Revenue and Transportation Committee (Materials}
April 17 and 18, 2008

1. Realty Transfer Certificate Project/Land Sales
a. Realty Transfer Project — Income Tax Compliance on Land Sales
b. Realty Transfer Certificate Data Capture Status
c. Non-Resident Participation in Montana Real Estate Transactions Summary
d. Summary Results from Montana Real Estate Transactions Compliance
Initiative
e. Results from Montana Real Estate Sales Compliance Initiative
f. 1099 S Compliance Cases Worked
g. Withholding at Time of Sale vs. After Sale Collection Efforts
h. Estimated Rates of Return on Nonresident Land Sales
i. Federal Individual Income Tax Underreporting Gap
j. General Compliance Rate of Selected Taxpayer Groups
k. List of States With Non-Resident Withholding on Land Sales

2. Tax Season Filing and Taxpayer Services Update
a. Tax Season Update
b. E-Services Time Line — Where We Are and Where We Are Going

3. Tax Compliance
a. Audit Collections and Expenditures by Fiscal Year
b. Ratio of Audit Collections to Expenditures by Fiscal Year
¢. Compliance and Collections — Third Quarter FY08 Report
d. Pass-Through Entities Audit Program Report

4, Litigation Update/Pass-Through Entities
a. Major Case Update
b, Centrally Assessed — Taxes Paid Under Protest

5. Restaurant Beer and Wine Licenses
a. New Restaurant Beer and Wine Licenses - Summary
b. New Restaurant Beer and Wine Licenses - Status Update by City

6. Federal Economic Stimulus Legislation
a. Overview of the Economic Stimulus Act 2008
b. Overview of Housing Market Relief Legislation
c. Economic Stimulus Payments

7. Property Reappraisal
a. Relationship of Reappraisal to Market Trends
b. Update on Current Property Reappraisal Cycle
c. 2009 Reappraisal Graph
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Montana Department of Revenue
Pass-Through Entities Audit Program Report
April 17, 2008

Over the last year, the Department has increased our compliance efforts associated with pass-
through entities. Pass-through entities are those entities where the income earned by the entity
passes through or flows through to the respective shareholders or partners. S. corporations and
partnerships are examples of pass-through entities. There are approximately 23,000 S.
corporations and 17,000 partnerships that file tax returns in Montana. For comparison purposes
there are 17,000 C. corporations that file a Montana tax refurn.

Pass-through entity compliance enforcement is an area where many states and the federal
government have very limited or no audit program. For example, the recently released IRS
Oversight Board’s 2007 Annual Report indicates that the IRS had audited only 12,200 of 3.1 million
partnership returns in EY2007. Montana, as well as other states, has recognized that this area
needs some attention and has focused some of our resources toward this endeavor. This includes
the recent development of a pass-through “unit” which will concentrate exclusively on pass-through

issues.

As evidenced below, the focus of the compliance efforts has been directed to individual
shareholders or partners who have not filed an income tax return and also to entities that have

underreported income.

Field Audit:

Eleven field audits have been conducted of “non-resident pass-through” entities during the past
year. The majority of these audits represented entities that reported significant taxable income and
operated in multiple states, including Montana. These audits have generated approximately
$255,044 in FY2007 and $1,332,253 in FY2008.

We have recently conducted several audits of multi-tiered pass-through entities. These entities
involve many levels of owners, and the intent of these audits is to ensure that Montana source
income flows through at each specific entity level. These audits are currently in progress. The
findings of these audits will be reported in a future report.

Office Audit:

Our office audit activities have largely consisted of identifying non-filing pass-through entities, as
well as their respective partners and shareholders. Auditors have utilized various identification
techniques to collect taxes from 351 entities that had not previously filed. The 351 entities were
delinquent on over 500 tax periods. This compliance work has generated over $74,410 in FY2006,

$2,183,213 in FY2007 and $451,230 in FY2008.
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The following chart illustrates the progress in terms of audit collections that this program has
produced.

hrough Entity Collections by Fiscal Year
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Publicly Traded Partnerships:

The department has been working with publicly traded partnerships regarding their filing
obligations. Publicly traded partnerships are simply partnerships where the ownership shares are
publicly traded on a daily basis. Publicly traded partnerships are generally formed for the purpose
of raising capital for energy projects. The filing obligation issue is related to how the publicly traded
partnership files and how the owners of the partnership file. The department anticipates this
project being completed later this summer. The appropriate findings will be reported at that time.
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MEMORANDUM
To: Dan Bucks, Director ey
From: C. A. Daw, Chief Legal Counsel 7 _—
Date: April 17, 2008

Subject: Department of Revenue Major Case Update — February 2008 — April 2008

Montana Supreme Court:

PacifiCorp: Presently on appeal to the Supreme Court from Judge McCarter’s denial of
DOR’s motion to dismiss on the basis of PacifiCorp filing a notice of appeal from the STAB
decision, rather than a petition for judicial review, with the district court.

Gannett Satellite Information Network: (Corporate tax case.) Taxpayer recently appealed
adverse ruling from the 1st Judicial District Court to the Montana Supreme Court. Issue
before the Supreme Court is purely legal-does the definition of § 15-31-302(1), MCA,
contain two independent tests for determining the presence of business income. DOR
contends, and the District Court agreed, that two tests are present. Once the Supreme
Court issues a decision, the case returns to STAB for consideration of the remaining
legalffactual issues.

District Court:

NorthWestern Corporation: NorthWestern has briefed its Petition for Judicial Review from
STAB’s 9/13/07 decision. The Department’s brief and oral argument are set for June.

State Tax Appeal Board (STAB):

Gold Creek Cellular, LLC (Verizon Wireless): The parties have agreed to a scheduling
order calling for a June 2009 trial.

Barretts Minerals: This matter is before STAB to determine whether or not Barretis
Minerals is unitary with Minerals Technology. Barretts has appealed various discovery
issues 1o the district court, which have all been denied, and the matter is currently back
before STAB, with the possibility of an appeal from the most recent District Court order to
the Supreme Court.
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