the baseball. Based on the discussion
above, each man’s initial basis in the baseball was
approximately one-half of $450,000, or $225,000. Sec.
1016(a) provides that property’s initial basis is adjusted by
capital expenditures made with respect to property, and under
Reg. Sec. 1.212-1(k), expenditures paid or incurred in
defending or perfecting title to property constitute part of the
cost of the property. Because both Popov and Hayashi
incurred substantial legal fees in asserting ownership over the
baseball, those fees would be required to be added to their
initial basis to determine adjusted basis for calculating gain or
loss at sale.

Hayashi’s arrangement with his attorney was initially
on a 20% (of sale price) contingency basis, although his
attorney agreed after the sale to reduce his fees so Hayashi
could actually receive some money from the sale of the
baseball.'® If we assume the legal fees for perfecting title were
15% of the sales price of the baseball, Hayashi’s adjusted basis
in the baseball would likely be approximately $258,750
[$225,000 initial basis plus $33,750 legal expenses to perfect
title, calculated as 15% of baseball sale price]. Hayashi’s
amount realized, without considering the agent’s commission
or the auction house fee at sale, is no more than $255,000. If
his adjusted basis is at least $258,750, then Hayashi’s loss on
the sale could be in excess of $33,750.
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Popov was on a time basis with his attorney, and his
legal fees to perfect title were approximately $473,000.%°
Based on this information, it would appear that Popov’s
adjusted basis in the baseball was approximately $698,000, and
his loss realized at the sale of the baseball, after including the
agent’s commission and the auction house fee, would exceed
$473,000.

Clearly, both Popov and Hayashi realized a loss from
the sale of the baseball. However, there is the issue whether
they would be able to recognize the loss for tax purposes, and
if so, in what amount. For tax purposes, gains and losses are
treated somewhat asymmetrically as a function of the use to
which a particular asset or property is put. Gains realized by
individuals from trade or business, production-of-income or
personal use assets are generally recognized, unless a provision
specifically allows for exclusion or deferral. Recognition of
losses realized by individuals is limited to those arising from
any form of disposition of trade or business or production-of-
income use property, or only those dispositions arising from
casualty, theft, fire, storm or shipwreck for personal use
property (Sec. 165(c)). Because the sale of the baseball took
place via an auction, Popov and Hayashi could not claim the
loss arose via a casualty, theft, etc. If either man was a dealer
in milestone baseballs or baseball memorabilia, the baseball
arguably would constitute trade or business property for that
man. However, since Hayashi was reported to be a software
engineer and Popov a restaurant owner, the baseball was not
dealer p1roperty.2 ! It is reasonable to assume that Popov and
Hayashi considered the baseball a production-of-income asset,
to be held for long term appreciation, and thus, pursuant to Sec.
1221, a capital asset. Under Sec. 1211, the loss from the sale
of the baseball, a capital asset, would be available to offset
capital gains, if any, the men had. To the extent that the loss



127/Vol.19/North East Journal of Legal Studies

from the sale of baseball exceeded capital gains realized in
2003, the excess loss could deducted in 2003 to the extent of
$3,000 (assuming Popov and Hayashi file jointly with their
spouses). In the absence of realized capital gains arising from
other sources at any point in time in future tax years, Popov
and Hayashi would be entitled to deduct $3,000 per year until
the loss was fully recognized; simple division indicates that
would take Hayashi approximately 12 years to amortize the
loss and Popov approximately 158 years.

In conclusion, Popov and Hayashi would each
recognize, in 2003, ordinary income of approximately
$225,000 and a capital loss of $3,000, but have capital loss
carryforwards to future tax years of in excess of approximately
$30,000 for Hayashi and $470,000 for Popov.

“I’'M TAKING MY BALL AND GOING HOME”

Mike Piazza’s 300™ career home run plays the central
role in another baseball tax analysis.”> On July 13, 2001,
Piazza hit this milestone home run into the picnic area, just
outside the stands, at Shea Stadium in New York. The Mets
organization has a policy of permitting fans to keep baseballs
hit into the stands.”® The ball was retrieved by Rafael Vasquez
(“Vasquez”), who attended the game with his wife and six-year
old daughter. Vasquez immediately handed the ball to his
daughter, Denise, a Piazza fan, but within minutes, the
Vasquez family was surrounded by as many as ten Shea
Stadium security guards, who forced her to turn the ball over to
them. In exchange for the ball, Denise was promised the bat
used by Piazza to hit that particular home run. However, when
a security guard later returned to the stands with a bat, it was
another bat, definitely not the one Piazza used to hit the home
run. Denise was subsequently invited to meet Piazza and
received a collection of souvenirs at this meeting.
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Because the Mets and Shea Stadium have a policy of
allowing fans to keep baseballs hit into the stands, Vasquez
took title to the ball when he picked it up. At the same time, he
realized income under Sec. 74, because the ball equates to a
prize he won. The amount of income realized at that moment
was equal to the fair market value of the baseball, and, under
Sec. 1012, Vasquez’s initial basis in the baseball would be the
amount he was required to include in income.

When Vasquez handed the baseball to his daughter,
either he was just letting her hold the ball for him, without
relinquishing ownership, or he made a gift to her for tax
purposes, relinquishing ownership. If Vasquez intended to
make a gift of the baseball to Denise and if the fair market
value of the baseball exceeded $10,000 (the annual gift tax
exclusion in 2001), Vasquez likely incurred a federal (and
possibly at state) gift tax liability. Assuming the baseball was a
gift, then, pursuant to Sec. 1015, Denise would take an initial
basis in the baseball equal to her father’s. Similar to the
treatment accorded to Popov and Hayashi above, Denise would
have to determine the character of the baseball in her hands.
Because, at the age of six, it is unlikely that Denise was a
dealer in milestone baseballs or sports memorabilia, the
baseball was not inventory to her. And, because Denise was a
baseball fan in general, and a Mike Piazza fan, in particular, it
is also unlikely that she intended to take the baseball home and
use it for personal purposes. It is likely that the baseball was
production-of-income type property to Denise, to be held for
long-term appreciation, and therefore would be treated as a
capital asset under Sec 1221.

There are three possible ways to characterize what
happened after Vasquez handed the baseball to Denise: (1) She
was the victim of a theft, (2) she was a participant in a sale or
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exchange transaction, or (3) she was simply holding the
baseball for her father, who voluntarily returned the ball to the
Mets Organization.

The Theft Scenario

If we accept the first possible characterization of
events, Finkelman (2002) suggests that Denise has a case
against the Mets for theft. Because the Mets have a stated
policy of letting fans keep balls hit into the stands, the ball
became Vasquez’s when he picked it up. When he gave the
ball to his daughter, it became her property, and the
confiscation of the ball from Denise by the agents of the Mets
(i.e., the security guards) amounted to, in Finkelman’s opinion,
confiscation or theft of property. Since the baseball was a
capital asset in Denise’s hands, the confiscation of the baseball
would result in a capital loss to Denise. While Sec. 1001(c)
allows a deduction for a capital loss sustained during the year,
Sec. 1211(b) limits the deduction of net capital losses (the
extent to which the sum of long and short-term capital losses
exceeds the sum of long and short-term capital gains) by
individuals to $3,000 per year for a single taxpayer. Any loss
limited by operation of the rules under Sec. 1211(b) is allowed
in subsequent years as a carryover under Sec. 1212(b), but
again subject to the annual limit of $3,000 of net capital losses
in excess of net capital gains. If Denise was otherwise required
to file a tax return for 2001, the $3,000 net capital loss
deduction would have been used to offset her other taxable
income. Ifnot, the capital loss deduction is, in a sense, wasted,
in that it was reported on Denise’s tax return but yielded no
benefit via the reduction of her tax liability.**

From the perspective of the Mets, it appears that the
Mets would have a tax event arising from the confiscation of
the baseball. The security guards, in their capacity as
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employees and agents of their employer, carried out the
confiscation on behalf of the ball club. Reg. Sec. 1.61-14(a)
specifically states that illegal gains constitute gross income,
and a long line of cases, including James v. U.S. 2% indicate that
where money or property is received, lawfully or unlawfully,
without restriction on its use and without recognition of an
obligation to repay, the money or FMV of the property is
includible in gross income. It is interesting to note that,
following Zuckerman®®, taxpayers need not be charged or
convicted of illegal acts as a prerequisite to the inclusion of
illegal gains in gross income. Thus, for tax purposes, the Mets
would be required to include the fair market value of the
confiscated baseball in gross income under Reg. Sec. 1.61-14
at the time of confiscation.

In addition, a second tax event would arise for the Mets.
While employees of the Mets (i.e., the security guards) were
the means by which the baseball was confiscated from Denise,
the Mets did not retain ownership of the baseball. Piazza,
another employee of the Mets, ended up going home with the
baseball. It would appear that the Mets transferred the baseball
to Piazza. The Mets cannot call the baseball a gift to Piazza;
Sec. 102(c) prohibits the characterization of the transfer of
money or property by an employer to an employee as a gift.
Assuming the Mets either allowed or ordered the security
guards to turn the baseball over to Piazza, the transfer of the
baseball to him should be construed as the payment of
additional employee compensation to Piazza, and under Sec.
61, the fair market value of the baseball should have been
included in his 2001 gross income as additional compensation
for services. The Mets would end up with no net tax effect
from the confiscation of the baseball and its subsequent
transfer to Piazza, as the amount required to be included in
gross income as income from illegal activities would be offset
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by a deduction for employee compensation of the same
amount.

The Sale or Exchange Scenario

If Denise was a participant in a sale or exchange
transaction, she realized a gain or loss for the difference
between the fair market value of the collection of souvenirs and
the adjusted basis of the baseball in her hands. As discussed
above, under Sec 1015, the basis of the ball in Denise’s hands
would have been the same as the basis of the ball in the hands
of her father before he gave her the ball. Since his basis in the
baseball was equal to the amount of income he realized when
he picked up the baseball in the picnic area, her basis in the
baseball was that same amount. What was the fair market
value of the collection of souvenirs Denise received? It is
useless to speculate here, but suffice to say that, if the items she
received were the typical ones found at the numerous
concession stands at Mets stadium, the fair market value of the
collection of items she received would have been easily
determined. It is reasonable to assume for purposes of this
paper, that Denise received, in value, souvenirs with a fair
market value significantly less in value than the baseball. Thus,
Denise realized a loss on the exchange of the baseball for the
collection of souvenirs. Since the baseball was likely a
production-of-income asset to Denise, held for long-term
appreciation, her loss would have been capital loss and she was
entitled to recognize the loss. However, similar to the result
reached in the theft analysis above, Denise’s recognition of the
net capital losses is limited to $3,000 annually, with carryover
of amounts not permitted to be recognized by operation of Sec
1212(b).

Denise might be able to rely on Sec. 1031, Exchange of
Property Held for Productive Use or Investment, to defer
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recognition of the loss she likely realized on the exchange of
the Piazza baseball for the memorabilia. Although taxpayers
generally use Sec 1031 to defer the recognition of gain until a
later time, given Denise’s age of six years, she might have
incentives to defer recognition of the loss realized until such
time as she could generate cash flow tax benefits from the
recognition of the loss on her tax returns. Since the baseball
was a production-of-income asset in Denise’s hands, Sec 1031
can be used if the memorabilia received was of the same type —
production of income property. It appears that Denise received
a baseball bat and a variety of other typical ballpark
memorabilia. If Denise holds those items for the production of
income (e.g., waiting for their appreciation in the sports
memorabilia marketplace), she could defer the recognition of
the loss realized until the sale of those items at some future
time.

It would appear that the Mets would again be treated as
taking part in two distinct tax events. First, the club acquired
the baseball from Denise in an acquisition transaction, and,
under Sec. 1012, took a basis in the baseball in an amount
equal to the total fair market value of the items given to
Denise. As part of this transaction, the Mets should also have
recognized a gain on the difference between the cost and fair
market value of the inventory (i.e., the memorabilia transferred
to Denise). Second, since Piazza claimed the baseball, it
appears that the Mets allowed or ordered the transfer of
ownership of the ball to him. Similar to the conclusion reached
above, the transfer of ownership of the baseball generates
additional employee compensation to Piazza, and an amount
equal to the baseball’s fair market value should have been
included in Piazza’s compensation for 2001.

The potential sale, involving a player and a fan, of
another historic home run was reported in the sports media in
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2007. On August 4, 2007, Alex Rodriguez hit one of the three
500™ home runs of 2007 (the other two were each hit by Frank
Thomas and Jim Thome), and Walter Kowalcyk, a graduate
student attending Rutgers University, caught A-Rod’s historic
hit. Some sports memorabilia commentators estimated the
value of the baseball (and the amount Kowalcyk would be
required to include in his 2007 gross income) at the time of the
historic hit at approximately $500,000, while others suggested
that the value of the ball could change dramatically as a
function of eventual findings as to Bonds’ alleged steroid use.”’
Still other reports indicated that the New York Yankees offered
to purchase the baseball for $10,000, but Kowalcyk apparently
refused that offer, expressing an interest to negotiate directly
with A-Rod.?® There have been no further reports of the
disposition of A-Rod’s 500™ home run.

The Voluntary Return Scenario

Under this characterization, Vasquez did not transfer
ownership of the baseball to his daughter, simply letting her
hold it for a few minutes, and then, when asked by the Mets
Stadium security guards, returned the baseball to the Mets ball
club. Here, Vasquez should be able to rely on Rev Rul 57-374
to exclude the fair market value of the baseball in income.*
Under Rev. Rul. 57-374, a contestant who immediately
declines to accept a contest prize may exclude the fair market
value of the prize from income. Vasquez should be successful
making the argument that the revenue ruling should apply to a
baseball caught in the stands, relying on the characterization of
the baseball as a prize in a de facto competition created by the
home ball club. This treatment would appear to align with the
IRS’ view. IR News Release 98-56 (09/08/1998) specifically
applies to the case of a baseball hit into the stands, and
indicates that a fan that catches a home run ball and
immediately returns the baseball would not have taxable
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income arising from the catch.®® It analogizes the baseball fan
to the prize contestant who immediately declines to accept a
contest prize, although it does not cite Rev. Rul. 57-374. It
does go on to indicate that the outcome might be different if the
fan decided to sell the ball, rather than return it to the club.

From the perspective of the Mets, the declination by
Vasquez was a non-event for tax purposes. However, the
transfer of ownership of the baseball to Piazza should, as in the
previous characterizations of events, be treated as the payment
of additional employee compensation to Piazza, in an amount
equal to the fair market value of the baseball at the time of
ownership transfer.

Baseball fans Todd Eisenlohr and Will Stewart will
likely both rely upon Rev Rul 57-374 and IR News Release 98-
56 when preparing their 2007 personal income tax returns.
These fans caught two of the three 500-home run club balls hit
in 2007. Eisenlohr caught the 500" home run of Frank Thomas
while sitting at the Metrodome, home of the Minnesota Twins.
Eisenlohr, in arranging the voluntary return of the historic
baseball to Thomas, asked only the opportunity to meet
Thomas.?! Stewart caught the 500" home run of Jim Thome
while sitting at U.S. Cellular Field (formerly Comiskey Park),
home of the Chicago White Sox. Stewart, from Austin, Texas,
and in Chicago on a business trip, voluntarily returned the ball
to Thome during a press conference.”

“THE GAME BALL”

In Game Four of the 2004 World Series at the St. Louis
Cardinals ballpark, Keith Foulke of the Boston Red Sox (the
away team) fielded a hit by Edgar Renteria of the St. Louis
Cardinals (the home team), and then threw the ball to Doug
Mientkiewicz. Mientkiewicz tagged first base for the final out
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of the inning and the game and the series. Mientkiewicz kept
the baseball after the game, had it authenticated by MLB the
next day, and during a press conference, announced that the
baseball would serve as either his personal retirement fund or a
college education for one of his children. ** Although
Mientkiewicz seemed to have no doubt about his ownership of
the baseball, media reports included comments by
representatives of Boston that seemed to indicate that Boston
viewed the historic baseball as its property.>* In fact, a
negotiation ensued between Boston and Mientkiewicz with
respect to the use of the baseball in a traveling Red Sox World
Series trophy exhibit.>’

Finkelman (2005) argues that the St. Louis Cardinals
Organization was the owner of the Renteria hit, and that the
baseball should have been returned to them.*® This argument is
consistent with ownership arguments made in Finkelman’s
(2002) analysis of baseballs hit into the stands and caught by
fans. The home team owns baseballs used during a game, and
under the abandonment theory, allows ownership of a baseball
hit into the stands to pass to fans. However, McEvoy (2005)
points out that since ball clubs generally do not have stated
policies about the passage of ownership of baseballs that
remain on the playing field, and St. Louis apparently did not
seek return of the baseball from Mientkiewicz, St. Louis can be
treated as having abandoned ownership of the historic ball.
Since St. Louis abandoned ownership, McEvoy (2005)
concludes that Mientkiewicz can claim ownership of it.

From a tax perspective, under the assumption that St.
Louis abandoned its ownership of the baseball, Mientkiewicz is
in the same position as a fan who catches the ball in the stands;
that is, Mientkiewicz is the finder of abandoned property. And
like the fan who catches the baseball in the stands, under Sec.
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61, Mientkiewicz would be required to include the fair market
value of the baseball in gross income in 2004.

If Mientkiewicz caught the ball at a home game (at
Fenway Park), with Boston abandoning its ownership of the
baseball, Mientkiewicz’s tax position would be the same as
Piazza’s. Mientkiewicz would be required to include the fair
market value of the baseball in gross income as additional
wages or compensation, because Boston, Mientkiewicz’s
employer, would be treated for tax purposes as effectively
paying him additional compensation by allowing him to keep
the abandoned baseball. This additional compensation would
be subject to the usual withholding tax rules.

CONCLUSION

Because taxpayers’ tax filings are private matters
between the taxpayer and the IRS, it is unknown whether the
government has used its authority under the tax law to assess
and collect income (and other types of taxes) from fans, players
and ball clubs, when historic baseballs are caught and kept.
Media reports concerning the sale of an historic home run
baseball usually mention taxes due at the time of sale, as one
tax event, but there seems to be either confusion or
disagreement about the tax consequences associated with
catching the baseball, a separate tax event. For examlllale, Matt
Murphy, the Mets fan who caught Barry Bonds’ 756" home
run, said he is too poor to keep the baseball, and expected to
pay taxes of $175,000 when the ball is sold.*” The report
correctly suggests that income taxes arise from catching the
baseball, but the estimates of taxes due at the sale seem to
imply that Murphy will be taxed on the full sales price of the
baseball, without credit for his tax basis in the baseball. A
recent news report recalled that when an IRS spokesperson
suggested, in the summer of 1998, that a fan who gave Mark
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McGwire’s single season home run record baseball back to
McGwire would incur a gift tax, a “tax tempest” ensured.*®
This report further suggests that while tax expert consensus
was that a tax liability arises when a valuable baseball is
caught, it was unlikely the IRS would be willing to make a
public argument for taxing fans when they catch an historic
baseball.”

The only direct guidance on the income tax effects of
catching an historic baseball is IR News Release 98-56
(09/08/1998), which addresses only the situation of a fan
immediately throwing back a baseball hit into the stands.
Then-IRS Commissioner Rossotti issued the news release in
the wake of the “tax tempest” surrounding the return by a fan
of a home run baseball to Mark McGwire. The lack of IRS
official guidance on this issue, coupled with the public nature
of the issue, obliges the IRS to do more to clarify the tax rules.
Taxpayer compliance with income tax laws is predicated on the
understanding that the system is fair. The perception that
baseball fans who catch historic home runs are treated more
favorably than talk show fans who receive automobiles could
do much to undermine confidence in the IRS’ ability to
administer tax laws fairly. Media reports of Oprah Winfey’s
September 2004 give away of cars to each of the 276 members
of her audience seemed to have no question that the recipients
were subject to income tax on the value of the cars received
(sticker price of $28,500).*" If the IRS perceives a difference
between a baseball fan catching an historic home run and a talk
show fan receiving a car, it should articulate it. Perhaps the
IRS is beginning to turn its attention on the transfer of valuable
sports related items. In early 2005, several sportswriters
reported that the IRS had notified the National Basketball
Association, Major League Baseball, National Hockey League
and National Football League that the value of complimentary
tickets given to players should be included in their income and
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that the teams should withhold income taxes on this additional
income.*!

From a tax planning perspective, should fans throw
historic baseballs back onto the field or should players pass an
historic baseball around the field like the proverbial “hot
potato” as a tax planning strategy? As much as recent efforts
might signal IRS willingness to venture into controversy in
order to provide clarification, it appears that more could be
done by the IRS, at least with respect to the tax treatment of
historic baseballs, to increase the public’s confidence in the
IRS ability to administer our tax laws in a fair manner.
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