STATE OF CALIFORNIA

STATE BOARD OF EQUALIZATION  CAROLE MIGDEN
450 N STREET, SACRAMENTO, CALIFORNIA First District, San Francisco
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Fourth District, Los Angeles
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State Controller, Sacramento

. TIMOTHY W. BOYER
Dear Interested Party . Interim Executive Director

Enclosed are the Agenda and Status Report for the August 6, 2003 Business Taxes Committee
(BTC) meeting. This meeting will address the proposed amendments to Audit Manual
Chapter 4, General Audit Procedures, regarding property held for resale, when the property is
transferred from an inventory account to a capital asset account and depreciated (continued from
the 5/28/03 BTC meeting).

Action 1 on the agenda includes a choice of three alternatives for new Section 0408.28 of the
Audit Manual.

If you are interested in other topics to be considered by the Business Taxes Committee, you may
refer to the “Board Meetings and Committee Information” page on the Board’s Internet web site
(http://www.boe.ca.gov/meetings/meetings.htm#two) for copies of Committee discussion or
issue papers, minutes, a procedures manual and calendars arranged according to subject matter
and by month.

Thank you for your input on these issues and I look forward to seeing you at the Business Taxes
Committee meeting at 9:30 a.m. on August 6, 2003 in Room 121 at the address shown above.

Sincerely,

Ramon J. Hirsig
Deputy Director
Sales and Use Tax Department

RJH: 1k
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Honorable Carole Migden, Chairwoman
Honorable Claude Parrish, Vice Chairman
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Honorable John Chiang, Member, Fourth District
Honorable Steve Westly, State Controller, c/o Ms. Marcy Jo Mandel
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Ms. Carole Ruwart, Board Member’s Office, First District (MIC 71)
Ms. Sabina Crocette, Board Member’s Office, First District

Mr. Neil Shah, Board Member’s Office, Third District (via e-mail)

Mr. Romeo Vinzon, Board Member’s Office, Third District (via e-mail)
Mr. Matthew Zylowski, Board Member’s Office, Third District

Ms. Margaret Pennington, Board Member’s Office, Second District (MIC 78)
Mr. Lee Williams, Board Member’s Office, Second District (via e-mail)
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Board Status Report, July 23, 2003

BOE-1586 REV. 1 (1-00) STATE OF CALIFORNIA

BOARD STATUS REPORT BOARD OF EQUALIZATION
[ ] Board Members
[X] Business Taxes Committee

~ BOARD OF EQUALIZATION [] Customer Services and Administrative
Efficiency Committee

/A STATUS REPORT [] Legislative Committee
[ ] Property Tax Committee
[] Other

Topic:

Proposed revisions to be incorporated in Audit Manual, Chapter 4, General Audit Procedures,
regarding property held for resale and used for demonstration and display, when the property is
capitalized and depreciated for financial and income tax purposes.

Background:

At its May 28, 2003 meeting, the Business Taxes Committee (BTC) postponed action on this topic
and directed staff to refine the language proposed by interested parties and bring it back for
consideration at the July 9, 2003 meeting of the BTC. The BTC Chair subsequently rescheduled
this item for the August 6, 2003 meeting of the Committee. In addition, staff received further
direction from the offices of Board Chairwoman Migden and BTC Chair Chiang to include more
than one alternative proposal for consideration by the Committee members.

The background and discussion of this topic are included in an issue paper distributed in May 2003.
The issue paper, as well as the May 28, 2003 BTC meeting minutes, are available on-line at
http://www.boe.ca.gov/meetings/btc2003.htm.  The issue paper included the staff’s and the
interested parties’ recommendations regarding capitalization and depreciation of resale inventory.

In summary, staff’s position in the May 2003 paper was that tax applies to the cost of resale
merchandise when the property is capitalized and depreciated because the property is no longer
regarded as held for resale in the regular course of business. Interested parties’ position was that,
while capitalization and depreciation of resale merchandise is a strong presumption of taxable use,
if the taxpayer provides evidence that such property is used exclusively for demonstration and
display, no tax is due.

Current Status:

Three alternatives were drafted to address the issue.

Alternative 1 is based on the direction provided by the BTC in May 2003 and provides that the
capitalization and depreciation of inventory merchandise results in a strong presumption that the
property is withdrawn from inventory. It is the taxpayer’s burden to show by documentation
deemed suitable to the Department that the property has been used in an exempt manner. The
exemption is limited to demonstration and display usage while holding the property for sale in the
regular course of business. Staff is concerned that this alternative does not provide the level of
guidance staff normally finds in the Audit Manual

EPC Page 1 of 2
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Alternative 2 embodies the concept expressed in Alternative 1, but provides further guidance to
auditors and taxpayers in regard to the documentation that should be available to support the
nontaxable use of the property.

Alternative 3 is based on staff’s recommendation in the issue paper published in May 2003. The
proposed language states that when resale inventory used for demonstration and display is
transferred to a fixed asset account and depreciated, the property is not held for sale in the regular
course of business and its use is subject to tax. The alternative provides an exception to the taxable
use when there is a federal or state statute, regulation, or ruling that requires or allows the
depreciation of the property in question while holding it for sale in the regular course of business.
Staff believes this alternative provides a bright-line test that could be easily and consistently
administered.

A comparison of the three alternatives is attached as Exhibit 1. The alternatives were discussed
with the interested parties who submitted comments and proposed language prior to the
May 28, 2003 BTC meeting. Representatives from Ernst & Young and Sun Microsystems (E&Y
and Sun) expressed their support for Alternative 1. They believe this alternative reflects the
concept supported by the Business Taxes Committee at its May 28, 2003 meeting.

Interested parties also support the concept expressed in Alternative 2, but disagree with the
highlighted portion of the following sentence in the last paragraph of Alternative 2: “The
nontaxable use of capitalized and depreciated inventory must be substantiated with complete
records maintained for each item of demonstrated property.” E&Y and Sun believe 1) this
language goes beyond the requirement for general recordkeeping in Regulation 1698, Records, and
2) to the extent the proposed revisions are retroactive, the highlighted language “could significantly
harm taxpayers who do not currently have an understanding of this kind of burden.” E&Y and Sun
request that the above sentence read: “The nontaxable use of capitalized and depreciated inventory
must be substantiated with all records necessary to determine a valid exemption for the
demonstrated property.” Staff disagrees. The requirement that records be maintained for each item
claimed as nontaxable is not a departure from Regulation 1698 nor does it create a new requirement
for verifying that claimed nontaxable transactions are otherwise valid. The sales and use tax is
imposed on individual transactions (i.e., the sale or the use of tangible personal property) and is not
based on a conglomerate measure. As such, each transaction claimed as nontaxable must be
supported by complete records available for examination either on an actual or test basis.

E&Y and Sun further expressed objection to Alternative3, opining that this alternative is contrary to
the Committee’s recommendation at its May 28, 2003 meeting. As noted above, staff believes that
this alternative provides a bright-line test and is provided as an alternative for the Board members’
consideration.

Conclusion:

Before the BTC, for its consideration and approval of one alternative, are three options for proposed
Audit Manual language as described above. The proposed revisions seek to clarify the application
of tax to resale inventory used for demonstration and display when the taxpayer charges the
property in question to a fixed asset account and depreciates it.

Prepared by: Program Planning Division, Sales and Use Tax Department

Current as of: July23, 2003
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