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TAX
IRS LOSES, TAXPAYERS WIN:
INTRAFAMILY STOCK GIFTS

In a win for taxpayers, specifically do-
nors of common stock gifts of closely held
corporations, the Tax Court in Huber v.
Commissioner recently affirmed the stock
values family members claimed on gift tax
returns over the objections of the IRS that
intrafamily stock sales within the closely
held corporation were not at arm’s length
and, therefore, the prices could not be used
as a basis for valuing stock gifts. In so doing,
the court upheld the 50% lack-of-market-
ability discount applied to the value of the
stock.

The case concerned .M. Huber Corp., a
privately held corporation with sales exceed-
ing $500 million and approximately 250
shareholders, the majority of whom were
Huber family members. Huber’s bylaws di-
rected that there would be no public market
for its shares; however, the bylaws did allow
shareholders to transfer shares amongst fam-
ily members and to nonprofit organizations
with the board’s permission.

Huber retained an independent account-
ing firm to perform an annual appraisal of
its stock. In appraising the value of Huber
stock, the appraiser regularly applied a 50%
lack-of-marketability discount to the shares’
freely traded value. The appraised values
were used for all transactions involving
Huber stock, including transactions be-
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CORPORATE
ACCOUNTING PROVISIONS
OF THE FCPA

In past issues of this publication, we have
discussed several statutes applicable to busi-

ness accounting standards and how their
violation has resulted in fines and penalties
for the companies involved, as well as jail
time for the responsible executives. In this
article we discuss a little-known statute, the
Foreign Corrupt Practices Act (FCPA),
and its relation to corporate accounting.
In 1977, Congress passed the FCPA in
response to revelations many U.S. compa-
nies had bribed foreign officials in order to
get business from or favorable treatment by
foreign governments. The statute has been
severely criticized as putting U.S. companies
at a competitive disadvantage with respect
to companies from countries that do not
penalize bribes paid outside the country
of incorporation. Nevertheless, because
the U.S. government is and has been at
the forefront of campaigning against cor-
ruption, the statute has remained on the
books and is enforced.

The FCPA has two main provisions: anti-
bribery and accounting. The anti-bribery
provisions make it a criminal offense for a
U.S. company to make corrupt payments
to foreign officials to obtain or retain busi-
ness. There is an exception for expediting
payments, that is, payments of small sums
of money to foreign officials to accelerate
routine, nondiscretionary actions such as
issuing visas or permits. The accounting
provisions, which apply to all companies
with securities issued under the Securities
Exchange Act of 1934, require issuing and
reporting companies to keep detailed books
which fairly reflect transactions and assets
of the issuer, and to maintain a system of
internal controls sufficient to ensure trans-
actions are executed with management’s
authorization and recorded in confor-
mity with Generally Accepted Accounting
Principles.

The accounting provisions appear to be
rather innocuous until one reflects no com-
pany has in its chart of accounts a line item
reading “BRIBES PAID TO FOREIGN
OFFICIALS TO OBTAIN OR RETAIN
BUSINESS.” In other words, any company
that pays bribes to foreign officials must of
necessity disguise such payments under a
legitimate line item in its chart of accounts,
thus automatically committing a civil vio-
lation of the accounting provisions of the
FCPA. Enforcement of the FCPA is shared
by the Department of Justice, which gener-
ally takes care of criminal prosecutions, and
the Securities and Exchange Commission
(SEC), which generally takes care of civil
enforcement. For civil enforcement of the
accounting provisions, the burden of proof
by the SEC is quite low because intent is
not an element of the violation. It is suf-
ficient to prove the company had deficient
internal controls.

During the past several years some
important U.S. companies have settled
FCPA cases brought by the SEC for viola-
tion of the FCPA accounting provisions.
In 2000, International Business Machines
Corp. (IBM) agreed to cease and desist
from committing any future violations
of the accounting provisions. The SEC
had alleged high-level officers of IBM’s
Argentine subsidiary had bribed Argentine
government officials and that there was no
system of controls in place to detect and
prevent such wrongdoing. It is important
to note actions committed by a foreign
subsidiary were imputed to the U.S. cor-
porate parent. In 2001, Chiquita Brands
International, Inc. paid a $100,000 civil
penalty in settlement of a case involving its
Colombian subsidiary. The SEC alleged the
subsidiary had bribed Colombian customs
officials and then disguised the payments on
its books. The parent company’s internal
audit department found the misreported
item and the company itself reported the ir-

continued on page 3

The articles in this publication are designed to give general information on the matters covered. Space limitations prevent exhaustive treatment or analysis of any topic.
The articles are not intended to substitute for advice on specific legal problems.
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CONSTITUTIONAL,
CRIMINAL
SUPREME COURT
CONTINUES TREND IN
SENTENCING RULINGS

The recent U.S. Supreme Court
decision in Cunningham v. California
continued a seven-year trend that began
with the 2000 decision of Apprends v. New
Jersey, in which the Supreme Court held
that “any fact that increases the penalty for
a crime beyond the prescribed statutory

maximum must be submitted to a jury
and proved beyond a reasonable doubt.”
In Cunningham, continuing this judicial
trend, the Supreme Court struck down
California’s criminal sentencing law for
being violative of the defendant’s right to
a jury trial by providing judges too much
leeway to impose enhanced sentences.

The Cunningham decision involved a
police officer, John Cunningham, who
had been convicted in 2003 of continuous
sexual abuse and molestation of his son, a
child under fourteen years in age. Pursuant
to California’s Determinate Sentencing
Law, Cunningham’s crime was punishable
by one of three terms—six years, twelve
years, or sixteen years—depending on the
severity of the crime. Under the California
sentencing law Cunningham should have
received the middle term of 12 years unless
the trial judge determined that one or
more “circumstances in aggravation”
existed. The trial judge in fact imposed
a sentence of 16 years in prison, finding
that aggravating circumstances such
as violent conduct and threats existed.
This sentence was upheld by the state
appellate court, in spite of the fact that
the aggravating circumstances were not
jury determinations.

In reversing the lower court decision
and invalidating the California sentencing
law, Justice Ruth Bader Ginsberg, writing
for the majority, stated that, “This court
has repeatedly held that, under the Sixth
Amendment, any fact that exposes a
defendant to a greater potential sentence

must be found by the jury, not a judge,
and established beyond a reasonable
doubt, not merely by a preponderance of
the evidence.”

As an aside, for readers always looking
for the liberal/conservative ideological split
on the Supreme Court, the Cunningham
decision is interesting. Joining Justice
Ginsburg in the 6-3 majority were Justices
Scalia, Thomas, Stevens and Chief Justice
Roberts. The dissent was from Justices Alito,
Breyer and Kennedy.

STEPHEN GRAEFF

EVIDENCE/EXPERT WITNESS
TRIAL COURT REJECTS
MEMORY EXPERT

Former White House Chief of Staff Lewis
(Scooter) Libby is currently on trial in U.S.
District Court on five charges—obstruction
of justice and two counts each of making
false statements and perjury. The well-
publicized prosecution stems from
allegations that Mr. Libby leaked the name
of a covert intelligence officer to a journalist,
and that he did so in retribution for a stance
taken by that officer’s husband critical of the
Bush administration. The specific charges
concern statements made by Mr. Libby to
the FBI and to a grand jury.

While it is the political intrigue and
involvement of numerous media celebrities
that keep this matter on the front pages,
presiding Judge Reggie Walton confronted
and skillfully handled a unique evidentiary
issue before trial began. Judge Walton

refused to allow testimony from a memory
science expert proffered to support Mr.
Libby’s “faulty memory defense.”

Mr. Libby will rebut the government’s
case, in part, by contending that it is the
government witnesses who do not correctly
remember their conversations and, second,
that any errors he might have made were
unintentional and merely the product of
confusion or faulty memory. To bolster this
defense, Mr. Libby hoped to elicit expert
witness testimony from Dr. Robert Bjork

-

on “the widely-accepted findings from the
science of memory.”

The Court’s analysis begins with
recognition of the guiding principles of
the Supreme Court’s decision in Daubert
v. Merrell Dow Pharm., 509 U.S. 579
(1993). Under Daubert a court assessing
admissibility of expert testimony must
determine “(1) whether the reasoning or
methodology underlying the testimony is
scientifically valid and (2) whether that
reasoning or methodology properly can
be applied to the facts in issue.” Even if
the scientific reliability prong of the test is
satisfied, testimony will only be admissible
under Rule 702 of the Federal Rules of
Evidence if it “will assist the trier of fact to
understand the evidence or to determine a
fact in issue.”

The prosecution did not challenge Dr.
Bjork’s testimony on the first prong of
Daubert, rather, the government argued that
the defense had notshown that the testimony
would assist the jury in its determining the
facts of the case. The Court, first, noted
that there is no per se rule regarding the
admissibility of such testimony. The Court
then undertook a comprehensive review of
precedent and writings on the background,
use and value of memory science and
testimony. Interestingly, much of the
forensic use of memory experts involves
eyewitness memory—which the Court
found distinguishable from the issues to be
confronted in the Libby trial. Ultimately,
Judge Walton concludes that the defendant
had not met his burden of showing that
Dr. Bjork’s testimony would assist the jury;
thus, applying Rule 702, the testimony will
not be permitted. Bolstering that decision,
the Court also noted that the proffered
testimony would be proscribed by Rule
403 of the Rules of Evidence because any
probative value it might present would be
outweighed by the attendant delay and
waste of time occasioned by the presentation
and because of the risk that it would merely
confuse and mislead the jury.

LAWRENCE CARR
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regularity to the U.S. government. Even so,
the penalty was assessed. Had the company
not reported the violation and had it been
subsequently discovered by the SEC, one
can only assume Chiquita’s penalty would
have been much higher.

In 2002, BellSouth paid a civil penalty
of $150,000 to settle a case involving its
Venezuelan subsidiary. The SEC alleged
the subsidiary made improper payments
to six offshore companies and then used
false invoices in their accounting. It took
BellSouth two years to find out about the
payments, and even then it was unable to
determine the purpose of the payments
or the identity of the ultimate recipients.
This case illustrates the reach of the ac-
counting provisions of the FCPA. All the
SEC alleged and would have been able to
prove was improper accounting. It did not
and could not prove a bribe was involved.
Nevertheless, under the literal wording
of the statute, a company is still civilly
liable because of the failure of its internal
controls.

Finally, in 2004, Schering-Plough
Corporation paid a $500,000 civil
penalty in settlement of a case which,
strictly speaking, did not even involve a
“traditional” bribe. The company’s Polish
subsidiary made a charitable donation to
a Polish foundation. The president of the
foundation was also the director of a Polish
government agency that purchased medi-
cal supplies in the Silesia region of Poland.
There was no evidence this Polish official
benefited personally from the gift to the
foundation he headed. Simultaneous with
the gift there was a large increase in the
subsidiary’s sales to the Silesia-region gov-
ernment agency. The subsidiary’s manag-
ing director authorized the payments, made
false entries in the subsidiary’s books, and
did not inform the parent company of the
payments. Even though this case did not
involve a traditional bribe, the gift clearly
gave Schering-Plough a competitive ad-
vantage over its marketplace rivals, since
the Polish government official was bound
to return the favor done to his favorite

charity.

It is doubtful Schering-Plough could
have been prosecuted or even fined civilly
under FCPA anti-bribery provisions, since
the payment was not made to a foreign
official, political party or candidate for
political office, as required by the FCPA.
All the same, the company ran afoul of the
accounting provisions. As we have pointed
out in other articles involving other stat-
utes that provide for civil penalties, if a
company has faulty accounting controls,
the penalties start to add up and hurt, even
in the absence of criminal prosecution.
Moreover, the trend of penalties is clearly
upward in all cases involving accounting
and SEC intervention, not just in FCPA
cases. Clearly, intentional fraud carries the
heaviest risk and the largest penalties, but
even negligent accounting can be a basis for
SEC action. There is one great virtue of cor-
rect accounting that is rarely mentioned in
discussions of this topic. Accounting is the
language of business, just as mathematics
is the language of science. It is hard to run
a company properly unless managers have
reliable numbers on which to make business
decisions. In other words, good accounting
makes for sound management. Please feel
free to call Roy Morris or the author if you
have any questions on the FCPA.

NESTOR CRUZ

TAX
Continued from page 1

tween family members, stock redemptions
and gifts to nonprofit organizations. The
appraisal reports were also used to adjust
board-member compensation and value
stock options issued to Huber manage-
ment.

The petitioners in the case were Huber
stockholders who had given stock to family
members. The Petitioners’ valuation of the
stock for federal gift tax purposes was based
on sales prices in stock sales between Huber
shareholders. The sales price incorporated
the 50% lack-of-marketability discount,
thereby reducing the valuation of the stock
and consequently lessening the burden of
the gift tax penalty.

The IRS argued that the transactions
of Huber stock were an inappropriate
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foundation to determine gift value. The
IRS charged that the sales were not at
arm’s length because, by not offering their
shares for sale to the public, the sharehold-
ers failed to obtain the optimum price. The
court, however, flatly rejected “the notion
that Huber must take itself public in order
to sell its shares at a fair price.” The value
of a private corporation is not lost within
the law, and “Courts have long recognized
the rights of shareholders in closely held
corporations to remain private.”

The court focused on the fact that the
same stock values were used for numerous
purposes, including charitable donations,
for which “a higher valuation would be
preferable because that would result in a
larger deduction.” The court also rejected
the IRS’s argument that lack of negotia-
tion between the parties was indicative of
a failure to arrive at the optimal price of
the stock. The court found that historical
sales of Huber stock “are arm’s-length sales
that demonstrate the best reference for the
valuation of Huber shares on petitioners’
gift tax returns.”

By upholding the 50% lack-of-market-
ability discount, this case is an important
victory for shareholders of private compa-
nies. It confirms that independent valua-
tions based on private stock transactions
can be sufficient for gift tax purposes.
However, it is important to be cognizant
of the sizeable weight the Tax Court gave
to the fact that the valuations were also used
for transactions other than intrafamily gifts,
particularly charitable donations.

Perhaps above all else, this case under-
scores the importance of a sound, indepen-
dent valuation that substantiates the final
determination of value. A sound, inde-
pendent valuation, including a significant
illiquidity discount, can validate the value of
a gift of closely held stock for tax purposes,
particularly when the independent valua-
tion is used for other transactions.

In the future, should a time come when
you desire to give stock in your private
company to family members, close friends
or complete strangers, be ever aware of gift
taxes and keep the implications of this case
in mind.

JUSTIN BANFORD
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CARR, MORRIS
& GRAEFFE, P.C.

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

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

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

The firm maintains its office in the
Metro Center region of downtown
Washington. It has attorneys admitted to
all of the local judicial jurisdictions—the
District of Columbia, Maryland and
Virginia.

STAFF NOTES

As development liaison of the Virginia Opera Board of Governors for Northern Virginia, Néstor
Cruz is working on the organization of the Spring Gala and Concert.

* % >k

Roy Morris was re-elected to serve a second term as President of the National Capital Chapter of

the BMW Car Club of America.
* >k >k
HAPPY ANNIVERSARY

March 1% marks our 25" anniversary. Time flies when you’re having fun. In the legal profes-
sion—perhaps not unlike other business ventures in today’s fast-paced world—short relationships
and nominal commitments are too often the norm. Bucking that trend, Larry Carr, Roy Morris and
Steve Graeff have soldiered on together since 1982. While much has changed, it does give some
perspective to look back:

* Partner Phil Schwartz (now 18 years with the firm) was then a carefree Senior in high school in
New York, looking forward to a college adventure at Indiana University.

¢ Dana Glynn (Theriot) was a second-grader in Herndon.

* Justin Banford was a toddler in Seattle, Washington.

* Ronald Reagan was in his first term as President. . .he declared war on drugs (did we win?)...Cal
Ripken played his fi7st major league game...49ers won the Super Bowl and Cardinals won the
World Series. ..the prime rate was 16.5%.

* Roy, Steve and Larry had a total of three children...they have seven now, with only the three
youngest still in college (two seniors, one junior). ..of the elder offspring, one is a graduate student,
one a law student, one a lawyer, and one an Army officer deployed to Afghanistan...don’t ask,
but, yes, just one spouse each (counting Phil Schwartz, a collective 114 years of marriage).

* Roy didn’t yet own a motorcycle or a BMW...in 1982 he moved up from a 1968 VW Bug
(not then a classic, just an old car) to a Mazda with a rebuilt rotary engine and no air condition-
ing.

* Larry was a Marine Reservist but only a Caprtain...he retired as a Colonel in 2003.

* Over the years Steve has “progressed” from racquetball to squash with brief stops in yoga and
pilates.

* Phil, now President of Springfield Country Club and an avid golfer, had not yet hit his first golf
ball.

* In 1982 the firm bought its first “word processor” for $12,000...a child’s computer game today
has more capability.

* There are a number of photographs of the firm’s opening festivities. Those photos, safely stored
with bike and auto parts in Roy Morris’s garage, belie the claims of the founders that they haven’t
aged a bit.

* A Golden anniversary party is being planned for 2032.
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