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April 1, 2002 

Dear Taxation Section Members: 

We are now at the half-way point of the fiscal year for the Taxation Section with 
many activities to report. The After Hours Tax Law Series has recently concluded its 
sessions for the fiscal year. Topics are being considered for next year's sessions. Several 
other educational meetings within the practice areas of our five Committees have taken place 
through the efforts of our Committee Chairpersons. Notices regarding future meetings of the 
Committees will be sent to Committee Members. Also, see the Committee Reports on the 
following pages for recent and future activities. 

Our Section has been active in several matters affecting our practices. We formed 
an ad hoc committee to make recommendations on proposed amendments to the Uniform 
Principal and Income Act. We also formed an ad hoc committee to make recommendations 
on a legislative proposal to eliminate the requirement that taxpayers pay a disputed tax 
assessment before filing suit in the Michigan Court of Claims. 

We have been working diligently with the State Bar to update and improve our 
Section's website. In the near future, the website can be accessed directly merely by typing 
MichiganTax.Org. 

I am greatly looking forward to meeting many of you at this year's Summer Tax 
Conference on June 21 and 22, 2002 at Crystal Mountain Resort in Thompsonville, 
Michigan. We have an outstanding group of speakers on topics which should be of interest 
to tax practitioners including: 

Horacio Sobel ofPricewaterhouseCoopers in Washington, D.C., who will be giving 
a presentation on pass-through entities; 

U.S. Tax Court Judge Stephen J. Swift whose presentation is entitled "Assessing 
Valuation Expert Witnesses"; 

Andrew M. Katzenstein ofKatten Muchin Zavis in Los Angeles will be returning to 
give an update on cutting edge estate planning ideas; 

2290 FIRST NATIONAL BLDG. 
860 WOODWARD AVE. 
DETROIT 48226-3583 BernardS. Kent ofPricewaterhouseCoopers in Detroit will be discussing Section 529 

plans and other college saving alternatives; 
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Arthur R. Rosen of McDermott, Will & Emery in New York will be giving a 
presentation on hot topics in taxation - nationwide; and 

June Summers Haas, the Commissioner of Revenue for the State of Michigan, will 
be giving a presentation entitled "State Government Perspective." 

Bring your families and enjoy the many amenities at Crystal Mountain including golf, 
biking, swimming, tennis and shopping. For more information, please contact our program 
facilitator, Jan Baggett, at (313) 465-8212. 

The Section will also participate in the Annual Meeting which is scheduled to be held 
in Grand Rapids on September 26, 2002. As we have done in the past, the Section will also 
be organizing a tax court luncheon during the next tax court docket with the presiding tax 
court judge as speaker which will take place sometime in June. The Section also continues 
its representation of the State Bar at quarterly meetings of the Michigan Department of 
Treasury's Commissioner Advisory Groups. 

Please call me or any of the other Council Members or Committee Chairpersons if 
you have any questions regarding any of these matters. 

L~ 
ERIC T. WEISS, Chairperson 

00018148.WPD 

------·------------------------------
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Report of the Business {313) 465-7458 Office 
{313) 465-7459 Fax 

Entities Committee mjl@honigman.com 

Ronald T. Charlebois, Chairperson Past Activities Powers, Chapman, De Agostino 
Vickie Surguy and Cindy Westcott, 3001 W. Big Beaver, Suite 704 

Troy, Ml 48084 with the assistance of Mikeo Thomas, 
(248) 643-6500 Office all of the Internal Revenue Service, 
{248) 643-0280 Fax made a joint presentation on the IRS 
rcharlebois@ powerschapman.com submission process on February 8, 

2002, at the Detroit office of 
Recent Activities Honigman Miller Schwartz and 
Joint Meeting Held February 7, 2002. Cohn. The presentation was a 
The activities of this meeting are multi-media "current and future 
summarized under the report of the tour" of the Cincinnati Service 
Practice and Procedure Committee Center, demonstrating through video 
published in this issue. and Powerpoint what really happens 

with Applications for Determinations 
Future Committee Meetings for qualified retirement plans from 
The next meeting of the Business the time they are filed until the 
Entities Committee will be held favorable determination letter is 
Thursday, June 13, 2002, at the issued. They discussed the current 
Bloomfield Hills offices of Dykema weaknesses in the process and the 
Gossett, PLLC. Eric Carver, a changes planned to address some of 
member of the law firm, will be the those weaknesses, including the IRS 

.b speaker and he will discuss the IRS time-table for implementing changes. 
guidance provided in Rev Proc 2001-
43 concerning the tax treatment of Recent Activities 
compensatory planning for service The Employee Benefits Committee 
providers under Subchapter K met on Thursday, May 23, 2002 at 
entities (which includes partnerships the Novi Hilton. The program fea-
and LLCs taxed as partnerships. Mr. tured our members, including: (1) 
Carver will also discuss the safe har- Nancy Keppelman, of Stevenson 
bor rules and areas of concern appli- Keppelman Associates, and Rebecca 
cable to equity planning by such Sczepanski, of Honigman Miller 
entities for attracting and retaining Schwartz and Cohn, presented "Ding 
service providers. Dong, the Same Desk Rule is Dead 

Employee Benefits Committee -Or is It? Selected EGTRRA high-
also co-sponsored the ASPAIIRS 2002 lights from the Land of Oz" and (2) 
Great Lakes Area Employee Benefits Mike Shpiece of Miller, Shpiece & 
Conference in Chicago on May 2-3, Tischler, P.C., discussed with Dan 
2002. Sak, of Superior Consulting, and 

Alan Posner, of Kelman Loria Will 
Report of the Employee Harvey & Thompson, "The ADA and 

Benefits Committee 
Its Impact on Employee Benefits." As 
an added bonus, Gary Mitchell, the 

Mary Jo Larson, Chairperson new Manager of the IRS Voluntary 
Honigman Miller Schwartz and Cohn LLP Compliance Program for the Great 
2290 First National Building Lakes Area, shared with us his vision 
660 Woodward Avenue for the Great Lakes program. 
Detroit, Ml 48226-3583 • 
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Report of Estates and 
Trusts Committee 
Henry P. Lee, Chairperson 
Lee & Gregory, P.C. 
280 West Maple Road 
Suite 300 
Birmingham, Ml 48009-3344 
{248) 646-4200 PhoneNoice Mail 
{800) 433-8776 PhoneNoice Mail 
(248) 642-0625 Fax 
hlee@ lgspc.com 

Recent Committee Meetings 
On February 12, an overview of 
Section 529 Plans, including recent 
changes under EGTTRA, as well as a 
presentation regarding the Michigan 
Education Savings Plan ("MESP") 
was presented by Adam P. Lumberg 
of Jaffe, Raitt, Heuer & Weiss, P.C., 
and Michael Andrews of TIAA/CREF. 
The meeting was attended by 
approximately 35 people and was 
extremely well received. 

A presentation was heard 
regarding Special Needs Trusts, on 
Wednesday, May 15, 2002 at 3:30 
p.m. J:>y Elizabeth Luckenbach, Esq. 
of Beier Howlett. Our gracious host 
on behalf of Fifth Third Bank was 
John W. Dohan, Esq. of the Private 
Client Group of Fifth Third Bank. 

Notice of Future Meeting 
The next presentation contemplated 
will be regarding the Final 
Regulations dealing with distribu
tions from IRAs and beneficiary 
designation alternatives by Nancy 
Weiher, Esq., which will be held at 
Fifth Third Bank, Town Center, 
Tower 1000, 15th Floor, in their large 
conference room on Wednesday, June 
26, 2002, at 3:30 p.m. A substantial 
attendance is contemplated for 
this particular topic because of the 
exciting changes that have been 
confirmed pursuant to the Final 
Regulations under Code Section 
401(a)(9) as well as the expertise 
and presentation skills of Nancy 
Weiher regarding this topic. 

P.S. Please contact us by e-mail, 
fax, or phone if you desire to 
attend. If you have an active 
e-mail address, please e-mail 
it to our office so that we could 
conserve costs and continue to 
send you meeting notices in 
advance via e-mail. Please 
notify us of any changes in 
your e-mail address. Thank 
you for your consideration. 

Report of the Practice 
and Procedure 
Committee 
Jess A. Bahs, Chairperson 
Foster Zack & Lowe, P.C. 
2125 University Park Drive, Suite 250 
Okemos, Ml 48864-5903 
{517) 706-5760 Office 
{517) 706-5760 Fax 
jess.bahs @fosterzacklowe.com 

Recent Activities 
On February 7, 2002, the Practice 
and Procedure Committee for the 
Tax Section held a joint meeting with 
the Business Entities Committee 
concerning TEFRA audits of part
nerships and LLCs. The presenters 
were: Harry Cendrowski, CPA, of 
Cendrowski Selecky, Trevor T. 
Wetherington, Esq., of Ernst & 
Young LLP, Eric M. Nemeth, Esq., 
of Raymond & Prokop, P.C., and 
Patricia U go row ski from the 
Internal Revenue Service. 

Based on the growing number 
and value of LLCs, it is reasonable to 
conclude there will be more TEFRA 
audits in the future. Although the 
TEFRA procedures do not apply if 
there are 10 or fewer partners, if any 
partner is a pass-through entity, such 
as a trust, this may unforeseeably 
cause an LLC to be audited under 
the TEFRA rules. 

Some of the TEFRA rules that 
were discussed involved when 
TEFRA rules apply, time limitations 
notice rules, TMP designations, ' 

Reports 
from the 

Committees 
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The discussion 
also focused 
on proposed 
legislation 
which would 
eliminate the 
"prepayment 
of tax, penalty 
and interest" 
requirement 
for lawsuits 
filed in the 
Michigan Court 
of Claims. 
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settlement agreements, TEFRA liti
gation, and effects of settlement or 
other determinations on partners. 

Trish Ugorowski, an IRS auditor 
knowledgeable ofTEFRA audits, 
informed persons attending the joint 
meeting that the IRS intends to 
increase the number of partnership 
audits. The IRS is training new 
personnel to accomplish this goal, 
even though the IRS currently has 
personnel constraints. 

The IRS has good reason to audit 
more partnerships and LLCs. Of 
1999 returns, 33% of partnership 
returns were audited, compared 
to 55% of S corporation returns. 
Returns filed by C corporations 
were audited much more frequently. 

The attorneys that attended 
agreed that complex TEFRA audit 
rules were a disadvantage to using 
LLCs (assuming the LLC had enough 
members or had a pass-through 
member entity to cause TEFRA 
application). However, since entities 
taxed as partnerships are audited 
less frequently, and since the 
complexity of the TEFRA rules may 
work more to the advantage of the 
client than the IRS, it is difficult to 
conclude the TEFRA rules should 
discourage use of LLCs. 

Future Committee Meetings 
The committee will next plan a 
meeting with IRS district counsel 
attorneys. If you have topics you 
would like to see addressed at future 
meetings, please send an E-mail to 
jess.bahs@fosterzacklowe.com. 

Report of the State and 
Local Tax Committee 
Thomas J. Kenny, Chairperson 
Raymond & Prokop, P.C. 
26300 Northwestern Highway, 4th Floor 
Southfield, Ml 48086-5058 
(248) 357-301 o Office 
(248) 357-2720 Fax 
tkenny@ raypro.com 

Michigan Tax Lawyer-Spring/Summer 2002 

Recent Activities 
The State and Local Tax Committee 
held a meeting on February 26, 2002, 
at the offices of Raymond & Prokop, 
Southfield, Michigan. The 
Committee received a legislative 
update from State Senator Willis 
Bullard. 

The discussion also focused on 
proposed legislation which would 
eliminate the "prepayment of tax, 
penalty and interest" requirement 
for lawsuits filed in the Michigan 
Court of Claims. 

Subsequent to the meeting, the 
Tax Section voted to support the 
proposed legislation. 

Michigan Department of 
Treasury Update 

The Michigan Department of 
Treasury has issued three proposed 
Revenue Administrative Bulletins: 

• RAB 2002-D provides a 
Definition of Financial 
Organization; 

• RAB 2002-E provides an outline 
of the tax policy relative to 
Apportionment and Sourcing 
of Income for Financial 
Organizations; and 

• RAB 2002-C provides a descrip
tion of the tax policy relative to 
Single Business Tax- Affiliated 
Groups for Consolidated Return 
Filing Requirements. 

These Bulletins are presently 
under review by the Commissioner's 
Advisory Group. 

Future Meetings 
The next meeting of the State and 
Local Tax Committee is tentatively 
scheduled for the first week of June, 
2002, with speakers from the State 
Tax Commission to discuss the 
recent Court of Appeals and Tax 
Tribunal decisions on property tax 
multipliers. 

IJ 
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Feature 
Articles 

The Internal Revenue Manual as Protector of 
Constitutional Rights: A Sixth Circuit Limitation on 
Criminal Investigations Disguised as Civil Examination 

By: Eric M. Nemeth and Brian C. Bernhardt 

It is common knowledge that the 
Internal Revenue Service (the "IRS") 
enforces the Internal Revenue Code 
by conducting both civil examina
tions and criminal investigations. 
While the ultimate goal of both 
inquiries may be similar - to ensure 
compliance with the nation's tax 
laws - the methods for doing so 
are vastly different. As a result, 
the IRS, taxpayers, and taxpayers' 
representatives often find themselves 
faced with procedural complications 
and substantive dilemmas due to the 
overlapping jurisdictions of the IRS's 
two main enforcement divisions. 

Criminal investigations are over
seen by the IRS Criminal Investi
gation division ("CI"). CI's mission 
is to enforce the criminal statutes of 
the Internal Revenue Code and relat
ed Federal statutes/ and it achieves 
this objective through prosecution, 
conviction, and incarceration of 
individuals who violate these laws.2 

The deterrent effect of such prosecu
tions is widespread, especially when 
well-known individuals such as 
AI Capone, Pete Rose, and Leona 
Helmsley are prosecuted. CI investi
gators are called special agents and, 
like other criminal law enforcement 
agents, they have badges to identify 
themselves and they carry firearms. 
Special agents must recite an admin
istrative warning prior to soliciting 
information from taxpayers that may 
be the target of an investigation.3 

Civil examinations, on the other 
hand, are overseen by the IRS exami
nation division. The policy of the 
examination division is to investigate 
civil noncompliance with the Internal 
Reveuue Code and related Federal 
statutes in order to encourage volun
tary compliance with the Internal 

Revenue Code.4 The examination 
division achieves this objective 
through monetary assessments 
of tax, penalty, and interest. 
Examination division investigators 
are called revenue agents and, unlike 
special agents, carry neither badges 
nor firearms. In addition, they are 
not required to give any sort of 
administrative warning prior to solic
iting information from taxpayers. 5 

Divergent in purpose, method, and 
result, civil examinations and crimi
nal investigations are nonetheless 
linked because criminal investiga
tions are often initiated by referrals 
from the examination division to CI. 
In fact, once a revenue agent deter
mines that there are firm indications 
of fraud such that a criminal investi
gation is necessary, the revenue 
agent is required to suspend the civil 
examination and refer the case to CI. 
The Internal Revenue Manual (the 
"Manual") specifically provides: 

If after consultation with the 
district fraud coordinator (DFC), 
it is determined a potential 
fraud case has firm indications 
of fraud and meets criminal cri
teria, the compliance employee 
will suspend all activities with
out disclosing to the taxpayer 
or representative the reason 
for the suspension. A referral 
to Criminal Investigation will 
be prepared using Form 2797.6 

The referral is a detailed factual 
presentation of all the factors which 
the revenue agent used to establish 
firm indications of fraud. 7 Relevant 
facts include, but are not limited to, 
affirmative acts of fraud, the taxpay
er's explanation of the affirmative 
acts, the taxpayer's estimated crimi
nal tax liability, and the method of 

The deterrent 
effect of such 
prosecutions 
is widespread, 
especially 
when 
well-known 
individuals 
such as 
AI Capone, 
Pete Rose, 
and Leona 
Helmsley are 
prosecuted. 
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proof the revenue agent used to 
verify the taxpayer's income. 8 

Although this Manual provision 
prohibits a revenue agent from 
developing a criminal case under 
the guise of a civil audit,9 the infor
mation required on the Form 2797 
for the referral to CI requires such 
detailed factual information that the 
revenue agent will have to conduct a 
rigorous civil audit. In fact, the IRS 
specifically instructs its revenue 
agents that because fraud ''will not 
ordinarily be discovered when com
pliance employees readily accept the 
completeness and accuracy of the 
records presented and the explana
tion offered by the taxpayer," revenue 
agents are trained to "go behind the 
books and to probe beneath the sur
face.mo Thus, revenue agents are 
instructed to follow up all leads indi
cating badges of fraud and to secure 
copies of all relevant data relating to 
badges of fraud; critical to this exam
ination is securing the taxpayers' 
explanations for any discrepancies. 11 

The comprehensive nature of 
the civil examination underlying 
the criminal referral is mandated 
because a taxpayer's mere under
statement of tax on a return does not 
qualify for fraud and will not qualify 
for a criminal referral. 12 Instead, the 
revenue agent must establish that 
the taxpayer had an intent to 
defraud. 13 Moreover, although the 
Manual requires revenue agents to 
suspend civil examinations and pre
pare the Form 2797 criminal referral 
if there are firm indications of fraud 
that meet the criminal criteria/4 if 
the revenue agent terminates the 
examination too quickly, the firm 
indications of fraud may not be 
sufficiently developed to allow CI 
to accept the referral_15 

Thus, the Manual creates a 
number of competing interests for 
the different players. First, the rev
enue agent is aware that because the 
requirements for a criminal referral 
of a civil examination are so impos-

Michigan Tax Lawyer-Spring/Summer 2002 

ing, he must engage in an extensive 
examination to discover badges of 
fraud. At the same time, however, 
the revenue agent has to beware of 
crossing the line and conducting a 
criminal investigation under the 
guise of a civil fraud examination. 
Second, the taxpayer is aware that 
the penalties he may suffer are vast
ly different for a civil examination, 
where only money is at stake, as 
compared to criminal investigation, 
•vhere incarceration and loss of 
rights and/or licenses is also possible. 
Third, the taxpayer's attorney is 
aware that criminal targets and 
defendants are entitled to legal 
protections not otherwise available 
to taxpayers under civil examination. 

These competing interests raise 
the question as to whether the man
ual provision mandating that rev
enue agents suspend their civil 
examinations when they discover 
firm indications of fraud provides 
taxpayers with any substantive 
rights. That is, if a revenue agent is 
conducting a civil examination and, 
during the course of the examination, 
discovers firm indications of fraud 
but does not suspend further exami
nation activity, does the taxpayer 
have any substantive rights or reme
dies against the IRS or presentation 
of the evidence in a criminal trial? 

The question of whether the tax
payer has any such substantive 
rights with respect to overzealous 
revenue agents conducting criminal 
investigations first came under 
scrutiny in United States v. Tweel. 16 

In Tweel, the IRS conducted a civil 
examination of taxpayers at the 
specific request of the Organized 
Crime and Racketeering Section of 
the Department of Justice, a govern
mental unit involved only in criminal 
investigations, both tax and non-tax. 
Because the taxpayer had recently 
been the subject of an audit spanning 
five tax years, and because a special 
agent of the then IRS Intelligence 
Division (now CI) had been involved 
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in that investigation at one point, the 
taxpayer's accountant asked the rev
enue agent whether a "special agent" 
was involved in the current examina
tion. The revenue agent informed 
the accountant that no special agent 
was involved, but did not disclose the 
involvement of the Department of 
Justice. Because the revenue agent's 
response led the accountant to 
believe that the examination was 
simply a civil audit, the accountant 
voluntarily presented the taxpayer's 
tax records to the revenue agent for 
microfilming. Mter discovering the 
involvement of the Organized Crime 
and Racketeering Section of the 
Department of Justice, the taxpayer 
brought a motion to suppress the 
submitted documents on the grounds 
that the revenue agent's conduct of 
microfilming the taxpayer's records 
constituted an illegal search in 
violation of the Fourth Amendment 
to the United States ConstitutionY 
The trial court denied the motion, 
holding that the revenue agent had 
truthfully answered the accountant's 
question. 

On appeal, the Fifth Circuit found 
the trial court's ruling to have been 
made erroneously, and ordered the 
taxpayer's documents suppressed. 
Stating the "well established rule 
that the consent search is unreason
able under the Fourth Amendment 
if the consent was induced by the 
deceit, trickery or misrepresentation 
of the Internal Revenue agent,"18 

the Court placed the burden of 
establishing such trickery or mis
representation on the taxpayer, and 
set forth the standard the taxpayer 
must meet: 

we conclude that the mere fail
ure of a revenue agent (be he 
regular or special) to warn the 
taxpayer that the investigation 
may result in criminal charges, 
absent any acts by the agent 
which materially misrepresent 
the nature of the inquiry, do not 
constitute fraud, deceit, and 

trickery. Therefore, the record 
must disclose some affirmative 
misrepresentation to establish 
the existence of fraud, and the 
showing must be clear and 
convincing.19 

Moreover, the Court noted that 
silence can only be equated with 
fraud where there is a legal or 
moral duty to speak or where an 
inquiry left unanswered would 
be intentionally misleading.20 

Examining the facts, the Tweel 
Court found that the revenue agent's 
response to the accountant's question 
to have been "a sneaky deliberate 
deception" and a "flagrant disregard" 
for the taxpayer's rights.21 Moreover, 
his "silent misrepresentation was 
both intentionally misleading and 
material."22 Because his response, 
while technically true, was so mis
leading, the Court found that it viti
ated the taxpayer's consent to pro
duce documents. Calling the conduct 
of the IRS "shocking," and stating 
that such "deception will not be toler
ated," the Court found the microfilm
ing of the taxpayer's documents con
stituted an unreasonable search in 
violation of the Fourth Amendment 
and suppressed the documents. 

Tweel represented an opening of 
the door for taxpayer protections 
against revenue agents conducting 
criminal investigations under the 
guise of civil examinations. Although 
the IRS claimed that it "represents 
an extreme case that will rarely be 
duplicated in practice,"23 it soon 
thereafter developed the initial 
Manual provision mandating that 
civil examinations be suspended 
upon the first firm indication of 
fraud. 24 Thus, 

once there is an institutional 
determination that the case pos
sesses firm indications of fraud, 
the officer or coordinator should 
suspend further activity and 
refer the matter to the Criminal 
Investigation Division.25 
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Two years later, in United States 
v. Caceres,26 the United States 
Supreme Court addressed the issue 
underlying Tweel by examining the 
implications when a Federal agency 
acts in violation of its own internal 
rules. In Caceres, the defendant 
met with an IRS revenue agent in 
connection with a civil audit of his 
income tax returns. During these 
meetings, he offered the revenue 
agent a bribe to conclude the audit 
favorably. Unbeknownst to the 
defendant, the revenue agent was 
monitoring these meetings by means 
of a hidden radio transmitter. The 
revenue agent, however, failed to 
acquire the proper internal auth
orizations for the monitoring as 
required by the internal IRS regula
tions. At the defendant's criminal 
trial on bribery charges, the defen
dant moved that the tapes of his 
conversations be excluded on the 
grounds that they were made in 
violation of IRS operating proce
dures. The district court and the 
Court of Appeals excluded the tapes. 

The United States Supreme 
Court, however, refused to apply a 
Constitutional remedy for a regulato
ry violation. The Court distinguished 
conduct mandated by agency rules 
from conduct mandated by Federal 
law or the Constitution, finding that 
a Court's duty in the former was 
most evident only when the conduct 
was mandated by the latter. In the 
instant case, however, not only did 
no Federal law or Constitutional 
provision require the enforcement of 
the IRS rule requiring authorization 
prior to the recording of conversa
tions, but the violation of the IRS 
rule requiring authorization did not 
raise any Constitutional questions; 
the Court rejected almost out of hand 
the equal protection and due process 
claims raised by the defendant. 
Notably, the Court never even men
tioned, much less discussed, Tweel. 

The Caceres Court worried about 
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the implications of imposing too 
harsh a penalty o.n the government. 
Acknowledging that the conduct in 
question resulted from a perceived 
emergency by the IRS, the Court 
worried that rigid application of the 
exclusionary rule to every regulatory 
rules violation would deter the for
mulation of standards to govern 
prosecutorial and police procedures. 
Weighing the benefits of both sides 
of the question, the Court found that 
although rules governing the conduct 
of criminal investigations were desir
able, the rules themselves provided 
more benefit to the public that any 
deterrence that would result from 
the application of the exclusionary 
rule to violations that were not 
Constitutional in nature. Such a 
rule would simply deny the executive 
branch the ability to design remedies 
for regulatory violations, and might 
result in fewer protective regula
tions. Applying these principles to 
the case at hand, the Court found 
that "there is simply no reason" why 
a Court should exclude evidence that 
was acquired in violation of mere 
regulatory rules.27 Accordingly, the 
Court reversed the district court and 
Court of Appeals and allowed the 
admission of the tapes acquired in 
violation of the IRS manual. 

While Tweel held that conducting 
a criminal investigation under the 
guise of a civil examination could, 
in some instances, be deemed a 
Constitutional violation and Caceres 
held that short of a Constitutional 
violation the exclusionary rule 
should not be applied to .evidence 
acquired in violation of IRS rules, 
the case of United States v. McKee 26 

attempted to reconcile these two 
cases by fashioning a rule that 
bridged the analysis of both. McKee 
stands for the proposition that "the 
[Internal Revenue] Manual's rule 
requiring suspension of the civil 
investigation once the Revenue 
Agent has a 'firm indication of fraud,' 

I 
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is the type of rule that is designed to 
protect the taxpayer's constitutional 
rights."29 Thus, the Sixth Circuit 
created a situation where a revenue 
agent, solely by virtue of fai~ing _to 
timely suspend a civil exammatwn 
and make a referral to CI, would 
violate a taxpayer's Constitutional 
rights. 

In McKee, two confidential inform
ants reported to the IRS that the 
taxpayer and her husband were 
using corporate funds of a wholly 
owned corporation for personal pu~
poses without disclosing such momes 
as income on their personal income 
tax returns. During the course of 
the subsequent civil tax audit, the 
revenue agent met with the taxpayer 
numerous times and requested, and 
received, numerous documents. 
Although the revenue agent had no 
contact with CI during the course 
of the civil investigation of the 
taxpayer, she referred the case to 
CI following her last meeting with 
the taxpayer. The taxpayer was ulti
mately charged with two counts of 
tax fraud and thereafter pled guilty, 
reserving the right to appeal. 

On appeal, the Sixth Circuit 
engaged in a detailed analysis of the 
duties and obligations of revenue 
agents engaged in civil investigations 
that uncover potential criminal situ
ations. Although the Court's initial 
analysis suggested that noncompli
ance with Manual provisions would 
not support a challenge to a tax con
viction, it ultimately concluded that 
such a broad based rule was not only 
incorrect, but unsupportable under 
existing law: pointing to Caceres, the 
McKee Court noted that Caceres only 
rejected a per se rule that all_Manual 
violations were due process vwla
tions, leaving open the possibility 
that "a federal court may enforce 
the Manual's provisions when 
'compliance with the [provision] 
is mandated by the Constitution 
or federal law."'30 

Having found a hole in the 

~ -~----~· -~---

Caceres analysis, the McKee Court 
proceeded to exploit it. Mter e~a~
ining the differences between CIVIl 
examinations and criminal investi
gations, the McKee Court foun_d 
that "[s]ignificantly different nghts, 
responsibilities, and expectations 
apply to civil audits and criminal tax 
investigations," and determined that 

[i]t would be a flagrant disre
gard to individuals' rights to 
deliberately deceive, or even 
lull, taxpayers into incriminat
ing themselves during an audit 
when activities of an obviously 
criminal nature are under 
investigation.31 

So imperative was this distinction 
that the Court ruled that "the 
Manual rule, requiring suspension 
of the civil investigation once the 
Revenue Agent has a 'firm indication 
of fraud,' is the type of rule that is 
designed to protect the taxpayer's 
constitutional rights."32 Thus, the 
Court held that compliance with 
the Manual provision was mandated 
by the Constitution. 

In order to address the implica
tion of this Constitutional mandate 
with respect to the protection of 
individual rights as set forth in 
the Fourth and Fifth Amendments, 
the McKee Court looked to its own 
precedents. First, the Court exam
ined United States v. Nuth, 33 finding 
that Nuth held that evidence should 
only be suppressed upon a clear 
showing that the taxpayer was 
tricked or deceived. Second, the 
Court examined United States v. 
Allen/4 finding that Allen held t?at 
documents and statements obtamed 
by the IRS are admissible unless the 
taxpayer makes a clear showing of 
trickery or deceit by the government. 

Taking these precedents into 
account, the McKee Court announced 
a two-part test to determine when 
the IRS has engaged in a Consti
tutional violation by means of 
conducting a criminal investigation 

Feature 
Articles 

... two confi
dential infor
mants reported 
to the IRS that 
the taxpayer 
and her 
husband 
were using 
corporate 
funds of a 
wholly owned 
corporation 
for personal 
purposes ... 

11 



Feature 
Articles 

... the 
defendants 
paid their 
employees 
regular wages 
for overtime 
work, rather 
than time and 
a half, but did 
not report any 
of the overtime 
wages to the 
IRS ... 

12 

through a civil audit: in order to 
establish such a Constitutional vio
lation, the taxpayer must show, by 
clear and convincing evidence, that 
(1) an IRS agent made affirmative 
misrepresentations in the course of 
an investigation, and (2) because 
of those misrepresentations, the 
taxpayer disclosed incriminating 
evidence to the prejudice of her 
Constitutional rights. Notably, and 
of the utmost importance, the Court 
specifically stated that a taxpay
er "can satisfY [the] burden, as a 
practical matter, by showing that 
the [IRS agent] knowingly failed 
to comply with the Manual's sus
pension-of-investigation rules. ms 

The McKee rule has met with 
tepid support. The Tax Court has 
given it strong support, indicating 
that not only does the rule require 
the exclusion of evidence in a crimi
nal trial when the evidence was 
acquired under the guise of a civil 
audit, but also indicating that exclu
sion of evidence in the follow-up civil 
litigation may be appropriate as well 
in certain circumstances. 36 The Fifth 
Circuit, citing McKee in dicta, has 
indicated that IRS internal operating 
procedures intended to protect a 
citizen's constitutional rights can 
establish a cause of action.37 

Most Courts, however, have reject
ed the McKee rule.38 Most recently, 
the Seventh Circuit addressed this 
exact issue in Kontny v. United 
States39 and Judge Richard Posner 
explicitly rejected the McKee rule. 

In Kontny, the defendants paid 
their employees regular wages for 
overtime work, rather than time and 
a half, but did not report any of the 
overtime wages to the IRS, thereby 
allowing their employees a greater 
net paycheck. One of the employees, 
however, eventually reported this 
conduct to an IRS special agent. The 
matter was later turned over to an 
IRS revenue agent to conduct a civil 
examination. The revenue agent 
interviewed the defendants, advising 
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them that his investigation was civil 
in nature. Eventually, the revenue 
agent determined there were firm 
indications of fraud and referred the 
case for criminal prosecution. The 
defendants were later convicted of 
tax evasion. On appeal, the defen
dants argued, in relevant part, that 
the evidence against them should 
have been suppressed because the 
IRS engaged in a criminal investiga
tion under the guise of a civil audit 
in violation of the Internal Revenue 
Manual provision prohibiting a 
revenue agent from continuing with 
a civil audit after developing firm 
indications of fraud. 

The Seventh Circuit acknowl
edged that the Internal Revenue 
Manual required examinations to 
cease upon the discovery of firm 
indications of fraud, but refused to 
give the provision as much credence 
as had the Sixth Circuit in McKee. 
Instead, the Court referred back to 
Caceres, pointing out that there the 
Supreme Court had forbid the admis
sion of evidence acquired in violation 
of the Constitution but had refused 
to extend that prohibition to viola
tions of statutes or regulations, not
ing that Caceres specifically involved 
a Treasury Regulation. Such a 
refusal was especially proper when, 
as in Kontny, there was no causal 
relationship between the revenue 
agent's alleged violation of the 
Internal Revenue Manual and the 
defendants' production of incriminat
ing information: the defendants 
did not claim to have relied, either 
reasonably or unreasonably, on the 
Internal Revenue Manual provision 
requiring the revenue agent to stop 
his examination on the discovery of 
firm indications of fraud. 

Rather than use the McKee analy
sis to explain Caceres and reconcile 
it with Tweel, as the Sixth Circuit 
had done, the Seventh Circuit reject
ed McKee and distinguished Tweel. 
McKee was merely an "outlier" which, 
in dicta, "reflected a common but 

I 
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perhaps excessive hostility to the 
Internal Revenue Service."40 Tweel 
involved the issue of consent to a 
search and the revenue agent's bro
ken promise that the investigation 
was purely civil in order to extract 
a confession; no such promise existed 
in Kontny. 

Instead, the Seventh Circuit 
imposed a markedly higher standard. 
Refusing to exclude evidence even in 
the presence of affirmative misrepre
sentations, affirmative deceit, or 
affirmative misleading, the Court 
held that "proof of deceit must be 
linked up to the constitutional stan
dard of threat or promise."41 Simple 
deceit, without more, is neither a 
threat or a promise, although it may 
qualify as the basis of either. The 
Seventh Circuit gave two examples 
of what it meant by deceit combined 
with threats or promises: if the rev
enue agent had pretended to be a 
member or the mob and threatened 
to kill the defendants if they did not 
produce their business records or if 
the revenue agent had pretended to 
be an Assistant U.S. Attorney and 
promised not to prosecute the 
defendants if they cooperated, such 
situations "might" rise to the level 
of requiring exclusion. The facts of 
Kontny, however, and by extension 
McKee, simply did not rise to that 
level: they merely exemplified a fail
ure to terminate a civil investigation 
when a revenue agent obtained firm 
indications of fraud, a failure that 
did not, without more, establish the 
admissibility of evidence obtained 
during the continued pursuit of the 
investigation. 

The defendants in Kontny 
appealed their case to the Supreme 
Court, but the Supreme Court 
refused to hear the case.42 Thus, 
despite criticism of McKee by the 
Seventh Circuit, McKee remains the 
law in the Sixth Circuit. Moreover, 
given the Supreme Court's refusal to 
hear Kontny despite a circuit split on 

the issue, it is likely that McKee will 
remain the law of the Sixth Circuit 
for the foreseeable future. 

Conclusion 
The Sixth Circuit has recently 
indicated that the criminal referral 
procedures of the Internal Revenue 
Manual provide a narrow avenue 
in which a taxpayer may bootstrap 
violations of the Internal Revenue 
Manual into Constitutional viola
tions requiring exclusion of evidence. 
A criminal defendant need show that 
(1) an IRS agent made affirmative 
misrepresentations in the course 
of an investigation, and (2) because 
of those misrepresentations, the 
taxpayer disclosed incriminating 
evidence to the prejudice of her 
Constitutional rights. Notably, a 
taxpayer can satisfy this burden as a 
practical matter by showing that the 
IRS agent knowingly failed to comply 
with the provisions of the Internal 
Revenue Manual requiring the sus
pension of civil investigations upon 
the discovery of firm indications of 
fraud. 

It is clear, however, that strict 
documentation by the taxpayer's 
representative will be required. 
The representative will need to keep 
track, from the initial contact, of all 
document requests, whether in writ
ing or verbal, and all information 
provided to the revenue agent, again, 
whether in writing or verbal. This 
information, and the date requested 
and provided, will prove essential to 
maintaining the viability of this 
defense and for attempting to have 
excluded that information which was 
provided after there were firm indi
cations of fraud which the revenue 
agent ignored. Such documentation 
is particularly true in cases where 
the representative has concerns that 
a civil examination may ultimately 
become a criminal investigation, such 
as where the revenue agent appears 
to have suspicions regarding the tax-
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payer's activities, the veracity of 
the taxpayer's tax returns, or where 
the IRS initiated contact with the 
taxpayer when the taxpayer has 
failed to file tax returns for a number 
of years. 

Of course, these concerns must 
also be weighed against the need for 
directly addressing the methodology 
and extent of the examination. Clear 
questioning may result in the rev
enue agent providing an affirmative 
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representation that could come back 
to haunt him, but indiscriminate 
questioning may raise the revenue 
agent's suspicions and start the 
audit off on a more negative start 
than need be. 

McKee has provided tax defen
dants in the Sixth Circuit with 
another arrow for their defense. 
If McKee issues are present, an 
experienced criminal tax litigator 
should be consulted immediately. 
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New Guidance on Compensatory Transfers 
of Partnership Interests 
By: Ronald T. Charlebois 

Introduction 
Although partnerships have histori
cally been used to compensate key 
service providers with equity inter
ests, the expanding use of the multi
member limited liability company 
(taxed as a partnership) as the entity 
of choice for operating the start-up 
business has caused tax practitioners 
to examine and utilize compensatory 
arrangements that mimic those 
available in the corporate world. 1 

Just as in the corporate sector, 
where the need to attract and retain 
key employees has historically been 
accomplished by the offer of owner
ship interests through the issuance 
of restricted stock and/or use of stock 
options, the need in the partnership 
sector for comparable ownership
based compensation plans for 
employees rendering key services 
has also been in demand2

• This could 
be accomplished by the partnership 
making an outright grant of an own
ership interest or more commonly a 
grant of a restricted or nonvested 
ownership interest based upon either 
the length of service or certain stated 
performance goals. Indeed, the 
aggregate theory of partnership 
taxation under Subchapter K of 
the Internal Revenue Code3 allows 
for innovative use of compensatory 
grants to service partners of inter
ests in and to the partnership's 
future profits or future appreciation 
(hereinafter a "profits interest") as 
distinguished from a typical interest 
in partnership capital that would 
provide a partner with the immedi
ate right to a share of capital assets 
(or proceeds thereof) upon liquidation 
(hereinafter a "capital interest") or 
both.4 However, in formulating these 
arrangements the tax practitioner 
has been, and continues to remain, 

concerned that the tax treatment 
of such incentives has been the 
focus of conflicting case law and, 
therefore, much uncertainty. 

Last year, the IRS issued Rev 
Proc 2001-43,5 as part of its ongo
ing attempts to administratively 
provide guidance and clarification 
in this area to the service provider, 
the partnership and the other 
partners in connection with the 
issuance of nonvested or "restrict
ed" profits interests in a partner
ship.6 The new Revenue Procedure 
clarifies and expands the safe 
harbor nonrecognition rules set 
forth in Rev Proc 93-277 covering 
the issuance and receipt of com
pensatory partnership interests. 
The 1993 Revenue Procedure is a 
fundamental resource for planning 
with vested partnership interests. 
It also creates a safe harbor for 
nonrecognition if the conditions 
stated therein are satisfied. 
However, there were no clear 
instructions for structuring non
vested profits interests pursuant 
to the 1993 Revenue Procedure 
safe harbor rules and resort to 
statutory and judicial authority 
continued to be of questionable 
value to the tax practitioner. 

By specifically providing a safe 
harbor for nonvested profits inter
ests granted to service providers, 
the 2001 Revenue Procedure is 
welcomed as additional clarifi
cation by the Internal Revenue 
Service in an area of long-standing 
controversy without clearly defined 
principals established. It should 
be noted, however, that the new 
guidance offered in Rev Proc 2001-
43 has not entirely eliminated con
cerns regarding the federal income 
tax treatment of such grants and 
has even raised a few new ques-
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tions. Prior to exploring the current 
state oflaw with regard to the 
federal income tax treatment of the 
issuance of nonvested partnership 
interests in exchange for services, 
a short historical background of the 
body of law applicable to compensa
tory grants of partnership interests 
will be summarized. 

The Pre-1954 
Nonrecognition Rule 
The ongoing controversy involving 
services exchanged for a profits 
interest can be traced prior to the 
1954 Code under the common law 
ofpartnership8

• Under pre-1954law, 
the notion was that payments to a 
partner for services should not be 
treated as compensation from the 
partnership but rather as a distri
butive share of partnership income.9 

These authorities concluded that 
under the aggregate theory the part
ner and the partnership were not 
essentially inseparable from a tax 
standpoint: "[A]n individual cannot 
be his own employee, nor can a 
partner be an employee of his 
partnership."10 All that the service 
provider/partner would receive is a 
mere intangible right to future part
nership income. The only exception 
to this pre-1954 rule was the receipt 
of a capital interest for services.11 

This would be a recognized taxable 
event insofar as the capital shift 
(or payment) results from the other 
partners (and not the payment 
from the partnership) to the 
service provider and is outside 
the aggregation theory. 

The 1954 Code adopted Subchap
ter K as the first comprehensive 
codification of the law of partnership 
tax which was intended as a restate
ment of exiting law. 12 Section 721(a) 
of the Code codifies the pre-1954 
fundamental partnership rule that 
"no gain or loss shall be recognized to 
a partnership or any of its partners 
in the case of a contribution to a 

partnership in exchange for an inter
est in the partnership." Although 
the statutory language is devoid 
of any reference to the receipt of a 
partnership interest for services, it 
has been suggested that Congress 
did not intend to supercede the then 
existing rules of nonrecognition and 
in fact had accepted, if not endorsed, 
the aggregate theory. 

For the nonrecognition theory to 
operate as to a partnership interest 
received, a partnership must exist for 
tax purposes. Pursuant to Section 
721 a service provider may be found 
when "the partners [are] acting in 
good faith and with a business pur
pose intended to join together in the 
present conduct of the enterprise.m3 

A grant of the profits interest to the 
service partner as part of the forma
tion of the partnership or at any 
point during the continuance of the 
enterprise should be sufficient to 
consider the service provider a part
ner for tax purposes. Even if a part
nership is found to exist, a service 
provider with a nonvested interest in 
the partnership may be deemed to be 
an employee or independent contrac
tor ofthe partnership (or a partner) 
as opposed to an "entrepreneur" 
sharing in the net profits of the 
partnership in the status of partner. 

Code Section 721 
Section 721 of the Code clearly 
provides that no gain or loss is 
recognized by a partnership or any 
of its partners who receives a part
nership interest in exchange for a 
contribution of property. Non-recog
nition provisions of this Section are 
generally broader than its corporate 
counterpart (Section 351(e) of the 
Code) and apply to any contributions 
made by the partners upon formation 
of the partnership, or by an existing 
partner any time thereafter. 

In 1956, the Treasury Department 
issued regulations that specifically 
state that the receipt of a partner-
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ship capital interest in exchange for 
services is taxable as compensation 
in the amount of the fair market 
value of the interest in capital 
transferred. Section 1. 721-1(b)(i). 
It is important to note that the 
Regulations go on to mandate that 
the recognition of income be deferred 
if substantial conditions or restric
tions apply to the service provider 
partner's right to withdraw or other
wise dispose of such interest. If the 
transfer is conditioned upon the 
completion of future services, then 
the service provider's recognition 
of income is deferred until the 
services have been rendered. 
Reg. 1.721-(b)(1)Y 

A service provider who has a 
deferral ofincome under Reg. 1.721-
(b)(1) should be treated as a partner 
for federal income tax purposes. The 
service provider who has contributed 
no capital to the partnership, how
ever, may be treated for tax purposes 
in a separate category (i.e., employee 
or independent contractor) until he 
renders the required services and is 
entitled to vesting. 

Taxable Receipt of 
A Capital Interest 
The non-recognition rule of Section 
721(a) does not apply to the com
pensatory issuance of a partnership 
interest for services. The regulations 
promulgated under Section 721 
provide as follows: 

"To the extent that any of the 
partners gives up any part of 
his right to be repaid his contri
butions (as distinguished from a 
share in partnership profits) in 
favor of another partner as com
pensation for services (or in satis
faction of an obligation), Section 
721 does not apply. The value 
of interest in such partnership 
capital so transferred to a part
ner as compensation for services 
constitutes income to the partner 
under Section 61. "15 
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The foregoing Regulation provides 
some clarity as it pertains to a shift 
in the capital interests of the part
nership to a service partner (as 
distinguished from a shift in part
nership profits). Thus, to the extent 
that an interest in the "partnership 
capital" is transferred to a service 
partner in return for services, there 
is little doubt that the exchange con
stitutes compensation income subject 
to the timing rules of Section 83. 
Although nonrecognition of a trans
fer in a profits interest to a service 
partner in return for services seems 
to be implicit by reason of the carve 
out in this Regulation for a "share in 
partnership profits" (as found in the 
emphasized parenthetical), there has 
been a debate as to whether Section 
721 nonrecognition is the appropriate 
tax treatment, since the Regulation 
does not specifically state that 
the receipt of a profits interest in 
exchange for services is subject to 
nonrecognition. 

Taxable Receipt of 
a Profits Interest 
Following the 1954 adoption of 
Subchapter K, only one tax court 
case reviewed the tax treatment 
of a receipt of a partnership profit 
interest. 16 The only significance of 
that case in the present discussion 
is found in dictum in a footnote that 
"under the regulations, the mere 
receipt of a partnership interest in 
future profits does not create any 
tax liability. Sec. 1.721-1(b), Income 
Tax Regs."17 

No other court had examined 
Section 721 or the Regulations 
promulgated thereunder until the 
1971 Tax Court landmark decision 
in Diamond. 18 In that case an 
individual (named Diamond) entered 
into a contract with a service 
provider (named Kargman) whereby 
Diamond was to arrange for financ
ing for the purchase of a building by 
the Kargman-Diamond partnership. 
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Kargman contributed all the cash 
funds for the venture and Diamond 
received a profits interest for his 
services. Within three months of 
receipt ofhis profits interest (which 
he treated as having no tax conse
quences), and just 18 days after clos
ing on the building purchased by the 
partnership, Diamond sold his profits 
interest for $40,000 and reported the 
receipt as short-term capital gain 
which he offset against a capital loss 
carryover. The Internal Revenue 
Service contended that the profits 
interest in exchange for services 
was not within the nonrecognition 
scope of Section 721 but was income 
received under Section 61. The 
Service successfully defeated the 
arguments of Diamond who claimed 
to rely on the parenthetical clause 
of the second sentence of Treas. Reg. 
1.721-l(b)(1) as the basis for non
recognition19. The Tax Court, ignor
ing its previous dictum, held that 
said Regulations were "obscure" and 
"opaque" and did not call for the 
application of Section 721 in these 
circumstances. Furthermore, after a 
somewhat thorough review of judicial 
interpretation, legislative history, 
administrative history and policy 
considerations, the Eighth Circuit 
affirmed the lower court's decision 
and held that a taxable event 
occurred and income received if the 
profits interest had a determinable 
value. Even though the scope of the 
decision in Diamond would have a 
limited practical effect since a profits 
interest "will have a speculative 
value, if any," and probably the 
receipt of same would escape taxa
tion due to valuation problems, the 
Eighth Circuit conceded that it failed 
to eliminate uncertainty and called 
on the Commissioner to promulgate 
clarifying regulations. 

As was contemplated by the 
Eighth Circuit, the decision in 
Diamond was heavily criticized 
in many respects, including being 

substantively flawed and an unneces
sarily broad precedent. The decision 
ignores entire pre-1954 body of case 
law on nonrecognition for services 
rendered to or for the benefit of the 
issuing partnership. The Court of 
Appeals could have limited its hold
ing to a receipt of a profits interest 
for past services similar to the 
approach of the Tax Court or due to 
the close proximity between the tax
payer's receipt and sale ofthe profits 
interest under the step transaction 
doctrine. Without such limitations, 
Diamond would cause any profits 
interest received for services that 
could be valued to be included in 
income and then taxed again upon 
production of partnership income 
allocated to the service partner as 
a result of such services. 

Following Diamond, the Internal 
Revenue Service considered on two 
occasions, in 1975 and 1977, the 
issuance of a revenue ruling address
ing the tax consequences of transfers 
of profits interests to service 
providers. Par for the course, the 
two proposals arrived at differing 
results concerning a fact pattern 
similar to the Diamond case. In 
response to the 1975 pro-Diamond 
proposed ruling from the Assistant 
Commissioner, the Chief Counsel 
issued a General Counsel Memoran
dum accompanying the 1977 pro
posed ruling which favored nonrecog
nition in this area and suggested a 
ruling that would declare "that the 
Service will not follow Diamond to 
the extent it holds that the receipt 
of an interest in future profits as 
compensation results in taxable 
income," although "the recipient 
must be a partner rather than an 
employee or independent contractor." 
Neither of these proposed rulings 
was ever published. The inability of 
the Service to internally settle on a 
position continued until after the 
Eighth Circuit decided Campbell.20 

For nearly two decades after 
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Diamond the dearth of cases 
addressing the issue of service
connected transfers of a profits 
interest was considered an informal 
truce. The profit-interests-for
services issues in the post-Diamond 
period generally were decided in 
favor of the taxpayer based upon 
the liquidation value test (i.e., any 
profits interest holder not entitled 
to a share of capital upon liquidation 
had a profits interest valued at zero). 

The final case to address the 
profits interests issue was decided 
in 1991 by the Eighth Circuit in 
Campbell. Mr. Campbell was an 
employee of a corporate real estate 
broker that was engaged in the for
mation and syndication of limited 
partnerships. For his services on 
behalf of these partnerships in locat
ing real estate, and negotiating the 
acquisition and financing of same, 
Mr. Campbell received "special limit
ed partnership interests" in each of 
three limited partnerships which in 
effect amounted only to a one or two 
per cent interest in the profits and 
losses of each entity. Mter consulting 
with two tax lawyers who were pre
sumably familiar with the Diamond 
decision, Mr. Campbell was given the 
same assurance in each case that he 
would be taxed on his distributable 
share of income and gain from the 
partnerships and not on the receipt 
of the profits interests. It is not clear 
whether such advice was based upon 
partnership nonrecognition princi
ples or upon the speculative valua
tion theory. In any event, Mr. 
Campbell's failure to include these 
profits interests in his income in 
the year of receipt triggered the tax 
controversy that resulted in the Tax 
Court reaffirming that the Section 
721 nonrecognition rule did not cover 
transfers of profits interest for serv
ices. In a definite step beyond the 
Eighth Circuit in Diamond, the 
Tax Court was not deterred by the 
speculative nature of the profits 
interest which was not easily valued 
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and proceeded to apply a valuation to 
Campbell's interests using a some
what novel approach. First, the Tax 
Court rejected the nominal valuation 
conclusions provided by the taxpay
er's witnesses. It then assigned fair 
market value based upon cash flow 
and projected tax benefits described 
in the prospectus used for syndica
tion marketing in order to determine 
the amount thereby includible in 
income. In addition to avoiding 
partnership nonrecognition rules, the 
Tax Court also held that Section 83 
applied to such transfers of profits 
interests and, not surprisingly, 
determined that the interests in 
question were vested and taxable 
upon receipt. At this point the Tax 
Court departed from the historical 
liquidation valuation test and deter
mined a tax deficiency based upon 
an analysis of projected partnership 
cash distributions and tax benefits 
to the taxpayer. 

The Eighth Circuit reversed the 
decision of the Tax Court based upon 
a limited holding that the profits 
interests had no determinable value. 
Although the Eighth Circuit cited 
Diamond with approval and seemed 
to abide by that decision's limited 
coverage of the nonrecognition rules, 
the Eighth Circuit stated that "some 
justification exists for treating 
service partners who receive profits 
interests differently from those 
who receive capital interests." 
Unfortunately, the Eighth Circuit 
did not reach a definitive holding 
regarding the taxation of profits 
interests when it reversed the Tax 
Court decision. Nonetheless, it was 
a taxpayer-friendly decision due to 
its valuation holding, which would 
in many cases eliminate taxation 
in these cases, and also due to the 
attention given to the partnership 
principles of Section 721(a), by its 
aforesaid favorable mention of 
the nonrecognition theory, and its 
discussion of Section 707. 
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Code Section 707 
Code Section 707 was adopted as 
part of Subchapter Kin 1954 and 
was intended to prevent improper 
characterization of income and 
deductions between a partner and 
the partnership. Section 707(a) 
(and now Section 707(a)(3) under 
the 1986 Code) provides: 

"If a partner engages in a 
transaction with a partnership 
other than in his capacity as a 
member of such partnership, 
the transaction shall ... be con
sidered as occurring between 
the partnership and one who 
is not a partner." 

Subsequently, Congress added 
Section 707(a)(2) to prevent the use 
of income allocations and distribu
tions to certain persons disguised as 
service partners for the purpose of 
allowing the partnership to deduct 
certain expenses that would other
wise be capitalized. Pursuant to 
Section 707(a)(2)(A)(iii), this appli
cation would not apply to a service 
partner acting within his partnership 
capacity. 

The Eighth Circuit in Campbell 
specifically pointed out that Section 
707 may be more relevant to an 
analysis of a profits interest in 
exchange for services rendered than 
is Section 721 and Regulation 1.721-
1(b)(1). The Court seemed convinced 
that enactment of Section 707 
precluded all other nonrecognition 
discussion if the service provider 
received the profits interest in his 
partner capacity. The Court pointed 
out "Section 707 would be unneces
sary if compensatory transfers of 
profits interests were taxable upon 
receipt because, if so, every such 
transfer would be taxed without 
this Section." 

Revenue Procedure 93-27 
The Internal Revenue Service 
responded to the Campbell decision 
in Revenue Procedure 93-27. 

Revenue Procedure 93-27 does not 
fully embrace the nonrecognition 
theory and the brief discussion of 
partnership law is noncommittal. 
The Revenue Procedure stands as a 
broadly worded administrative rule 
that assures a no tax effect if all its 
conditions are met. The Revenue 
Procedure starts out by adopting 
the accepted definition of a "capital 
interest" as 

"An interest that would give 
the holder a share of the 
proceeds if the partnership 
assets were sold at fair market 
value and the proceeds were 
distributed in a complete liqui
dation of the partnership." 

It defines a "profits interest" as 
"a partnership interest other than 
a capital interest." 

Revenue Procedure 93-27 provides 
that the Service would not treat the 
receipt of a profits interest issued in 
exchange for services rendered to 
(or for the benefit of) the partnership 
in a partnership capacity, or in anti
cipation of becoming a partner, as a 
taxable event for either the partner 
or the partnership if: (1) the profits 
interest does not relate to a substan
tially certain or predictable stream 
of income; (2) the partner does not 
dispose of the profits interest within 
two years after receipt; and (3) the 
profits interest is not a "publicly 
traded partnership" within the 
meaning of Section 7704(b) of 
the Code. 

This Revenue Procedure provided 
much needed guidance but left areas 
that need to be addressed. Questions 
that have arisen following the 
issuance of the Procedure's safe 
harbor rules include the treatment of 
nonvested profits interests (not men
tioned in the Procedure) and whether 
the Section 83 timing rules apply at 
all and, if so, would that defer the 
date of "receipt" (in the absence of 
a Section 83(b) election). A Section 
83(b) election would treat the owner-
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ship of the profits interest to com
mence upon receipt. If no Section 
83(b) election was made, or if the 
issuance of a nonvested profits inter
est is not a transfer of "property" 
such that a Section 83(b) election 
could be made, it could cause the 
recipient partner not to be in com
pliance at the later date of vesting. 
In particular, a possible "capital 
shift" may occur to the extent any 
appreciation is allocated to the 
service provider's profits interest in 
the period from the date of grant to 
the date of vesting. The practice by 
many cautious practitioners of mak
ing protective Section 83(b) elections 
arose in response to concerns that 
did not receive attention in the 
Procedure. The effect of such 
elections was unclear. 

Revenue Procedure 2001-43 
Another (and perhaps not the last) 
step taken by the Service in response 
to the need for additional guidance 
with respect to nonvested profits 
interests received in exchange for 
services came last year in Revenue 
Procedure 2001-43. This Procedure 
clarifies Revenue Procedure 93-27 
by providing that a service provider 
will be deemed to have received the 
profits interest on the date of grant, 
even if that interest is non vested at 
that time, if: 

".01 the partnership and the 
partner treat the service 
provider as the owner of the 
of the partnership interest 
from the date of grant, and 
the service provider takes into 
account the distributive share 
of partnership income, gain, 
loss, deduction and credit 
associated with that interest 
in computing the service 
provider's income tax liability 
for the entire period during 
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which the service provider 
has the interest; 

.02 upon the grant of the interest 
or at the time that the interest 
becomes substantially vested, 
neither the partnership nor 
any of the partners deducts 
any amount (as wages, 
compensation, or otherwise) 
for the fair market value of 
the interest; and 

.03 all other conditions of Revenue 
Procedure 93-27 are satisfied." 

The new Procedure may effective
ly be a concession to the application 
of the nonrecognition theory under 
partnership common law that does 
not tax the receipt of such interest 
where services are performed for 
the partnership but only recognizes 
the profits and gains distributions 
received thereby. Relief from the 
rules applicable to nonvested prop
erty under Section 83 may be in 
recognition that transactions 
between partners and partnerships 
are primarily covered by Subchapter 
K concepts. Accordingly, a partner's 
taxation should only occur in such 
partner capacity under the aggregate 
rules or in a capacity other than 
as a partner under the rules of 
Section 707. 

Conclusion 
The Revenue Procedures discussed 
above have largely avoided the 
uncertainty and complications faced 
by the partnership practitioner when 
a partnership grants an interest in 
partnership profits. Tax counsel 
may now rely upon the application 
of these Revenue Procedures if each 
of its specified requirements are 
satisfied. In such cases service 
providers receiving performance
related compensatory interests in 
partnership profits will be assured 

I 
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that taxation upon receipt of such 
interest will be avoided. 

Further clarification of the dis
tinction between a profits and capital 
interest may be critical. The hybrid 
interest in both capital and profits 
should be addressed, as well as the 
issue of whether a special allocation 
of appreciation among capital 
accounts both before and after the 
date of grant is necessary to insure 
that the transfer of interest to the 
service provider is only characterized 
as a profits interest. Uncertainty as 
to whether all of the requirements of 
the Revenue Procedures are satisfied 
probably will make a protective 
Section 83(b) election advisable. 

Other issues not addressed by the 
Revenue Procedures include the tax 
effect of a forfeiture of a nonvested 
partnership profits interest, the tax 

characterization of the nature of the 
loss in such event, and the possible 
(if not probable) inconsistencies in 
the tax treatment of the receipt of 
the profits interest by the service 
provider and the partnership. 

RONALD T. CHARLEBOIS is a share
holder of Powers, Chapman, DeAgostino, 
Meyers & Milia, P.C., specializing in 
business, tax and estate planning. Mr. 
Charlebois currently serves as the Chair 
of the Business Entity Committee of the 
Taxation Section of the State Bar of 
Michigan. 

Feature 
Articles 

Further 
clarification of 
the distinction 
between a 
profit and 
capital interest 
may be critical. 

23 



Feature 
Articles Michigan Tax Lawyer-Spring/Summer 2002 

Receipt of Partnership Profits Interests 
Section 721 Nonrecognition Summary 

(Capital Interest Issued to Service Provider Outside of Section 721) 

.., No- Existence of Partnership? 

I 
Yes 

+ 
as Partner? 

I 
Yes 

+ 
Substantially Vested? 

/ 
Yes 

/ 
Safe Harbor under 

Rev Proc 93-27 Applies? 

/ " Yes No 

/ "\ 

" No 

"' 
/ 

Safe Harbor under 
Rev Proc 2001-43 Applies? 

/ " No Yes 

"' Nonrecognition Offered 
By IRS 

Area of Uncertainty; Judicial 
Nonrecognition Available 

Under Campbell? 

Nonrecognition Offered 
By IRS 

24 

Taxable Under 
Sections 61 and 83? 



Michigan Tax Lawyer-Spring/Summer 2002 

-----------------------------ENDNOTES-----------------------------

1. For purposes of this Article, the term "partnership" is defined to include any limited liability company 
(not treated as a designated entity) and any form of partnership which has not elected to be taxed as 
a corporation. Furthermore, the term "service provider" shall mean a potential or existing partner who 
has contributed or will contribute services to the partnership while acting in the capacity of a partner. 

2. Except for Section 421 statutory stock options mandated to apply solely to corporations, such structuring 
considerations apply to all forms of business entities. See, e.g., Banoff, "Partnership Use of Corporate 
Partner Stock and Options as Compensation Easier under the 1032 Regs.," 93 JTAX 81 (August 2000); 
Sloan and Kraft, "Opening Pandora's box: Who Is (or Should Be) a Partner?," 79 Taxes 169 (March 2001); 
Levun and Cohen, "Integrating the Entity Choice Decision with Ownership Interest Choices for the Key 
Employee," 1 Journal of Passthrough Entities (January-February 2002). 

3. The term "Code" means the Internal Revenue Code of 1986, as amended, and the treasury regulations 
thereunder, unless otherwise stated. "Subchapter K" is located in Chapter 1 of Subtitle A of the Code 
and contains provisions for the taxation of partners and partnerships. 

4. Said dichotomy of partnership ownership interests is also referenced below under the discussion of 
Rev. Proc. 93-27. See also Mincey, Sloan and Banoff, "Rev. Proc. 2001-43, Section 83(b), and 
Unvested Profits Interests- the Final Facet of Diamoncf?," 95 JTAX 205 (October 2001). 

5. Revenue Procedure 2001-43, 2001-34 I.R.S. 191. 

6. The word "nonvested" when used in this Article and pertaining to a profits interest, has the same meaning 
as the term "substantially unvested" within the meaning of Treas. Reg. Section 83-3(b). 

7. Revenue Procedure 93-27, 1993-2 C.B. 343. 

8. McKee, Nelsen & Whitmere, Federal Taxation of Partnerships and Partners, Warren Gorham & Lamont 
(1997), § 5.02(6)(a). 

9. Commissioner v. Moran, 236 F.2d 595 (8th Cir. 1956); see Foster v. United States, 221 F. Supp. 291 
(S.D.N.Y. 1963), aff'd, 329 F.2d 717 (2nd Cir. 1964); HR Rep No. 1337, 83d Cong., 2d Sess. 68 (1954). 

10. Commissioner v. Moran, 236 F.2d 595, 598 (8th Cir. 1956); See also Tilton v. Commissioner, 11 BTA 784 
(1928); Lloyd v. Commissioner, 15 BTA 82 (1929). 

11. Farris v. Commissioner, 222 F.2d 320 (10th Cir. 1955), rev'g 22 TC 104 (1954); Harry W Lehman, 
19 TC 659 (1953). 

12. HR Rep No. 1337, 83d Cong., 2d Sess. 68 (1954); S. Rep No. 1622, 83d Cong., 2d Sess. 94 (1954). 

13. Commission vs. Culbertson, 337 US 733, 93 L Fed 1659 (1949). 

14. The timing on when such compensation must be taken into income is dependent upon all the facts and 
circumstances, including any restriction or condition imposed upon the compensated partner's right to 
withdraw or dispose of such interest. Treas. Reg. Section 1.721-1(b)(1). 

15. Treas. Reg. Section 1-721-1(b)(1) [emphasis added]. 

16. Hale v. Commissioner, 24 T.C.M. 1497 (1965). 

17. Hale, 24 T.C.M. at 1502 n3. 

18. Diamond v. Commissioner, 492 F. 2d 286 (7th Cir. 1974). 

19. See supra note 15 and accompanying text. 

20. William G. Campbell, 943 F. 2d 815 (8th Cir. 1991), rev'g 59 T.C.M. 236 (1990). 
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E-Commerce and the VAT: Leveling the 
European Playing Field for Suppliers of 
Digital Goods and Services 
By: JoAnn Chavez and Marjorie Gell, 

KPMG LLP 

0~ Fe.bruary 12, 2002 - over strong 
obJeCtiOns from the United States
the European Union Economic and 
Financial Affairs ("ECOFIN") 
Council enacted a law that will apply 
value-added tax ("VAT") to digital 
goods and services supplied to 
European Union ("EU")1 individual 
customers. These new business-to
consumer ("B2C") rules - which 
will take effect on or before July 1 
2003 - will require suppliers fro~ 
outside the EU to register for collect 
and remit VAT on digital sal~s made 
to individual end users in the EU. 

These B2C changes can be 
attributed to the dramatic growth 
of electronic commerce and the trans
formation of the way in which inter
national commerce is being carried 
out. In Europe alone, revenue from 
electronic commerce is expected to 
reach $8 billion by 2004, over 40 
percent of which is predicted to come 
from "intangible" consumer goods 
th~t are de~ivered electronically.2 

This trend IS expected to continue 
and poses long-term challenges to' 
tax authorities worldwide. 

A common concern being raised 
in Europe is whether current taxing 
frameworks are equipped to deal 
with new forms of business conduct
ed over the Internet, and what can 
be done to protect - or even increase 
- existing tax bases. Of particular 
concern is the VAT, especially in 
member countries of the EU where 
VAT accounts for over 20 percent of 
tax revenues.3 A related concern is 
the perceived competitive disadvan
tage that European producers of 
digital products have because they 
are required to apply VAT to all sales 

made, while the same sales made by 
non-European producers are exempt 
fr~m VAT.. ~y requiring non-EU sup
pliers of digital goods to now register 
for and collect VAT when sales are 
made in EU countries, it is thought 
that the global playing field has now 
been leveled for suppliers of digital 
goods and services to EU consumers.4 

Background -What is VAT? 
Value-added tax- or VAT- is an 
indirect for~ of taxation that applies 
to consumptiOn, and is similar to the 
sales tax in the U.S. VAT has four 
main characteristics: (1) it applies 
generally to the provision of goods 
or services; (2) it is proportional to 
the price charged; (3) it is charged 
at each stage of production and dis
tribution; and (4) it is charged based 
on the value added to a good or 
se~ce.5 VAT is levied on goods and 
services at a standard rate and in 
the EU ranges from 15 percent (in 
Luxembourg) to 25 percent (in 
Denmark and Sweden).6 

The current VAT system in 
Europe, as it applies to B2C sales 
was designed at a time when ' 
geography was a relevant factor in 
determining how to capture tax 
on goods and services that were 
physically rendered or delivered to 
a designated location. Thirty years 
~go, when Europe's VAT system was 
Implemented, the location of the 
good or service had to be identified 
in order to determine where the VAT 
was owed. The growth in electronic 
~ommerce and the dramatic change 
m the way many goods and services 
are now delivered, have led govern
ments in the EU to search for new 
ways to collect VAT. To that end 
in June 2000, the European Co~mis
sion (EC)7 released a proposed direc-
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tive to impose VAT on goods and 
services supplied electronically to 
EU consumers by non-EU vendors.8 

The Council Directive 
Currently, only EU suppliers of digi
tal goods and services are required 
to charge VAT on sales made to EU 
customers. EU consumers who make 
digital purchases from non-EU ven
dors are consequently able to avoid 
paying VAT that would otherwise be 
imposed if the same purchase was 
made from an EU supplier. Further, 
an EU-based company that delivers 
digital goods or services from an 
overseas branch can offer VAT-free 
pricing for products that would 
otherwise be subject to the hefty 
VAT if delivered from within the EU. 
The EC thus sought to remedy such 
anomalies, both from a governmental 
point of view as well as that of an 
EU-based supplier of digital goods 
that could not afford to set up 
operations overseas. 

All Non-EU Vendors Making EU 
Sales to Individuals Must Comply 
Under the version of the EC's pro
posal that was ultimately adopted in 
February 2002 ("Council Directive"),9 

all non-EU vendors (no matter how 
few sales in the EU are made) will 
be required to collect and remit EU 
VAT on all digitally provided goods 
and services provided to individual 
consumers located in the EU. All 
non-EU suppliers making sales to 
consumers in the EU will be required 
to register in one EU member state, 
but must charge the rate applicable 
to the member state where the con
sumer is located. For purposes of 
determining the residence of the 
individual consumer, the vendor will 
presumably have to rely on informa
tion provided by the customer. 

Digital Goods and Services 
that are Covered 
In an annex to the Council Directive, 

the ECOFIN provided a list of elec
tronic goods and services that are 
covered under the new law. While 
not an exhaustive list, electronically 
supplied services subject to VAT 
include: (1) web site supply, web 
hosting, distance maintenance of 
programs and equipment; (2) supply 
of software and software updates; 
(3) supply of images, text and 
information, including information 
accessed from databases; ( 4) supply 
of music, films and games, and of 
political, cultural artistic, sporting, 
scientific, and entertainment 
broadcasts and events; and 
(5) supply of distance learning. 

Procedural Matters 
Member states are required to make 
appropriate changes to their laws in 
order to bring them into conformity 
with the Council Directive starting 
on July 1, 2003, though changes 
can be made before that date The 
requirement that non-EU vendors 
collect and remit VAT is valid for a 
three-year period, after which the 
law could be extended by unanimous 
agreement of EU member states. 

The Arguments Against 
the Application of VAT 
to Electronic Commerce 
Application of Rules is Discrimina
tory and is a Possible Violation of 
Trade Obligations 
One of the complaints that has 
been lodged against the EC and 
the Council Directive is that it dis
criminates against non-EU vendors 
by requiring them - but not EU 
suppliers - to verify information 
about purchasers.10 This is so, 
because VAT on digital sales made 
by non-EU suppliers is based on the 
EU consumer's country of residence, 
while the same sales made by an EU 
supplier would include VAT at a rate 
based on the seller's country of estab
lishment, regardless of where the 
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consumer resides.11 These non-EU 
sellers- many of whom are U.S.
based - will now be faced with 
putting into place new systems for 
ascertaining and verifying where 
their EU customers are located, 
and for insuring that the correct VAT 
is applied, collected and remitted. 
Such additional administrative 
burdens are unfair, it is argued, 
to non-EU sellers. 

In addition, because the VAT rates 
applied to a digital sale made by a 
non-EU seller may be higher than 
for an identical product sold by a 
similarly situated EU seller (e.g., 
when the VAT rate of the consumer's 
place of residence is higher than in 
would be for an EU seller in a mem
ber country different from that of the 
consumer), a competitive advantage 
can result in favor of the EU seller. 
Such an advantage is potentially 
inconsistent with international 
trade obligations of the World Trade 
Organization, 12 which requires that 
foreign goods and services be treated 
in a non-discriminatory fashion. 13 

VAT Rates are Sometimes Higher 
on Digitally Delivered Goods 
A peculiar aspect of the new VAT 
directive is that certain products 
that are supplied digitally - such as 
electronic books and newspapers -
will sometimes be subject to a VAT 
rate that is different from and higher 
than the rate charged for tangible 
versions of the same products. For 
example, newspapers and periodicals 
provided in the tangible form to UK 
consumers are eligible for a reduced 
or zero rate ofVAT. However, when 
those same products are delivered 
electronically to a UK individual 
customer, a standard rate ofVAT will 
apply - whether or not the supplier 
is from within or without the EU. 
Such a disparity in VAT rates is one 
of the criticisms of the new directive 
that has been made by the U.S. 
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The Future of VAT and Digital 
Downloads in the EU 
As stated, member states have until 
July 1, 2003 to enact legislation that 
conforms to the Council Directive. 
Until then, non-EU vendors making 
digital sales to EU individual con
sumers will have to keep abreast 
of the status of the conforming 
legislation in the respective member 
states to determine whether VAT has 
to be collected and remitted for any 
particular sale. Such vendors would 
also be well-advised to look into ways 
of upgrading their existing account
ing systems to ensure that they are 
VAT functional and are able to meet 
the administrative requirements of 
the new legislation. 

In light of these developments -
and the stiff penalties that can be 
imposed when VAT rules are not 
complied with - U.S. suppliers of 
digital goods should be made aware 
of this new EU legislation and how 
it may potentially impact their 
online businesses. 

JOANN CHAVEZ is a principal and 
MARJORIE GELL is a Supervising Senior 
Tax Specialist in KPMG LLP's International 
Corporate Services practice in Detroit. 
They specialize in advising multi-national 
corporate clients on the tax aspects 
related to a variety of cross border 
transactions. The information provided 
here is of a general nature and is not 
intended to address the specific cir
cumstances of any individual or entity. 
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ENDNOTES------------------------------

1. The European Union - a federation of countries set up after World War II - currently includes the 
following 15 countries: Austria, Belgium, Denmark, Finland, France, Germany, Greece, Ireland, 
Luxembourg, the Netherlands, Portugal, Spain, Sweden and the United Kingdom. The EU has the 
power to adopt and enforce binding legislation in certain areas. 

2. European Market for Electronic Commerce, Frost & Sullivan (1998), www.frost.com. The $8 billion in 
forecasted revenues is a 225-fold increase from 1997 levels of $35.8 million, according to the report. 

3. VAT revenues also account for 44 percent of the EU's own budget. See Working Party No. 1, 
Harmonization of Turnover Taxes - Working Paper, European Commission (June 8, 1999), 
1999 WTD 191-20. 

4. Speech by Frits Bolkestein, EC Taxation Commissioner, to the Transatlantic Policy Network, Brussels 
(September 20, 2000). See http://europa.eu.inVcomm/taxation customs/speeches/20sept2000 en.htm. 

5. Dansk Denkavit ApS and P Poulsen Trading ApS, supported by Monsanto-Searle A/S v. Skatteministeriet, 
Case C-200/90, European Court of Justice (2000). 

6. It is noted that in certain circumstances, VAT is imposed at a reduced rate. 

7. The European Commission is the executive branch of the EU. 

8. See http://europa.eu.int for a copy of the draft directive amending the Sixth Directive, Proposal for a 
Regulation of the European Parliament and of the Council amending Regulation (EEC) No. 218192 
on Administrative Co-operation in the Field of Indirect Taxation (VAT). 

9. For a text of approved Council Directive, see http·/teuropa ey.inUcomm!taxatjon customs/taxation/ 
ecommerce/council directive.pdf. 

10. See correspondence from Information Technology Association to U.S. Department of Treasury (January 23, 
2002) at 2002 TNT 45-21; and correspondence from United Council for International Business to U.S. 
Department of Treasury (February 15, 2002), 2002 TNT 50-43. 

11 . Statement by Deputy Treasury Secretary Kenneth W. Dam on European Union E-Commerce Tax Proposal, 
U.S. Department of Treasury (February 8, 2002). 

12. The World Trade Organization was established by GATT agreement in 1995. Its purpose is to provide a 
forum for trade negotiations, administer trade agreements, handle trade disputes, monitor national trade 
policies, and provide technical assistance and training for developing countries. See www.wto.org. 

13. See supra n. 10. 

Short 
Subjects 

29 



Short 
Subjects 

The reality 
is that the 
public outcry 
would amount 
to a 21st 
century tax 
revolt ... 

30 

Michigan Tax Lawyer Spring/Summer 2002 

Frequent Flyer Miles: Tax-Free Fringe Benefits? 

By: Donald Katz 

Today, not just the major airlines 
offer frequent flyer programs under 
which passengers accumulate miles 
for each flight they take on a particu
lar airline, but one can even earn 
miles with their Visa card when 
ordering a steak. As everyone 
knows, these miles can be exchanged 
for airline tickets; and a small cot
tage industry has evolved that serves 
the holders of frequent flyer miles 
who wish to convert those miles 
into cash. 1 Generally, the Internal 
Revenue Service (the "Service") has 
been surprisingly lenient in enforcing 
frequent flyer miles as income to 
the recipient. Under the Internal 
Revenue Code ("IRC") such fringe 
benefits provided to an employee 
by an employer are taxable,2 unless 
they fall under an exception listed in 
Internal Revenue Code ("IRC") § 132. 
Frequent flyer miles do not qualify 
for any of the enumerated exceptions 
under IRC § 132.3 

Historically, the Service has 
simply chosen to look the other way 
when confronted with the issue of 
whether to enforce the inclusion of 
frequent flyer miles in taxpayer 
income. The reality is that the 
public outcry would amount to a 
21st century tax revolt if the service 
attempted to tax frequent flyer miles. 
Is this the kinder, gentler Service? 

In March 2002, IRS Announce
ment 2002-18 attempted to clarify 
the Service's position for business 
travelers concerning the frequent 
flyer miles they accumulated 
from business or official travel. 4 

Announcement 2002-18 recognizes 
that before these promotional items 
can ever be included in income, there 
are technical and administrative 
issues relating to fringe benefits 
that must be addressed. Such issues 
including timing, valuation of incom~ 
inclusions, and the basis for identify-

ing those benefits attributable to 
personal use, have not yet been 
addressed. The Service acknowl
edges that the complexities of these 
~nresolved issues prohibit any mean
mgful tax enforcement program with 
respect to frequent flyer miles and 
other similar promotional benefits. 5 

The Service, up to now, has main
tained an unspoken and unwritten 
practice that it will not assert a 
deficiency claim against a taxpayer 
who has understated his or her 
federal tax liability due to the receipt 
or personal use of frequent flyer 
miles or similar promotional benefits. 
Well, that was unwritten until 
Announcement 2002-18. The Service 
has and it appears will continue to 
look the other way when considering 
in-kind promotional benefits, which 
are attributable to the taxpayer as 
a result of business or official travel. 
However, the Service did keep the 
door open to future taxability of 
these items, but any future guidance 
of these fringe benefits "will be 
applied prospectively."6 However, 
Announcement 2002-18 restates the 
Service's position that those benefits 
that are subsequently converted to 
cash, or otherwise construed as 
compensation paid in the form of 
travel or other promotional benefits, 
are included in income. 7 

SORRY, CHARLEY: 
The Selective Blind-Eye and 
Regressive Tax Enforcement 

Announcement 2002-18 requires 
that those frequent flyer miles, which 
are converted to cash, be included in 
the taxpayer's income. As previously 
mentioned, there are various compa
nies that function as clearing houses 
for individuals holding excess fre
quent flyer miles. These companies 
match individuals seeking to liqui
date frequent flyer miles with 
individuals who want airline tickets 
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at below market fares. The Service 
takes the position that when such 
benefits are converted to cash, there 
is a taxable event. 

In Charley v. C.I.R. ,8 the Service 
sought to enforce a deficiency against 
the taxpayer who devised a scheme 
under which frequent flyer miles 
were converted to cash. In that case, 
the taxpayer, through his travel 
agent, billed his clients for round trip 
first class tickets but instructed his 
travel agent to only purchase coach 
fare tickets. The taxpayer then 
applied his frequent flyer miles, 
which largely resulted from his busi
ness travel, to upgrade that coach 
ticket to a first-class fare. The tax
payer further instructed the travel 
agent to transfer the funds amount
ing to the difference in price between 
the first class ticket and the coach 
fare to his personal account. This 
clever arrangement served as a 
mechanism to convert the taxpayer's 
frequent flyer miles to cash. 

In Charley, the Service asserted 
that there was an amount realized 
from the "disposition of property."9 

The Service asserted two alternative 
arguments. First, the frequent flyer 
miles that were converted to cash 
could be characterized as additional 
compensation. And, in the alterna
tive, the amount realized from the 
disposition of the frequent flyer miles 
results in a taxable capital gain. 

In the alternative argument 
above, the taxpayer's basis in the 
frequent flyer miles would be zero 
because the frequent flyer miles were 
obtained at no cost to the taxpayer. 
It is unclear exactly why the tax 
court chose to construe the gain in 
Charley as additional compensation 
rather than capital gain. Of course, 
the cynical view is that the tax rate 
is simply higher. However, the 
outcome was probably because the 
frequent flyer miles were obtained 
in connection with the taxpayer's 
employment or business. Theoreti
cally, if the frequent flyer miles were 

obtained from the taxpayer's person
al travel, then those frequent flyer 
miles would have been taxed as 
capital gain. 

In a progressive tax system, is the 
taxpayer who converts his frequent 
flyer miles into cash really that much 
different than the taxpayer who 
chooses to purchase (with after-tax 
dollars) an airline ticket for a vaca
tion to Disney World? What is the 
economic reality? For example, 
Taxpayer 1 converts frequent flyer 
miles into $2,000 in cash, which he 
subsequently uses for a vacation to 
Disney World. That transaction 
results in a federal tax liability of 
$560 in the 28% tax bracket. 
However, using those same frequent 
flyer miles to directly purchase the 
same $2,000 in airline tickets for the 
same trip results in no tax liability 
to the taxpayer. Is this fair? Is it 
progressive? It is probably neither. 

Conclusion 
Essentially, the Service has created 
a tax-free form of currency,10 which 
albeit is only redeemable for select 
services, namely air transportation. 
There is no question that a taxpayer 
who has a significant amount of 
frequent flyer miles, which were 
obtained from business or official 
travel, receives a distinct tax advan
tage over those taxpayers who do not 
receive similar fringe benefits. Have 
we simply become complacent in the 
search for progressivity and fairness 
in our tax system? Maybe the 
Service would consider an available 
deduction of $2,000 for those taxpay
ers who do not have the opportunity 
to accumulate frequent flyer miles 
but do take personal trips and 
actually pay cash for them. 

DONALD KATZ practices in the Tax 
Department and the Aviation Group of Jaffe 
Raitt Heuer & Weiss, P.C. Don graduated 
Magna Cum Laude from Michigan State 
University-Detroit College of Law, with a 
concentration in taxation. 
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-----------------------------ENDNOTES-----------------------------

1. For example, see, hnp·ttwww.webstow comlaidines/seller.htm; http://www,freguentflyer:points.com These 
organizations apparently act as brokers who match holders of frequent flyer miles with those seeking airline 
tickets at below market rates. Essentially, these companies function as clearing houses for frequent flyer 
miles. The particular companies that I contacted (not necessarily those referenced herein) indicated that 
they do not issue IRS Form 1099s to the sellers or otherwise report the transaction to the Service. 

2. lAC § 61 (a)(1 ). This should not be confused with frequent flyer miles accumulated by personal travel. 
The distinction being that there is no cost basis associated with the fringe benefits provided by the 
employer because the employee did not pay for anything. The employer essentially passes the rebate 
through to the employee. 

3. Charley v. C.I.A., 91 F.3d 72 (9th Cir. 1996). 

4. IRS Announcement 2002-18 (March 11, 2002). 

5. /d. 

6. /d. 

7. Charley, 91 F.3d 72. 

8. /d. 

9. lAC §1 001 (b); see also, Charley, 91 F.3d at 74. 

10. Only Congress has the power to coin currency. U.S. Const. Art. I, §8. This issue, albeit interesting, 
is more appropriately reserved for another paper. 
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Michigan's Tax Amnesty: 
"Your Chance for a Second Chance" 
By: David M. Kirvan 

Governor Engler signed Public Act 
168 of 2001 on November 26, 2001. 
The Act provided for a tax Amnesty 
program for a 30 to 60 day period to 
occur before September 30, 2002 and 
to be designated by the State 
Treasurer. Treasurer Douglas B. 
Roberts has set aside May 15, 2002 
through July 1, 2002 as the Amnesty 
period. During this period, for taxes 
administered under the Revenue 
Act the commissioner will be 
req~ired to waive all criminal 
and civil penalties for: 

• Failing or refusing 
to file a return 

• Failing to pay a tax 
• Making an excessive 

claim for a refund 
• Non-payment of tax previously 

determined to be due 
Amnesty is available for both 

assessed and unassessed tax 
liabilities with the exceptions 
detailed below. 

Other key features of the 
Amnesty program include: 

Michigan taxes covered under 
the tax Amnesty program 
./ Airport Parking Tax 
./ Cigarette Tax 
./ Diesel Fuel Taxes 
./ Estate Tax 
./ Gasoline, Aviation and 

Marine Diesel Fuel Taxes 
./ Individual Income Tax 
./ Inheritance Tax 
./ Insurance Company 

Retaliatory Tax 
./ Intangibles Tax 
./ Intrastate Diesel Motor 

Carrier Tax 
./ Interstate Diesel Motor 

Carrier Tax (IFTA) 
./ Liquefied Petroleum Gas Tax 

./ Other Tobacco Products Tax 

./ Sales, Use and Withholding 
Taxes 

./ Severance Tax 

./ Single Business Tax 

./ State Convention Facility 
Development Tax 

./ State Real Estate Transfer Tax 

Eligible tax return periods 
Taxes that are available for Amnesty 
include taxes that were due prior to 
June 1, 2001. 

Exceptions to eligibility 
The commissioner will not waive 
criminal and civil penalties if any of 
the following circumstances apply: 
./ The tax is attributed to income 

derived from a criminal act 
./ The taxpayer is under criminal 

investigation or involved in 
a civil action or criminal 
prosecution for that tax 

./ The taxpayer has been 
convicted of a felony under the 
Revenue Act or the Internal 
Revenue Code 

Taxpayers eligible for voluntary 
disclosure are not eligible for 
Amnesty 
Because the voluntary disclosure 
program limits the look back period 
for non-filers, it is more beneficial 
to taxpayers than the new Amnesty 
program. Any application for 
Amnesty that is found to be from a 
non-Michigan taxpayer qualifying for 
voluntary disclosure will be treated 
as a request for voluntary disclosure 
by the Department ofTreasury 
("Treasury"). For information 
regarding the "Voluntary Disclosure 
Program" check Treasury's web 
site: http://www.michigan.gov/ 
treasury/1,1607,7-121-1748_1903-
5756-,00.html. 
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How to apply for Amnesty 
In order to qualify for Amnesty, a 
taxpayer must: 
./ Submit an Amnesty Form; 
./ File a return or an amended 

return; and 
./ Make a full payment of tax and 

interest due for any qualifying 
prior period in either a lump 
sum or installments if you 
qualify for an "installment plan." 

Installment payment plans 
To qualify for an installment 
payment plan, an individual must 
owe and pay more than $10,000 
in tax. Taxpayers other than 
individuals must owe and pay 
more than $100,000. 

In addition, to qualify for an 
Amnesty installment payment plan 
an individual must submit by July 1, 
2002 the greater of $10,000 or 50% 
of the liability with an Amnesty 
application. Taxpayers other than 
individuals must submit the greater 
of $100,000 or 50% of the liability 
with the Amnesty application. Box 
23 on the Amnesty form should be 
checked to indicate qualification 
for an installment agreement. The 
remainder of the tax and interest 
due must be paid in two equal 
installments. The first installment 
must be postmarked by August 15, 
2002, and the final installment must 
be postmarked by September 16, 
2002. A copy of the original Amnesty 
application must accompany each of 
these installment payments. 

Tax due accounts prior to 
amnesty (assessments) 
Taxpayers who complete an Amnesty 
form specifying their assessment 
number(s) and pay the tax and in
terest due for qualifying tax periods 
will receive a waiver of outstanding 
penalties. Keep in mind that cancel
lation of penalties under Amnesty is 
not automatic; you must submit an 
Amnesty form requesting a penalty 
waiver during the Amnesty period. 
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When an assessment covers more 
than one tax period, taxpayers may 
file for Amnesty on any or all of the 
qualifying periods. The taxpayer's 
hearing and civil appeal rights for 
the unpaid periods remain intact. 
Taxpayers should submit Amnesty 
forms only for the periods for which 
Amnesty is being requested. 

Taxpayers who currently have a 
payment plan for delinquent taxes 
with the State of Michigan or the 
Michigan Accounts Receivable 
Collection System (MARCS), may 
also file for Amnesty. However, 
they must file an Amnesty form 
and pay the tax and interest due 
by July 1, 2002. 

Hearings/litigation 
Taxpayers who are in the Hearings 
process are eligible for Amnesty 
provided they withdraw their request 
for an informal conference, file an 
Amnesty form, and pay the tax and 
interest due. Payments made as the 
result of an Amnesty filing are not 
refundable. 

In addition, taxpayers are eligible 
for Amnesty on taxes that are being 
appealed in a civil litigation if the 
taxpayer is the plaintiff, formally 
withdraws from litigation, files an 
Amnesty form and pays the amount 
due. In these cases, taxpayers should 
work through their legal representa
tive to prepare an agreed stipulation 
to present to the state's attorney for 
the court's approval. 

Amnesty penalty 
The Amnesty statute provides that 
if a taxpayer fails to file a return 
or pay a tax which is available for 
Amnesty, the taxpayer would be 
liable for an additional 25% penalty. 
The Department will not apply this 
penalty until the processing of all 
Amnesty applications and related 
returns are complete. It is anticipat
ed that this will not occur before 
January 1, 2003. 
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Michigan Supreme Court Holds 
that Ordinance Requiring 
Payment of Property Taxes 
before Property Rental is 
Constitutional 
Reversing the Court of Appeals 
in part and reinstating the circuit 
court's decision, the Michigan 
Supreme Court, in Muskegon Area 
Rental Association, et al. v. City of 
Muskegon, 636 N.W.2d 751; 465 
Mich. 456; 2001 Mich. LEXIS 2463 
(Dec. 18, 2001), held that the local 
ordinance requiring payment of prop
erty taxes before the property could 
be rented did not violate the Equal 
Protection Clauses of the state and 
federal constitutions and thus was 
constitutional. 

A Muskegon city ordinance 
provides that before a residential 
dwelling may be rented (before a cer
tificate of compliance may be issued), 
all past due property taxes on the 
property must be paid. The plain
tiffs, city rental property owners, 
filed suit challenging the validity 
of the ordinance on various grounds, 
including equal protection. Regard
ing the equal protection claim, the 
plaintiffs argued that their equal 
protection rights were violated 
because other businesses who regis
ter to do business in Muskegon are 
not required to pay real estate taxes 
before securing a certificate of regis
tration under another ordinance. 
The circuit court granted summary 
disposition for the city of Muskegon 
on all grounds. The Court of Appeals 
reversed in part, finding that the 
ordinance in question violated the 
Equal Protection Clauses of the 
US and Michigan Constitutions. 

In reviewing the matter, the 
Michigan Supreme Court stated that 
the appropriate level of review for 
the city ordinance is "rational basis." 
Under this test, the ordinance will 
be constitutional if it is reasonably 
related to a legitimate governmental 
purpose. To prevail under the 
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"rational basis" test, the party chal
lenging a statute must overcome the 
presumption that it is constitutional. 
For the ordinance to be stricken, the 
plaintiffs would therefore need to 
show that the city ordinance is based 
"solely on reasons totally unrelated 
to the pursuit of the [city's] goals." 
[Emphasis added]. 

The Court noted that Defendants 
advanced legitimate objectives for 
the ordinance, including encouraging 
prompt payment of property taxes 
to minimize fiscal problems and 
promoting maintenance of rental 
properties. As stated by the Court, 
"[b]y encouraging timely payment 
of taxes, interest and penalties are 
avoided. This, in turn, frees funds 
to maintain the property, thereby 
promoting health, safety, and welfare 
of residents." [Emphasis added]. 
Thus, the Court held that the 
ordinance did not violate the Equal 
Protection Clauses of the US and 
Michigan Constitutions because 
it was reasonably related to a 
legitimate governmental purpose. 

Appeal is Timely Filed When 
Postmarked within Time Limit, 
Concludes Michigan Court of 
Appeals 
In Florida Leasco LLC v. Dep't of 
Treasury, 2002 Mich. App. LEXIS 42 
(March 22, 2002), the Michigan 
Court of Appeals concluded that the 
taxpayer's appeal to the Michigan 
Tax Tribunal was timely filed. 

The petitioner's appeal to the Tax 
Tribunal was dismissed as untimely 
because it was sent by certified mail 
and received by the Tax Tribunal one 
day after the thirty-five day deadline 
established by MCL § 205.22(1). In 
holding that the petitioner's appeal 
to the Tax Tribunal was timely filed, 
the Court of Appeals noted that the 
only guidance as to what constitutes 
"filing'' is found in MCL § 205.735.1 

Because the court found the statute 
to be ambiguous, it considered the 
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~ 
enacted statements of legislative real property housing the medical 
intent and legislative history in practice. Petitioner's patients paid 
interpreting MCL § 205.735. As for medical services rendered either 
such, the court found that the through private or governmental 
legislative intent in enacting MCL insurance programs. ProMed failed 
§ 207.735 was to codify the petition to present any evidence that it 
filing provisions of Rule 201 of the provided some medical care to 
Michigan Tax Tribunal. Rule 201 indigent patients without charge. 
provided that "'[a] petition shall be In affirming the Tax Tribunal's 
considered filed when mailed by holding, the Court of Appeals first 
certified mail.. .or when delivered noted that the preponderance of the 
in person,' for all matters, not just evidence standard was the proper 
property tax matters." Because the burden of proof because ProMed was Because 
taxpayer sent its appeal by certified trying to establish its membership in ProMed did not 
mail within the thirty-five day dead- an already exempt class. 2 Secondly, own the real line established by MCL § 205.22(1), in denying ProMed's claim to the 

property where the Court of Appeals concluded that public health exemption, the court 
the appeal was timely filed. found that MCL § 211.7r granted an it operated 

exemption only to nonprofit trusts its medical 
Michigan Court of Appeals Rules that owned the real estate on which practice, the 
that Ratio of Taxable Value to the personal property subject to tax exemption 
True Cash Value is not Required was located. Because ProMed did was properly to be Uniform not own the real property where it 
In five consolidated cases, the operated its medical practice, the denied. 

l Michigan Court of Appeals in WPW exemption was properly denied. 
Acquisition Co. et. al. v. City of Troy Regarding the charitable purpose 
et. al., (Docket Nos. 224234, 224813, exemption, the court found that 
226224,228106, and 232132) (March although ProMed Healthcare had an 
8, 2002), affirmed the Oakland and internal policy which required it to 
Wayne County circuit courts opinions provide an appropriate level of chari-
and ruled that the Michigan ty care to the public, ProMed failed 
Constitution does not require that to prove that it complied with this 
the ratios of taxable value to true policy. 3 The court reasoned that to 
cash value be uniform among real allow the exemption under such 
property in a taxing district. circumstances would effectively 

broaden the exemption for any 
Taxpayer Did Not Qualify for medical practice that organized 
Property Tax Exemptions, Finds itself as a nonprofit corporation and 
Michigan Court of Appeals maintained an internal policy offer-

Affirming the Tax Tribunal, the ing charitable services. Determining 

Michigan Court of Appeals found that the Legislature could not have 
intended MCL § 211.7o to have such that Petitioner, ProMed Healthcare, a result, the taxpayer's request for was not exempt from personal prop-

erty taxation under either the public the property tax exemption was 

health exemption or the charitable denied. 

purpose exemption in ProMed Michigan Court of Appeals 
Healthcare v. City of Kalamazoo, Holds that Property Tax 
2002 Mich. App. LEXIS 108 Statute is Constitutional 
(Feb. 1, 2002). 

In Taylor Commons v. City ofTaylor 
~ Petitioner was a non-profit corpo-

ration operating a family medical and County of Wayne, 2002 Mich. 

practice. Petitioner did not own the App. LEXIS 112 (Feb. 5, 2002), the 
Michigan Court of Appeals affirmed 37 
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the lower court and held that MCL 
§ 211.10, which froze 1992 property 
tax assessments at their 1991levels 
while adjusting to reflect "additions 
and losses" to the property, was 
constitutional. Application for leave 
to appeal was filed on Feb. 26, 2002 
in the Michigan Supreme Court. 

In 1991, plaintiff's owned partially 
improved property in Taylor, 
Michigan that was assessed at 
$491,420 (50% ofits true cash value 
on December 31, 1990). In 1991, 
the taxpayer completed construction 
of a shopping center on the property. 
According to MCL § 211.34d(1)(a), 
this construction completion was an 
"addition." Consequently, the proper
ty was assessed at $2,295,320 for the 
1992 tax year versus its 1991 assess
ment level. Plaintiff challenged the 
constitutionality of the Act before 
the Tax Tribunal who declined to 
address the constitutional issue on 
the ground that it lacked proper 
jurisdiction. The Tax Tribunal, 
however, found that the defendants 
properly assessed plaintiff's property. 
Plaintiff appealed. 

On appeal, the taxpayer argued 
that MCL § 211.10 violated the 
requirement of uniformity in the 
assessment of ad valorem property 
taxes and that equal protection 
considerations did not apply. After 
examining previous cases, the court 
determined that an equal protection 
analysis was appropriate to deter
mine the uniformity of ad valorem 
property tax assessments. The 
court noted that the taxpayer did 
not prove that the statute treated 
similarly situated property owners 
disparately. Continuing its analysis, 
the court reasoned that the classifi
cations provided in the statute 
were based on real differences that 
reasonably suggested the necessity 
of different treatment. Therefore, the 
statute was constitutional and did 
not violate equal protection or the 
concept of uniformity set out in 
Const 1963, art 9, § 3. 
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Michigan Tax Tribunal Finds 
that 80% of Revenue is Royalty 
Income for SBT Purposes 
The Michigan Tax Tribunal found 
that 80% of the access fee revenue 
Realtron received from its sub
scribers was royalty income and thus 
was deductible from the company's 
Single Business Tax (SBT) base in 
Realtron Corp. v. Department of 
Treasury, MTT Docket No. 173926 
(Dec 20, 2001). 

The case was on remand to the 
tribunal from the Michigan Court 
of Appeals and Supreme Court. The 
appellate courts requested further 
fact-finding regarding the percentage 
of revenue associated with use of 
its Spectrum software system as 
opposed to payment for services 
associated with computer hardware 
and telephone lines. The tribunal 
determined that 80% of revenue 
was related to the use of Realtron's 
Spectrum software system and 
deductible from Realtron's SBT base 
as royalty income. The remaining 
20% was related to services and 
hardware, and therefore not 
deductible. 

Michigan Legislature Creates 
Single Business Tax Credit 
On Jan. 7, 2002, Gov. John Engler 
approved legislation to create a 
Single Business Tax credit outlined 
in MCL § 208.39d. Senate Bill 516 
(Public Act 249 of 2001) allows tax
payers to claim a credit for tax years 
beginning after December 31,2000 
against the SBT equal to $1 per 
long ton of qualified low-grade 
hematite consumed in an industrial 
or manufacturing process. The credit 
is nonrefundable, but may be carried 
forward for five tax years. 

Michigan Legislature Expands 
Tax Base of Franchisers 
On Jan. 3, 2002, Gov. John Engler 
approved legislation to expand the 
tax base of franchisers. Senate Bill 
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486 (Public Act 230 of 2001) amends 
MCL § 208.9. Franchisers are now 
required to include in their tax base 
royalties, fees, or other payments 
paid by a franchisee to establish or 
maintain a franchise relationship. 
On the other hand, franchisees are 
permitted to exclude from their tax 
base such royalties, fees, and other 
payments. Thus, the bill changes the 
composition of the SBT tax base for 
businesses involved in a franchise 
relationship. 

Also, on Jan. 3, 2002, Gov. John 
Engler approved legislation to revise 
the definition of sales for SBT pur
poses. House Bill 54 7 4 (Public Act 
229 of 2001) amends MCL § 208.7 
so that the definition of sales now 
includes royalties not deducted in 
computing the SBT tax base, except 
for royalties paid to a franchisor as 
consideration for the use outside of 
Michigan of trade names, trademarks 
and similar tangible property. 

Michigan Legislature Creates 
Foreign Airlines SBT Tax Base 
Exemption 
On Jan. 11,2002 Gov. John Engler 
approved legislation to create a for
eign airlines SBT tax base exemp
tion. Senate Bill 775 (Public Act No. 
278 of 2001) amends MCL § 208.19 
to exempt the portion of the tax base 
attributable to the international 
operation of aircraft by a foreign 
corporation whose gross income is 
exempt under IRC § 883(a). This 
SBT exemption is applicable only for 
tax years beginning after December 
31, 1999 and before January 1, 2001. 

This Update was prepared by GIANLUCA 
A.D. PITETTI and JENNIFER TROYER of 
KPMG LLP. 

----------------------------ENDNOTES-----------------------------

1. MCL § 205.735 was amended by 2000 PA 165, effective June 20, 2000. The Court of Appeals holding was 
made without reference to the amendment. 

2. Beyond the reasonable doubt standard of proof only applies when a petitioner attempts to establish a class 
of exemptions. 

3. ProMed could not show any documentation regarding the alleged charitable services it provided. 

-------~------ ---------- .. ._ _______ , _____ _ 
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