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The editoral staff regrets the delay in the publication of this 1 
second quarter 1982 issue of Volume 8. It is expected that the third 

1 As has been our practice in the past, our goal is to publish each quarterly 
quarter 1982 issue will be circulated to our readers by mid-December 1982. 

1 issue within four to six weeks after the close of the respective quarter, 
with adjustments as necessary to ensure coverage of special events, such as I 
the annual Tax Section meeting in September of each year. 

Two noteworthy items accompany this second quarter issue: this 
issue represents the new editorial staff's first effort, and it includes the 
winning entry in the 1982 Michigan Taxation Section Essay Contest. Our 
sincere congradulations to the winners: Joseph Blum of the University of 
Michigan (first place), Janice Mann of Wayne State University (second place), 
and Andrew Katzenstein of the University of Michigan (third place). We 
regret that our printing constraints do not permit the publication at this 
time of any of the other fine essays entered in the contest, but we hope to 
include other essay contest entries in future editions. 

Your new editorial staff is enthusiastic and eager to meet the 
needs of our readers. We welcome suggestions for articles on topics of 
current interest, particularly in the Michigan tax area. Please direct all 
comments, criticisms and suggestions for topics to the Editors, Michigan Tax 
Law Journal, c/o University of Detroit School of Law, 651 East Jefferson 
Avenue, Detroit, Michigan 48226. 

Eugene A. Gargaro, Jr. 
Secretary and 
Journal Chairperson 

Patrick A. Keenan 
Professor of Law 
Editor in Chief 

Edward J. LeDuc 
Managing Editor 

Myron B. Boloyan 
Articles Editor 

Peggy Appelle 
Perry J. Allen 
Richard J. Burke 
Loretta Lewins-Peck 
Daniel Misteravich 
Patrick Puhalski 
C. Kim Shierk 
Sally lvood 

STAFF 



MICHIGAN TAX LAW JOURNAL 

TAXATION SECTION 
STATE BAR OF MICHIGAN 

CHAIRPERSON 
ALLAN J. CLAYPOOL 

313 S. Washington Square 
Lansing 48933 
(517) 372-8050 

VICE-CHAIRPERSON 
LAWRENCE R. VAN TIL 

3066 City National Bank Bldg. 
Detroit 48226 
(313) 961-1904 

SECRETARY-TREASURER 
EUGENE A. GARGARO, JR. 
400 Renaissance Ctr., Ste 3500 

Detroit 48243 
(313) 568-6687 

COUNCIL 

JOSEPH F. DILLON 
400 Renaissance Center, Ste. 2370 

Detroit 48243 
(313) 645-5000 

JAMES A. DURKIN 
14-206 General Motors Bldg. 

Detroit 48202 
(313) 556-4055 

EDWARD B. GOODRICH 
800 Union Bank Bldg. 
Grand Rapids 49503 

(616) 451-8251 

SANFORD A. KLEIN 
3000 Town Center, Suite 2700 

Southfield 48075 
(313) 355-3600 

DONALD M. LANSKY 
1400 American Center 

Southfield 48034 
(313) 355-5000 

SAMUEL J. McKIM III 
300 Wabeek Bldg. 

Birmingham 48012 
(3l3) 259-7700 

ANDREW M. SAVEL 
Detroit Bank & Trust Co. 

211 WestFortStreet 
Detroit 48231 
(313) 222-3577 

PETER S. SHELDON 
121 East Allegan Street 

Lansing 48933 
(517) 371-1730 

SUSAN S. WESTERMAN 
500 City Center Bldg. 

Ann Arbor 48104 
(313) 761-3780 

EX-OFFICIO 
JOHN W. McNEIL 

800 Calder Plaza Building 
Grand Rapids 49503 

(616) 569-8311 

(iii) 



MICHIGAN TAX LAW JOURNAL 

MINUTES OF MEETING OF TAXATION SECTION 
OF THE STATE BAR OF MICHIGAN 

The Council of the Taxation Section met at the University Club, East 
Lansing, Michigan, at 4:00 p.m. on May 19, 1982. 

Council Members Present 

Allan J. Claypool 
Joseph F. Dillon 

Edward B. Goodrich 
Sanford A. Klein 

Donald M. Lansky 

Samuel J. McKim, Ill 
Andrew M. Savel 

Lawrence R. Van Til 
Susan Westerman 

John W. McNeil (ex-officio) 

Council Members Absent 

Eugene A. Gargaro, Jr. 
James A. Durkin 
PeterS. Sheldon 

Guest 

Michael V. Domu!ewicz 

The Taxation Section Chairperson, Allan J. Claypool, called the meet
ing to order and presided at the meeting. In the absence of the Secretary 
Treasurer, Eugene A. Gargaro, Jr., the Vice Chairperson acted as Secre
tary of the meeting. 

Approval of Prior Meeting Minutes: Without objection the minutes 
of the February 23, 1982 meeting were approved in the form mailed to the 
Council and as published in the Tax Law Journal. 

Treasurer's Report: Lawrence R. Van Til reported for Eugene A. 
Gargaro, Jr. that the expenditures for the month of April were $397.40 
and that the fund balance as of April 30, 1982 was $7 ,450.70. He noted 
that the detail of expenditures was as shown in the income statement pre
viously sent to Council members. 

Committee Reports: 

I. Tax Court Luncheons - In the absence of Mr. Durkin, Mr. 
Claypool reported to the council that there were no sessions of the tax 
court currently scheduled for Detroit but that at the next scheduled ses
sion of the tax court a luncheon would be planned. 

2. Tax Court ProSe Program- Mr. Claypool reported for Mr. Durkin 
that correspondence has taken place with the Los Angeles Bar Association 
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and the Florida State Bar Association concerning their efforts to establish 
and maintain a pro se tax court program. Mr. Durkin will distribute his 
correspondence to the members of the council and report the results at the 

~ September council meeting. 

3. Joint Inheritance Tax Committee - Andrew Savel reported that a 
new bill is being drafted. It will likely be introduced by representative 
Bryant and will have a reasonable chance of passage. The bill to be 
introduced is aimed at coordinating the application of the .unlimited 
marital deduction under the amendments to the Internal Revenue Code to 
the Michigan Inheritance Tax. 

4. Seventh Annual Tax Institute - Sanford Klein reported that the 
program is in place. Mr. Klein also reported that ICLE will be mailing pro
motional mailings approximately around the fourth week of August, 1982. 

5. Annual State Bar Meeting - Donald Lansky distributed the pro
posed programs which include topics dealing with Michigan and Federal 
tax. The program includes presentations concerning the jurisdiction and 
choice of forum under the Michigan tax laws, Michigan Tax TribJ.mal 
Rules, and Reaganomics and the tax system. 

6. Employee Benefits Committee - Allan Claypool reported for Steve 
Jurmu, the chairman of the committee. Mr. Claypool reported that a 
meeting of the committee was held on April21, 1982 which was attended 
by about 65 persons. Morton Klevan, deputy administrator, Pension and 
Welfare Program, U.S. Department of Labor, Washington D.C. and David 
Rood also of the U.S. Department of Labor, spoke ·to the committee on 
several selected topics including the U.S. Department of Labors' repsonse 
to President Reagan's program to reduce regulations, the Department's 
current views regarding the future of the summary plan descriptions, sum
mary annual reports, notices to interested parties, supplemental retire
ment pay plans, plan investment strategies, fiduciary responsibilties and· 
liabilities of CPA's, attorneys and other advisors, and prohibited transac
tions. 

Prior meetings of the committee have included Internal Revenue Ser
vice liaison meetings and sessions featuring the delivery of papers on tech
nical topics. It was noted that the committees costs have exceeded their 
projections. Upon discussion it was unanimously 

RESOLVED: That the Employee Benefits Committee's costs, 
including the costs of transportation and lodging for Messrs. 
Klevan and Rood, be reimbursed to the committee in the 
approximate amount of $1,1000.00. 

Mr. Claypool also reported that the next meeting of the Employee 
Benefits Committee would take place in the afternoon following the taxa
tion section program at the annual State Bar meeting. 

7. Legislative Review Committee - Edward B. Goodrich reported that 
several bills have been introduced which if passed would impose a special 
assessment on employers to reduce the imbalance in the unemployment 
compensation fund. 
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and the Florida State Bar Association concerning their efforts to establish 
and maintain a pro se tax court program. Mr. Durkin will distribute his 
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liabilities of CPA's, attorneys and other advisors, and prohibited transac
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Mr. Claypool reported on a request received from Donald L. Reiseg, 
chairperson of the State Bar of Michigan's subcommittee on Legislative 
Service Bureau of the Committee on Legislation, requesting attorney ttJ 
volunteers for the drafting of tax legislation in major substantive areas of ~ ~ 
the tax laws of the State of Michigan. Mr. Claypool reported that he had 
obtained four volunteers from the Lansing area (in accordance with Mr. ( 
Reiseg's request) who would consider participating in the program. Mr. 
Claypool indicated that more attorney volunteers would be necessary. 

8. Michigan Tax Practice & Procedure Manual- Lawrence Van Til 
reported that several recent cases of the Michigan Court of Appeals 
require some revision to chapters already revised and that it is expected 
that a couple of decisions will be issued by the Michigan Supreme Court in 
the very near future which might require further revisions of several chap
ters of the Manual. Publication is now expected toward the end of 1982. 

9. Michigan Tax Essay Contest- Susan Westerman reported that 11 
students had submitted essays. The essay contest judges are Benjamam A. 
Schwendener, Jr., and Stephen H. Clink. After completion of the judging 
all of the persons who submitted essays will be notified of the results and 
checks would be sent to the winners. The names of the winners will be 
announced at the annual meeting of the Section. 

10. Joint Attorney - CPA Seminar in June - Michael Domulewicz 
reported that the seminar will be held on June 10, 1982. The program con
sists of several general tax topics. The Program has been advertised in the 
Tax Law Journal and in the Michigan Bar Journal. 

Liaison Reports 

1. Federal Tax Committee - Michael Domulewicz reported that the 
Michigan Association of CPA's Federal Tax Committee has been review
ing the proposed equity regulations. The consensus of the committee is 
that there should be some formal statement issued by the committee with 
regard to the issues involved in the regulations. 

Chairperson's Report: 

1. Written Annual Reports from Committee Chatrpersons - 1Mr. 
Claypool requested that each committee chairperson submit a written 
report to him for inclusion in the annual report of the Taxation Section. 
Mr. Claypool requested that all committee chairpersons have their reports 
to him by May 31, 1982. 

2. Central Region Bar Liaison Meeting 1982 - Joseph Dillon 
reminded the members of the Council that the 1981 liaison meeting was 
perhaps notable in that not all of the right people from the Internal 
Revenue Service were present and able to speak for the IRS at the 1981 
meeting. Mr. Dillon further reported that the Regional Commissioner has 
now indicated that he will make certain that the right people are present 
for the 1982 meeting. 

3 
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3. Seminar and Taxation and Regulation of Small Business- ICLE
Mr. Claypool reported that ICLE has cancelled the seminar. 

4. Michigan Supreme Court Invitation to file Amicus Brief in Personal 
Property Tax Case - City of Detroit v Norman A /len and Co. and E.L. Rice 
and Co. Mr. Claypool reported to the Council that the Supreme Court has 
invited the Taxation Section to file an Amicus brief. Discussion resulted in 
a determination that the Section should only send a letter to the Supreme 
Court and indicate that it is the view of the Taxation Section Council that 
the Court of Appeals decision was correct. The letter is also to indicate that 
it is the Council's view that the problem presented by the case is a legisla-
tive problem. · 

New Business: 

1. Nominating Committee - The chairman reported that he had 
appointed a nominating committee consisting of John W. McNeil as chair
man, Lawrence Murphy and John King. 

2. Recognition of Council Members - Mr. Claypool reported that it 
was his intention to continue the practice of recognizing retiring council 
members. In this regard, he noted that the terms of Joseph Dillon, James 
Durkin and Andrew Savel were expiring at the end of the annual meeting 
in September. 

3. Unauthorized Practice of Law Inquiry From M. T. T. - Lawrence 
Van Til reported that Judge Roy L. Spencer, chairman of the Michigan 
Tax Tribunal, had requested the Council to review the problem of the 
unauthorized practice of law before the Michigan Tax Tribunal. Upon dis
cussion it was determined that the section should positively respond to 
Judge Spencer's request. Mr. McKim was assigned the task of drafting a 
letter to the Tax Tribunal. 

4. Publication of Tax Tribunal Decisions- Mr. Van Til reported on the 
meeting he and Mr. Sheldon had with Judge Spencer and Judge Miller of 
the Tax Tribunal concerning the publication of tax tribunal decisions. Mr. 
Van Til reported that Eugene A. Gargaro, Jr., had volunterred to have 
persons in his office draft case digests for publication in the Tax Law Jour
nal. The digests to be published will relate to all current and future M.T.T. 
decisions. 

5. Consideration ofMichigan-Fiorida Attorney Consortium- Andrew 
Savel reported that there are approximately 150 attorneys who are 
authorized to practice law in both Florida and Michigan. Upon discussion, 
Mr. Save) was requested to pursue further the question of the establish
ment of a joint committee between the Michigan and Florida Bar Associa
tions. 

The next scheduled meeting of the council will be held on September 
22, 1982 at 8:00a.m. in Room 2001B, Cobo Hall, Detroit, Michigan. 
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There being no further business the meeting was adjourned. 

Allan J. Claypool 
Chairperson 

Lawrence R. Van Til 
Vice Chairperson acting as Secretary 

Attest: 
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THE TAX FRAUD INVESTIGATION AND THE RIGHT 
AGAINST SELF-INCRIMINATION: 

An Analysis of the Taxpayer's Defense* 

Joseph Blum 

The taxpayer subject to a criminal tax fraud investigation by the Inter
nal Revenue Service faces penalties that can exceed those imposed for 
statutory rape, arson and even manslaughter. 1 Unlike persons who com
mit crimes of violence, however, the taxpayer is rarely aware that he is the 
subject of a criminal investigation until the government has virtually com
pleted its case against him. What makes this situation particularly 
egregious is that the taxpayer is often unknowingly his own hangman, pro
viding the government with its most incriminating evidence. 

This paper will explore both the legal and administrative methods 
employed by the I.R.S. during the initial stages of a criminal tax fraud 
investigation to slice away at the taxpayer's fifth amendment right against 
self-incrimination. In order to establish the context in which Service 
agents operate, this Article will first outline briefly the basic sequence of 
an I.R.S. fraud investigation. The next section will compare civil and cri
minal tax fraud, paying particular attention to the difficulty faced by the 
taxpayer in determining whether he is the subject of a civil or criminal 
investigation. Section three will deal with how the indeterminate nature of 
an I.R.S. investigation infringes upon the exercise of the criminal tax
payer's fifth amendment rights: First, the I.R.S. is able to build a signifi
cant portion of its criminal case under the guise of a civil audit, thus avoid
ing the need to inform the taxpayer that he is a criminal suspect. Second, 
the general rule against cooperating with the Service in a criminal 
investigation is made difficult and costly to follow because the uniformed 
taxpayer is pressured to treat his case as civil, and thus to cooperate with 
the government. The conclusion includes a few suggestions aimed at giv
ing fuller effect to the criminal taxpayer's fifth amendment rights. 

THE INVESTIGATIVE PROCESS 

The focus of this paper is on the initial stages of an I.R.S. criminal 
investigation, i.e., the detection and examination of criminal tax fraud by 
Revenue and special agents. Although fraud cases arise from a number of 
difference sources/the present analysis is limited to fraud detected during 
routine civil audits. Audits are the major source of fraud cases, and present 
the greatest problems for the potential tax fraud defendant. In order to 

* Space limitations permit publication of only a shortened version of Mr. Blum's 
winning essay. Accordingly, footnotes from the original have been renum
bered. The complete text is available upon request by writing the Editors, 
Michigan Tax Law Journal, c/o University of Detroit School of Law, 651 E. 
Jefferson Ave., Detroit, MI 48226. 
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understand fully the roles payed by Revenue and special agents in the 
development of a tax fraud case, the standard course of an I.R.S. investiga
tion will be briefly outlined. 3 

The first meaningful step in the process is the selection of a return for 
examination. 4 Although there are many reasons prompting an audit, 5 
most result from computer selection indicating a higher-than-average 
likelihood of needed adjustment. After selection, the return is assigned to 
a Revenue agent within the Audit Division for examination. At this point 
the audit is considered routine and no fraud is suspected. If, however, the 
agent detects indications of fraud he must submit a report to his supervisor 
who may refer the matter to the Intelligence Division. Otherwise, he will 
proceed to close the case at his level. 

The Intelligence Division of the I.R.S. is the body responsible for the 
investigation of criminal tax fraud and operates through its special agents. 
When the Division receives a case from a Revenue agent indicating fraud, 
it has two options. It can return the case to the Audit Division for further 
processing to determine civil liabilities, or, if the Division finds the report 
meritorious, it will "jacket" the case for a full-scale investigation by a 
special agent. 6 At this stage the investigation becomes a joint investigation 
since the special agent almost always has the cooperation of a Revenue 
agent. It is the former's responsibility to collect evidence for a criminal 
prosecution, while the latter has as his objective the determination of civil 
deficiencies. lin all cases, the criminal investigation is paramount Band the 
special agent is in charge. 

If the special agent recommends prosecution, his immediate superiors 
will either reject the recommendation or refer the case to the Regional 
Counsel for his formal review and disposition. The Regional Counsel will 
likewise either terminate the criminal inquiry or send it to the Tax Divi
sion of the Department of Justice for further processing. If the Criminal 
Section of the Tax Division elects to prosecute, it will forward the case to 
the appropriate United States Attorney. The U.S. Attorney must then 
either seek an indictment from a grand jury or file an information. Subse
quently, the District Court will arraign the accused taxpayer and the case 
can then go to trial. 

Distinguising the Civil Audit From a Criminal Investigation 

Although seperate Code provisions are used to define civil and cri
minal tax fraud offenses, there is virtually no distinction between the types 
of proof required to impose either sanction. Courts interchange the con
cept of "fraud", the ingredient of the civil penalty, and "willfullness", the 
ingredient of the criminal sanction. 9 In practice, the sole difference bet
ween the civil and criminal case is the quantum of proof required of the 
government: in a civil proceeding, the government must prove its case by 
"clear and convincing evidence," in a criminal case the standard is 
"beyond a reasonable doubt." Thus the taxpayer will not know the 
government is conducting a criminal inquiry as opposed to a routine civil 
audit by the type of evidence the agents request of him or procure from 
third parties. 

7 
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Several commentators have listed warning signs which may indicate 
that a criminal investigation is underway./0 Although these events may be 
of some help to the perceptive taxpayer, they often go unnoticed and many 
times occur after a criminal focus has been well-established. I I As one 
commentator noted; "Recognition of a tax fraud investigatioq sufficiently 
early to preserve that constitutional privilege of the individual taxpayer is 
seldom easy and not always possible." 12 

What element, then, is present in a criminal case that is absent in a civil 
one? Commentators and practioners have tried to answer this question 
with a notable lack of success. 13Balter 14 provides probably the most accur
ate assessment: 

"On paper," therefore, it would appear that no criminal case 
should be processed unless the proof is substantially stronger 
than would be required for a civil fraud case. Yet, knowledgea
ble practioners have learned that there is no recognizable 
guide-line for imposing one or the other sanctions. The area of 
administrative discretion which stems directly from this vague
ness of differentiation is so vast that often it is impossible to 
rationalize the decision reached. 

During the early phases of an investigation, therefore, the taxpayer 
often does not know whether the Service is developing a civil or criminal 
case against him. It is not until the special agent makes personal contact 
with the taxpayer and reads him his constitutional rights 15 that the cri
minal focus of the investigation is explicitly made known. Moreover, 
given the extreme complexity and vagueness of the American tax system, 
the fraud criminal is often unaware that he has committed a felonious 
offense. 16 The line between legal avoidance and criminal tax evasion is 
often a murky and ambiguous one. 17 

The importance of recognizing a criminal investigation at its inception 
cannot be overstated. Since the I.R.S. has an extremely high rate of con
viction, IBthe taxpayer must take every step to prevent a recommendation 
to prosecute. 19It is during this investigative stage, often before the special 
agent makes personal contact with the taxpayer, that the Service collects 
its most incriminating evidence. This is when the taxpayer has the best 
chance of employing a successful defense. Garbis and Sack, two tax practi
tioners, describe the immediacy of this task: 

In the tax field an early diagnosis of the existence of an 
investigation can make all the difference in the prognosis. Early 
professional attention to provide the correct prescription of co
operation, assertion of constitutional rights and the use of other 
available remedies can yield a good rate of cures and remis
sions.20 

In short, it is during the initial phase of the criminal investigation that a 
taxpayer needs to establish a defensive posture21 and assert, when neces
sary, his protective fifth amendment rights. But the difficulty in determin
ing when a criminal investigation is underway often prevents the taxpayer 
from employing this constitutional shield. 
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The next section examines specifically how the I.R.S. is able to use the 
ambiguity surrounding its investigations to cut away at the taxpayer's right 
against selfincrimination and his concominant right of non-cooperation. 

THE EFFECT OF I.R.S. INVESTIGATIVE TECHNIQUES ON 
TAXPAYERS' FIFTH AMENDMENT RIGHTS 

Conducting The Criminal Investigation Under a Civil Audit Clock 

The fifth amendment commands that "No person ... shall be com
pelled in any criminal case to be a witness against himself." 22In 1886, the 
Supreme Court in Boyd v. United States23 held that the fifth amendment 
privilege covered a citizen's private bopks and papers as well as his oral 
testimony. Although the scope of this protection has been limited in 
recent years, particularly with respect to personal papers and documents in 
the hands of a defendant's advisors,24 it can still act as a significant 
safeguard for the taxpayer subject to a criminal investigation. The taxpayer 
can raise the privilege only when there is a reasonable likelihood that cri
minal charges may be brought against him.25However, if a taxpayer is not 
even aware that he is the subject of a criminal investigation, he is not likely 
to raise his fifth amendment shield.26 Thus, by keeping the taxpayer 
unaw;re of the transmutation of the case from civil to criminal, the 
government can fill its files without running into the fifth amendment 
blockade. 

Exercising the Right of Non-Cooperation 

The decision whether a taxpayer should cooperate 21with the Internal 
Revenue Service during its investigation is a critical one. Often this deci
sion must be made at an early stage in the investigation, prohibiting the 
taxpayer and his advisor from fully appraising all the conflicting factors. 28 
The difficult choice facing the auditee has frequently been referred to in 
opinions in tax fraud cases, and his dilemma has been described as 
follows29: 

If he refuses to cooperate and remains silent, the taxpayer runs 
the risk of having incorrect inferences drawn from whatever 
facts the agents discover; and his attitude certainly does not 
lessen the suspicion. On the other hand, if he cooperates and 
converses freely with skilled investigators, he may be, and 
usually is, furnishing evidence for use against himself in a sub
sequent criminal prosecution. 

The right of non-cooperation is grounded in the fifth amendment right 
against self-incrimination. This inquiry focuses on whether the Service has 
burdened his right by interweaving its civil and criminal investigation. 

The rule against cooperation in criminal investigations 

The general rule among tax law practitioners and scholars is that a tax
payer should not cooperate with the Service when it is conducting a cri
minal tax fraud investigation. Smith and Robinson, two noted tax attor
neys, state the rule concisely30 
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While the normal watchword ofmost accounants and lawyers in 
any tax situation, when dealing with a civil agent, is coopera
tion, exactly the opposite is generally needed in any potential 
criminal investigation. 

There are several reasons sup'porting this non-cooperative approach. 
First and foremost, the nature of a fraud prosecution almost always 
requires the I.R.S. to rely on the taxpayer as its primary source of evi
dence. There are usually few eyewitnesses to a tax crime. Consequently, 
the taxpayer himself and his advisers will probably provide most of the 
incriminating evidence. 31 By closing off this source of information as 
tightly as possible, the taxpayer can often prevent the Service from 
developing fully its criminal case against him. Since the I.R.S. will 
prosecute only those cases in which there is a strong likelihood of convic
tion, a taxpayer, by refusing to plug the uncertainties in the government's 
case, is much more likely to escape prosecution. 

(M)any more cases are killed at the investigatory level because 
facts were not available than because they were abundantly 
available. You do not have to prove your client is innocent, 
only that gaps exist in the proof necessary to convict him. 32 

A second related reason for non-cooper~tion lies in the ,methods the 
I.R.S. employs to prove its criminal cases. In the vast majority of fraud 
cases, tax evasion charges are based on proof of unreported income. 
Although the government may be able to prove a tax deficiency directly 
from the defendant's own books and records, it may and often does resort 
to indirect and approximate methods where proof of specific items is 
obscure, inconclusive, or unavailable. The most common indirect method 
used in criminal cases involves proof of an increase in the defendant's net 
worth. 33 Stated briefly, the Service seeks to establish the taxpayer's 
income by relating it to the taxpayer's net assets at the beginning and end 
of a particular year, taking into account non-deductible expenditures not 
resulting in the acquisition of assets (e.g., living expenses) as well as non
taxable receipts (such as loans, gifts and bequests). 34 Without the 
cooperation of the taxpayer to establish the crucial elements in the net 
worth structure, the government is rarely able to maintain a net worth 
case. Balter35 describes the situation in this manner: 

When the investigating agents are attempting to establish the 
basis for a "net worth" case, it is extremely important that they 
find the evidence to sustain a correct starting point and, in par
ticular, the absence of ~rior accumulated funds. Handing over 
to the agents admitted net worth statements or making sworn 
statements on this issue is the equivalent of handing the 
government a lethal weapon or, as has been picturesquely 
stated, "cooperating your client to jail." 

By refusing to turn over his personal records, the taxpayer·can often pre
vent the government from prosecuting a net worth case. 

The third reason for the criminal tax fraud suspect to adopt a non
cooperative approach is purely utilitarian: cooperation with the I.R.S. 
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almost never pays off. Some practitioners may believe that the goodwill 
generated by cooperation with Service agents will deter a recommendation 
to prosecute. Current practice, however, shows this belief to be 
dangerously incorrect. "(W)hat will determine whether prosecution will, 
or will not, be recommended will depend purely upon the likelihood of 
success. Cooperation will not dissipate any of the proof .... "36The Ser
vice is, above all, interested in winning criminal cases. If the taxpayer 
offers to "cooperate away" his defense, the I.R.S. will simply have an 
easier case to prove. 37 

If the case goes to trial, the prosecutor can introduce evidence that the 
defendant refused to cooperate with the investigators or failed to turn over 
his personal records and books, as bearing on the issue of willfullness. 38 
Conversely, there is some authority that a taxpayer who has cooperated 
may also introduce that fact, 39 though there are decisions to the contr
ary. 40 Although this rule of evidence may encourage cooperation in cer
tain circumstances, its impact will only be felt at the trial level. I.R.S. 
statistics show that once prosecution is recommended, the taxpayer has 
very little chance of success. 47 Since many taxpayers who are prosecuted 
have cooperated, evidence of cooperation vel non apparently has limited or 
no mitigating effect on the successfulness of prosecution. If there is suffi
cient evidence to support both substantial understatement of income and 
willfullness, the defendant's protestations that he cooperated fully will not 
save him from conviction. 

There are certain instances, of course, when a taxpayer should cooper
ate with agents conducting a criminal investigation. It is advisable to pro
vide agents with everything they can easily obtain elsewhere or get by pro
cess, for example, bank statements and personal checks. Failure to do so 
willingly only increase the hostility of the investigators. There is also evi
dence that pre-trial cooperation may weigh in favor of a lighter sentence if 
the defendant is convicted. 42 Courts, however, are not bound to consider 
cooperation in sentencing. In Kohatsu v. United States43 the Court of 
Appeals for the Ninth Circuit held that since consideration of cooperation 
was a discretionary matter with the trial court, there was no reversible 
error where it had excluded proferred testimony that defendant had 
cooperated with government agents during the investigation. Thus the 
taxpayer may get little more than a thank-you from the Service if he aides 
them in their criminal investigation. Moreover, much of the damage has 
already been done by the time the court imposes sentence on the con
victed taxpayer. 

Institutional pressures to cooperate 

Despite the strong support for the rule against cooperating with 
investigators during a criminal tax fraud investigation, the I.R.S., by com
mingling its civil and criminal investigations, makes it difficult and costly 
for the taxpayer to exercise this fifth amendment right. This situation 
arises because (I) as a general rule, a taxpayer should cooperate with the 
Service in a civil investigation, and (2) by keeping the taxpayer unaware of 
whether the investigation has a civil or criminal focus, the Service 
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pressures the taxpayer into responding as though it were a civil case, thus 
encouraging him to waive his privilege agairist self-incrimination. 

Cooperation is advised in civil audits 

The basic rule followed by most tax practitioners requires a taxpayer to 
cooperate with government officials conducting a civil audit. The usual 
practice in ordinary civil tax audits in which no fraud element is involved is 
"across-the-board" cooperation with Revenue agents. 44 A number of 
circumstances favor this approach. First, the taxpayer's primary objective 
in a routine audit is to achieve a quick and fair determination of his outs
tanding liabilities. 45Most civil audits are settled by agreement between the 
taxpayer and Revenue agent. The taxpayer gains nothing by prolonging 
the investigation. Moreover, agents facing a noncooperative taxpayer will 
often probe the auditee 's clients, customers, business associates, even 
neighbors and social acquaintances, in search of information. This may 
prove not only embarrassing, but financially costly insofar as it damages 
the taxpayer's business reputation and credit. 46 Furthermore, this type of 
investigation can be inconvenient and expensive for the third parties 
involved. 

Another powerful inducement to cooperate is the well-founded fear 
that non-cooperation tends to increase the investigator's suspicion that the 
taxpayer is trying to hide some incriminating evidence, even when none 
exists. If sufficently aroused, the investigator may call in other agents to 
conduct an extensive fraud investigation, costing the taxpayer both time 
and money. 47 Moreover, by cooperating, the auditee can keep the agent 
from reaching faulty conclusions as to the facts. 

The final impetus behind taxpayer cooperation with civil agents is that 
the Commissioner and the courts may consider lack of cooperation as a 
factor in assessing or sustaining the fraud penalty. 48 Full cooperation has 
tilted the scales, especially in close cases, in favor of the taxpayer. 49 

Circumstances lead the unknown taxpayer to treat his case as civil 

During the initial phases of an audit when the taxpayer is often unable 
to determine whether he is involved in a civil or criminal investigation, a 
combination of circumstances pressure the auditee into treating the inqu
iry as a civil one. The first consideration is that since more than 99% of the 
audits which reveal deficiencies are never treated as criminal cases, 50 an 
auditee naturally expects his case to be civil. Furthermore, the Revenue 
agent calling upon the taxpayer is quite a bit different from the policeman 
who raps on the door. No fingerprints are taken, warnings given or other 
overt signs of a criminal investigation are present which make the taxpayer 
feel like a criminal. Unless he knows the government is trying to build a 
case against him, the taxpayer is frequently unable to consider himself 
seriously as a criminal, no matter how blatant his derelictions, until formal 
criminal proceedings begin. 51 Given this initial attitude, many taxpayers 
delay employment of legal counsel, 52 desiring in part to minimize profes
sional fees, and try to handle the case themselves. Often an attorney is not 
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brought in until the case has been formally recommended for prosecution 
and sufficient incriminating evidence collected. 53 Duke summarizes the 
taxpayers' most common approach: 

Consequently, they (the criminal taxpayers) act like ordinary 
taxpayers, who cooperate, negotiate, and sometimes prevari
cate. They do not run to a lawyer when the agents appear. Many 
people in this context, moreover, feel challenged by the agents 
and see the confrontation as an opportunity to exercise their 
special skills and untapped courage. They "take on" the agents 
and attempt to lead them off the track. Frequently, such 
attempts are precisely what a suspicious agent wants to hear -
just what he needs to make a case. 54 

Finally, an audit is usually conducted in an atmosphere which is highly 
conducive to cooperation. Agents know a criminal prosecution often 
hinges on the taxpayer's admissions and are instructed specifically to get 
the taxpayer to talk. 55 The agent is strongly encouraged to make initial 
contact with the taxpayer directly, not his representative. Also, the agent 
is instructed to establish a rapport with the taxpayer to give him a false 
sense of security as a means of obtaining information that would not other
wise be revealed. 56 The unsuspecting taxpayer is all too often lulled into 
cooperating away his constitutional rights. 

Thus, for the taxpayer unknowing of the true nature of the I.R.S.'s 
examination, circumstances surrounding the initial phase of the investiga
tion weigh heavily in favor of cooperation. Examples are legion 57 where 
taxpayers followed what appeared to be the proper cooperative approach, 
only to find themselves subject to criminal investigation, having provided 
the government with its most incriminating evidence. Even if the taxpayer 
approaches the audit knowing of the possibility of a criminal prosecution 
and therefore adopts a non-cooperative strategy, he may do significant 
damage to his defense against civil sanctions, which the Service is far more 
likely to be pursuing. This difficult strategic choice confronting the tax
payer heavily burdens the exercise of his fifth amendment rights. In vir
tually no other area of the criminal process do both law and sound strategy 
lean so heavily in favor of self-incrimination. 58' Lipton's summary over 
twenty years ago of the criminal taxpayer's status still holds true today. 

It is repugnant to our fundamental principles of justice that a 
man be enticed into convicting himself out of his own mouth. 
In the tax field, this is an everyday occurence. The public and 
the Bar, and to some extent the courts, have accepted this 
serious encroachment upon constitutional rights with little evi
dent concern. 59 

CONCLUSION 

Internal Revenue Service policy of interweaving its civil and criminal 
investigations has subtly, though effectively, sliced away at the basic con
stitutional safeguards provided the taxpayer by the fifth amendment. By 
shrouding the character of their inquiry in ambiguity, Revenue and special 
agents are often able to obtain highly incriminating evidence from the 
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unsuspecting taxpayer before altering him of their criminal focus. The fifth 
amendment shield lays dormant until the criminal tax fraud case has been 
virtually completed. Furthermore, a strategy of non-cooperation, 
appropriate as a criminal defense, is made difficult and costly to follow. 
The unknowing taxpayer is pressured into treating his case as a civil one, 
and therefore waive his fifth amendment privilege by cooperating with the 
governm~nt. 

FOOTNOTES 

1 For example, in United States v. Pu/awa, 532 F.2d 1301 (9th Cir. 
1976), the trial judge had sentenced the taxpayer to 24 years for tax eva
sion. The sentenced was reduced to 15 years on appeal. 

2 52% of Intelligence Division cases come from other I.R.S. functions: 
38% from the Audit Division, and 14% from the Collection Division and 
Automatic Data Processing. Other government agencies (Federal, state 
and local) furnish 12% of the Intelligence leads. The general public (news 
media, informants, etc.) furnish 8 percent. Special"agents themselves dig 
up 28% of their work through personal initiative and observation, comp
liance surveys and general intelligence gathering. Walters, "IRS 
Intelligence Division Operating Procedures: From 1040 through Criminal 
Trial," 32 Inst. on Fed. Tax'n 1195, 1195-6 (1974). 

3 For a more detailed discussion of the investigation and processing of 
tax fraud cases see Balter, Tax Fraud and Evasion ch. 8 (1976); Walters, 
supra note 2. 

4 Out of the approximately 175 million returns filed annually, only 
slightly more than one million are subjected to more than a cusory audit. 
Less than 8,000 full-fleged fraud investigations take place each year, and 
of these, approximately 50 percent result in criminal recommendations at 
the IRS level. Balter, supra note 3, at §3.02 n.2. 

5 In addition to routine examination of returns, audits may be 
prompted by: (1) large or unusual transactions, (2) newspaper reports, 
court proceedings, legal filings, etc., (3) examination of other government 
agencies' records, (4) taxpayer involvement in suspect activities, e.g. 
organized crime and illegal gambling, (5) leads from "chain" examina
tions, and (6) tips from informants provided for reward or revenge. 

6 If, however, the Revenue agent's findings are not persuasive, but 
nevertheless indicate the possibility of a crime, a special agent will conduct 
a preliminary investigation in order to determine whether a full investiga
tion is justified. 
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7 The I.R.S. is given extensive powers to conduct its investigations. See 
Powell v. United States, 379 U.S. 48 (1964), United States v. Egenberg, 443 
F.2d 512 (3rd Cir. 1971). The administrative summons (I.R.C. §7602, et 
seq.) is one of the most powerful weapons in the investigator's arsenal, 
and it is particularly useful in obtaining documents and testimony from 
third parties. See, e.g., Comment, "Use of the Summons, Intervention, 
and Constitutional rights," 2 Hofstra L. Rev. 135 (1974). 

8 See note 57. 

9 David Beck, a former attorney with the Department of Justice Tax 
Division, states that: 

(T) he fraud that underlies the imposition of the civil penalty 
and the wilfullness that underlies the attempt to evade or defeat 
tax criminally have been in large measure equated. 

Beck, "When Avoidance: When Evasion," 18 Inst. on Fed. Tax'n 1093, 
1104 (1960) 

10 There are certain signs which a taxpayer subject to a civil audit should 
look for which may indicate that the focus of the government's investiga
tion has shifted to a criminal inquiry. These include: 

(1) A request by the Revenue agent for copies of a large number of 
original documents including worksheets or pages of business 
records. 

(2) The presence of two agents at an audit since one will most likely 
be a special agent. 

(3) Once the civil audit has started, a long delay before the Revenue 
agent re-establishes contact with the taxpayer, indicating that the 
case has been referred to the Intelligence Division for criminal 
investigation. The reason for the delay may be that The I.R.S. has 
not had time to assign the case to a special agent or such agent has 
been assigned and is busy doing background work prior to contact
ing the taxpayer. 

(4) Contact by I.R.S. representatives with several different record 
keepers (banks, real estate brokers, etc.) with requests for records 
that could more easily be obtained directly from the taxpayer. 

(5) A request for all taxpayers' cancelled checks, not simply checks 
needed to support deductions claimed on the return. 

(6) Inquiry about assets and liabilities. 

(7) Inquiry about cash on hand with particular reference to cash not in 
bank accounts. 

(8) Specific inquires relating to the total amount of gross receipts and 
sources thereof. 

(9) Inquiry about the source of funds used to purchase stocks, bonds 
and realty. 
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II Mitchell states in "Fundamentals of Recognizing a Tax Fraud 
Investigation," 3 Memphis St. L. R. 22I, 228 (1973): 

There are, regrettably, no indications which can be relied upon 
in every instance as revealing that a Revenue agent no longer is 
auditing tax returns but has commenced accumulating data to 
support a fraud referral. 

Moreover, since the vast majority of audit cases are disposed of civilly, a 
tax attorney often will have had little experience with criminal investiga
tions when representing an auditee, and consequently may not be sensi
tive to signs indicating a criminal inquiry. 

I2 !d. at 222. 

I3 Beck, supra note 9, at 1104-5, points to "insidiousness" as the 
differentiating element between the two sanctions: 

It would seem that a civil case ripens into a criminal case when 
it has that elusive but additional ingredient of insidiousness 
that enables the government to prove its case beyond a reason
able doubt. In this respect, every civil evasion case may be con
sidered as one that never fully ripened into a crime, and every 
criminal evasion case as one that was too insidious to be dis
posed of on a purely civil level. 

I4 Balter, "A Ten7Year Review of Fraud Prosecutions," I9 Inst. on 
Fed. Tax'n 1125, II35 (196I). 

I5 See text following note 51. 

I6 Although the criminal sections of the I.R.C. are written in terms of 
"willfullness," the courts have not delineated what degree of awareness 
on the part of the taxpayer suffices to meet this requirement. This is par
ticularly troublesome in the tax field because it is not uncommon for a tax
payer to have doubt about the treatment of a particular item. Thus a jury 
must often decide not only what the defendant thought was the tax law 
governing a particular item, but what the law really was. Duke, "Prosecu
tions for Attempts to Evade Income Tax: A Discordant View of a Pro
cedural Hybrid," 76 yale L. J. I, 4-5 (1966). 

I7 See generally Beck, supra note 9. 

I8 In I974, the Intelligence Division recommended prosecution of 2454 
taxpayers. Indictments or informations were returned in I44I cases. There 
were 1062 pleas of guilty or nolo contendere, I9I convictions, 97 acquitals 
and 115 dismissals. Commissioner's I974 Annual Report, 759 CCH I974 
Standard Fed. Tax. Rep. ~8I82, noted in Balter, supra note 3, at ~3.02. 

I9 See Schmidt, "Current Department of Justice Criminal Income Tax 
Policies," 38 Taxes 293, 296 (1960). 

20 Garbis and Sack, "Diagnosis of Tax Fraud Investigations," 55 
A.B.A.J. 44I (1969). 

2I On the subject of taxpayer strategy and cooperation with the I.R.S. see 
discussion beginning at note 3I. 
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22 U.S. Canst. amend. V. The fourth amendment's prohibition on 
"unreasonable searches and seizures" is often intertwined with the self
incrimination issue in cases dealing with compelled submission of personal 
records. United States v. Boyd, 116 U.S. 616, 622 (1886). Therefore, the 
present analysis implicates the taxpayer's concomitant fourth amendment 
rights. The major focus of this paper, however, remains on the fifth 
amendment. 

23 116 U.S. 616 (1886). 

24 It is beyond the scope of this paper to define the limits, as interpreted 
by the judiciary, on the fifth amendment protection afforded the taxpayer 
and his advisors. For an excellent discussion of current case law, see 
Kostenlanetz and Bender, Criminal Aspects of Tax Fraud Cases, ch. 6 
(1980). 

25 Balter, supra note 3, at ~5.04(b). The mere presence of a special agent 
is sufficient to sustain a self-incrimination plea. 

26 Duke, supra note 16, at 34. 

27 Cooperation basically involves the taxpayer's waiver of his fifth 
amendment right against self-incrimination by the submission of personal 
papers and records to the I.R.S. as well as through oral testimony. It need 
not be an all-or-nothing proposition: a taxpayer may, e.g., turn over cer
tain documents and retain others. As used in this paper, cooperation is 
defined as a general strategy adopted by the taxpayer by which he complys 
with most if not all of the agents' requests for documents and statements. 

28 Balter writes: 

What is unfortunate for the taxpayer and his adviser is that the 
decision (to cooperate or not) must be made, perhaps irrevoca
bly, at such an early stage of the investigation that neither the 
taxpayer nor his adviser has had the opportunity to fully 
appraise the entire situation artd to calculate the eventual risks 
involved in adopting one course over another. In a real sense, 
the adviser is called upon to telescope within a short span of 
time the taxpayer's entire case, with all its legal and factual 
ramifications. 

Balter, "The Role of the Adviser in a Tax Investigation with Fraud Over
tones: Analysis of the Cooperation Problem," 27 U. Fla. L. Rev. 914, 919 
(1975). 

29 District Judge Dawkins in V!outis v. United States, 219 F.2d 782, 787 
(5th Cir. 1955). 

30 Smith and Robinson, "Tax Fund - An Overview for Tax Practi
tioners," 57 Taxes 331, Appendix A 338 0979). 

31 Smith and Robinson, supra note 30, at 338. 

From an attorney's viewpoint, criminal tax fraud cases are dis
tinguishable from other criminal defense work in that most of 
the highly damaging information in the case will probably have. 
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been provided by the taxpayer himself (both in the form of 
testimony and in documents delivered or unavailable) and by 
the accused's tax return pre parer (through information 
required to be given by him to the special agents). 

32 Crowley, "Constructing a Defense to Tax Fraud Charges," in Tax 
Fraud 169 (Holmes and Cox eds. 1973). 

33 Balter, supra note 3, at §13.03. Other indirect methods of proof focus 
on bank deposits and specific cash expenditures. 

34 For a more detailed explanation of the net worth, bank deposit and 
cash expenditure methods of proof see Mortenson and Mortenson, "The 
Investigation and Administrative Processes," 1968 U. Ill. L. F. 443, 446-7 
(1968). Balter, supra note 3, at §13.03. 

35 Balter, supra note 3, at 932. Hanson v. United States, 186 F.2d 61, 
1951-1 U.S.T.C.9118 (8thCir.1950) isagoodexamplewherethedefen
dant practically convicted himself by rushing in to give records and make 
admissions to the governments agents where an increasng net worth was 
proved on the basis of the defendant's own books and records. 

36 Kostelanetz and Bender, supra note 25, at 117. Some commentators 
maintain that although the voluntary disclosure policy was officially dis
charged by the Service in 1.952, an admission of guilt by the taxpayer may 
still result in a non-prosecutive recommendation. Even if an informal 
voluntary disclosure policy does exist, it plays no role in the present 
analysis since disclosure must be made before an investigation is initiated. 
Voluntary disclosure after an investigation has been commenced is merely 
cooperation resulting only in incrimnating admissions. See Silets, Sinars, 
and Jiganti, "Available Defenses in Tax Fraud Investigations," in Tax 
Fraud 8-15 Ollionis Institute for Continuing Legal Education 1975); 
Weiss, "Self-Incrimination and Income Tax Investigations," 42 Taxes 
706, 711 (1964). 

37 Lipton writes: 

Actually, prosecutions are much more likely to be instituted 
against those who admit their guilt and assist in establishing 
their tax deficiency for without assistance it is frequently 
difficult, if not impossible, for the Government to establish an 
understatement of income or prove fraudulent intent. 

Lipton, "The Taxpayer under Fraud Investigation: Suggestions for Effec
tive Representation," 47 A.B.A. J. 265, 268 (1961). 

38 See Balter, supra note 3, at §3.04. 

39 E.g., Pechenek v. United States, 236 F.2d 844 (3d Cir. 1956) 

40 E.g., Kobastu v. United States, 351 F.2d 893 (9th Cir. 1965) (taxpayer 
not prejudiced by exclusion of the proffered testimony regarding his 
cooperation in the investigation). 

41 Seenote18. 
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42 Balter, supra note 3, at §6.03 n.23; Kostelanetz and Bender, supra 
note 44, at 117. 

43 351 F.2d 898, 1965-2 U .S.T.C. §9715 (9th Cir. 1965). ~ 
44 See Balter, supra note 28, at 915. See also text following note 30. 

45 See Schachner, "Ethical Problems in Tax Prosecutions," 8 Tax L.R. 
15, 16 (1952); Balter, supra note 28, at 915. 

46 Duke, supra note 16, at 35 n. 160. 

47 If the I.R.S. wants to play tough, it can virtually destroy the taxpayer 
financially if he resists. The Commissioner may terminate a taxpayer's tax 
year and proceed immediately with collection, levy, and distraint proceed
ings unless the taxpayer posts adequate security. I.R.C. §6851 0980). 
Alternatively or combined with §6851 the Commissioner may issue a 
jeopardy assessment under §6861. 

48 See, e.g., Powell v. Granquist, 146 F. Supp. 308 (D.C. Ore. 1956), ajf'd 
252 F.2d 56 (9th Cir. 1958). 

49 In Lee v. United States, 73-2 U.S.T.C. ~9662 (D.C. Miss. 1973) and • 
Toledeno v. Commissioner, 362 F.2d 243 (5th Cir. 1966), the fraud penalty l! 
was not sustained in part on the factor of full cooperation during the 
investigation. 

50 Duke, supra note 16, at 35. 

51 Jd at 36. 

52 Another problem for the auditee is he will often turn to his accoun
tant for advice about how to handle a routine audit. Although the accoun
tant may be the most qualified representative in a purely civil audit 
because of his familiarity with the taxpayer's personal and business 
activities, an attorney should represent the taxpayer when there is the 
slightest possibility of a criminal investigation. Unfortunately, it is not 
always clear to the taxpayer or accountant when the case has taken on a cri
minal focus, thus preventing the timely employment of a legal adviser. See 
Comment, "The Attorney-Client Privilege," 2 Hofstra L. Rev. 185, 225 
(1974). 

53 Smith and Robinson, supra note 30, at 337. 

54 Duke, supra note 16, at 36. 

55 The Handbook for Special Agents gives the following directions: 

(1) Timing - Proper timing of the interview is essential in obtaining t 
admissions and information that are material in proving a criminal • 
case. 

(a) Prompt Interview 

1. A prompt interview sometimes establishes evidence that 
cannot be developed from books, records, or documents. 
Admissions and confessions establish the value of such 
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items as: currency on hand, contents of safe deposit boxes 
or similar depositories, and personal expenditures of the 
taxpayer. They also serve to prove knowledge and intent, 
the important elements of wilfulness .... 

3. A prompt interview may result in admissions and confes
sions from a prospective defendant. In some case the 
agent can obtain information in the early stage of the 
investigation that may not be available after the investiga
tion has progessed. 

4. The violator's fear may diminish as he becomes aware of 
the progress of the case and learns some of the details of 
the Government's investigation. The more the subject 
knows of the inquiries, the greater is his opportunity to 
fabricate an explanation. He, therefore, should be inter
viewed as soon as it is feasible. 

Internal Revenue Service, Handbook for Special Agents, §246.3 quoted in 
Kostelanetz and Bender, supra note 24, at 115-6. 

56 See Fienschreiber, "Analysis of the Four Methods the IRS Uses to 
Redetermine a Taxpayer's Income," 11 Tax for Accountants 84 (1973). 

57 E.g., United States v. MacKiewicz, 401 F.2d 219, 1962,2 U.S.T.C. 9461 
(2d Cir. 1968); United States v. Cymba/a, 1969,2 U.S.T.C. 9457 (E.D.N.Y. 
1969). 

58 Duke, supra note 16, at 41. 

59 Lipton, supra note 3 7, at 268. 
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CASE DIGESTS 

CORPORATE FRANCHISE TAX
CLAIMS FOR REFUNDS 

1978 P A 392 violates the constitutional requirements of equal protection 
of the law because it irrationally creates two classes of taxpayers. 

GREAT SCOTT SUPERMARKETS, INC., ALLIED HOLDING CO., 
MARKET LEASING CO., AND RILEY LAND COMPANY v. MICH. 
DEPT. OF TREASURY, 113 MICH. APP. 679, DOCKET NOS. 49354-
49357 (MARCH 2, 1982). 

FACTS: Appellants filed annual reports with the Michigan Department 
of Commerce and paid franchise fees as computed by them for each year in 
question. Appellee accepted the fees. However, on January 31, 1977, 
Appellee conducted a field audit and determined deficiencies in the fees 
paid. Appellants promptly paid the fee deficiencies claimed, but filed a 
petition for refund with the Tax Tribunal. The Tax Tribunal relied on 1978 
P A 392 and declined to order a refund. 1978 P A 392 basically provides that 
all audits performed at the direction of the Department of Treasury are 
declared to be valid and to have been in fulfillment of the legislative pur
pose. 

Appellants argued that 1978 P A 392 violated the constitutional 
requirements of equal protection because it irrationally created two classes 
of taxpayers. Members of one class (Appellants) paid deficiencies which 
the Department illegally assessed and subsequently filed suit for a refund. 
Members of the second class refused to pay the deficiencies. 

HELD: Reversed. - Appellants are entitled to a refund. States have 
wide discretion in the area of taxation, but they must proceed on a rational 
basis and may not resort to arbitrary classifications. A classification must 
be based on some reasonable distinction or difference in state policy. 
Here, the statute will prevent the members of the first class from obtaining 
a refund. Since the statute validates audits, payments received, and 
refunds made, but does not validate recomputations, members of the 
second class will never be required to pay the deficiencies. 

No rational basis for the classification contained in the statute has been 
made. While the legislature has the power to enact a statute which would 
retroactively cure the defect in the Department's procedure, it must do so 
without creating arbitrary classifications such as these. 

PROPER JURISDICTION OF ASSESSMENT DISPUTES 

The Tax Tribunal has original and exclusive jurisdiction over all tax 
assessment disputes. Also, the Tribunal has the power to hear constitu
tional claims. 
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MICHIGAN CONSOLIDATED GAS COMPANY v. TOWNSHIP OF 
CHINA, COUNTY OF ST. CLAIR AND MICHIGAN TAX TRIBUNAL, 
114 MICH. APP. 395, 319 NW2d 565. DOCKET NO. 54775, (MARCH 
18, 1982). 

FACTS: Plaintiff is the owner of an underground natural gas storage 
faciliy in China Township. Plaintiffs interest in this underground storage 
facilty has never been assessed separately from the interests of the surface 
owners of the property. On June 11, 1980, defendants St. Clair County and 
China Township filed a petiti6n with Michigan Tax Tribunal seeking a dec
laratory judgment that plaintiffs interests in the underground formation 
could be separately assessed. On June 25, 1980, a second petition was filed 
to have plaintiffs interests iil the storage facility assessed as omitted pro
perty. 

On August 11, 1980, plaintiff brought suit in the Circuit Court against the 
County, the Township and the Tribunal. Plaintiff sought a declaration that 
the Tribunal was without jurisdiction to grant a request for a declaratory 
judgment or to hear an omitted property appeal. Plaintiff also sought dec
laratory relief concerning the merits of its dispute on both statutory and 
constitutional grounds. 

HELD: Upheld the trial judge's granting of defendant's motion for 
accelerated judgment, holding that the Tribunal had exclusive and original 
jurisdiction to consider plaintiffs claims. The Circuit Court's jurisdiction 
over property tax disputes was withdrawn by Section 41 of the Tax Tri
bunal Act. Matters which are subject to the Tribunal's jurisdiction are 
described in MCL 205.731 -which gives the Tax Tiibunal broad jurisdic
tion over proceedings pertaining to property tax assessments. 

The Court also found that the Tribunal has the power to hear constitu
tional claims. To rule that the Tribunal may not consider constitutional 
claims would preclude the full utilization of its expertise in the area of pro
perty taxation. 

The Court concluded that since Circuit Courts have no jurisdiction over 
property tax disputes, which have been consigned to the exclusive 
jurisdiction of the the Tribunal by the Legislature, they are without power 
to make declaratory judgments in such disputes. 

REAL PROPERTY TAX- UNIFORMITY 

Michigan statute, which requires local tax units to reduce their millage 
rates whenever the county's equalized value increases, is constitutional. 

DeWitt Towship v Clinton County, 113 Mich App 709; 319 NW2d 2 
(1982) 

FACTS: In 1976, the State Tax Commission found the property in Clin
ton County under-assessed and increased the county's equalization factor. 
As a result, the millage allocated to the county and township were both 
reduced. The reduction occurred through the application of a provision in 
the Property Tax Act which provides in part that, when the State Tax 
Commission increases the equalized value of the county, each taxing unit, 
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other than a school district, intermediate school district, or community 
college district, is to reduce its millage rate so that property taxes lt:<vied do 
not exceed that which would have initially been levied had there been no 
increase; except, when the assessed value of a locality is greater than its 
equalized value, total property taxes are not to exceed that which would 
have been levied according to its assessed valuation. MCL 211.34(1); 
MSA 7.52(1). The application of the statute to the petitioner township 
adversely affected its eligibility for state revenue-sharing funds because 
the township was no longer able to levy at least 1 mill property tax which is 
required in order to receive such funds. MCL 141.912; MSA 5.3194(412). 
The township petitioned the Michigan Tax Tribunal for review of the 
reduction alleging denial of its constitutional rights. The Tribunal sua 
sponte dismissed the action for lack of controversy. The Appeals Court 
ordered the action re-instated with the Michigan Department of Treasury 
impleaded as a respondent. The Tribunal dismissed the action sua sponte 
again, this time on the ground that it had no jurisdiction to decide constitu
tional question. Petitioner appealed by right. The Appeals Court decided 
to resolve the constitutional issue even though it found that the Tax Tri
bunal had jurisdiction to decide constitutional questions. Petitioner's pri
mary argument on appeal was that the reduction provision in the statute 
violates the requirement of uniformity of taxation found in Const 1963, 
art. 9, §3. 

HELD: The Appeals Court affirmed the Tribunal and held that the 
reduction provisions does not violate the requirement of uniformity of 
taxation found in the constitution because uniformity of millage rates 
among different taxing units is not required. Rather, the uniformity stan
dard set forth in the constitutuion is applied within a taxing unit to insure 
that property owners within that unit are taxed uniformily. 

MICHIGAN SINGLE BUSINESS TAX ACT- AFFILIATED 
GROUP 

A corporation and its Michigan subsidiaries can file a single consoli
dated Michigan business tax return even when all of the controlling cor
poration's subsidiaries do not do business in Michigan. 

W R Grace & Co v Department of Treasury, 115 Mich App 69; 320 
NW2d 62 (1982) 

FACTS: W.R. Grace & Co. (hereinafter "Grace") controls 101 corpora
tions doing business throughout the United States; six of which, in addi
tion to Grace, do business in Michigan. Relying on the Michigan Single 
Business Tax Act, MCL 208.3; MSA 7.558(3), Grace and its Michigan 
subsidiaries filed a single consolidated Michigan business tax return. The 
Michigan Department of Treasury refused the filing on the basis that the 
group of corporations did not qualify for such treatment since not all of the 
subsidiaries of the controlling corporation do business in Michigan. The 
sole issue on appeal was whether the Court of Claims correctly ruled that 
Grace and it's Michigan subsidiaries are an "affiliated group" as defined in 
the Michigan Single Business Tax Act, MCL 208.3(1); MSA 7.558(3) (1); 
therefore, making them eligible to file a single consolidated return. 
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HELD: Affirmed the Court of Claims conclusion that Grace and its 
Michigan subsidiaries could file a single consolidated return. The Appeals 
Court acknowledged that the defendant has maintained since 1976, that all 
of the controlling corporation's subsidiaires must do business in Michigan 
to file a single return. The Court noted, however, that, because the 
Legislature has failed to amend the statute, even with the administrative 
interpretations of "affiliated group", they must be satisfied with the tax 
consequences. The Appeals Court also acknowledged defendant's claim 
that the chances for tax manipulation increases when members of the cor
porate family are excluded, but noted that, because administrative 
expense is eased, the Legislature most likely intended consolidated filings 
to be an incentive to multi-state corporations to remain in the state or to 
build new production facilities in Michigan. 




