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Discussion of proposed changes to the Qualified Purchaser Program

Issue

Should BOE change the way it administers the Qualified Purchaser Program?

Background

Assembly Bill (AB)x4 18 (Stats. 2009, ch. 16) added Revenue and Taxation Code section 6225, which, effective
January 1, 2010, requires that a “qualified purchaser” must register with the State Board of Equalization (BOE) and report
and pay use tax directly to BOE. A “qualified purchaser” means a person that meets all the following conditions:

e The person is not required to hold a seller’'s permit or be registered pursuant to Revenue and Taxation Code
section 6226 (Certificate of Registration — Use Tax);

e The person is not a holder of a use tax direct payment permit as described in Revenue and Taxation Code
section 7051.3;

e The person receives at least $100,000 in gross receipts from business operations per calendar year; and
e The person is not otherwise registered with the BOE to report use tax.

Unreported use tax is the largest area of noncompliance in California’s sales and use tax program. BOE estimates the
use tax gap — from unreported use tax purchases by both business and individual consumers - to be $1.145 billion
annually. Created by the Legislature, the Qualified Purchaser Program addresses the business-to-business component of
the use tax gap.

Administration of Qualified Purchaser Program
Outreach

BOE informed taxpayers of the new program’s requirements in a number of ways. In September 2009, BOE issued a
press release, sent a Special Notice to all tax practitioners and certain service industry associations and government
associations (54,000 notices), provided information in several tax professional seminars, and posted frequently asked
guestions on the BOE website. Since these initial outreach efforts, staff has added and clarified the information on our
website. In addition, in March 2010, Publication 126, Mandatory Use Tax Registration for Service Enterprises, was
developed to explain the program and answer taxpayer questions.

Page 1 of 5



BOE-1489-L REV. 2 (6-09) STATE OF CALIFORNIA
INFORMAL ISSUE PAPER BOARD OF EQUALIZATION

Implementation

Historically, BOE has had little contact with service businesses that are not also retailers. Consequently, prior to the
Qualified Purchaser Program, staff had very little data about service business purchasing patterns and the potential for
use tax liability within certain industry groups or by size of business. Using the statutory gross receipts threshold to drive
our efforts, staff took the following steps to implement the Qualified Purchaser Program:

o |dentified potential qualified purchasers based on income and payroll tax data. This data was matched against
the account records in BOE's IRIS program to prevent duplicate registration of taxpayers.

e Beginning December 2009, staff sent weekly mailings of 10,000 letters explaining the new legislation. The letters
notified taxpayers that they have been identified as a qualified purchaser. In order to simplify the registration
process, notified taxpayers were also advised that BOE would be creating for them an account to report their use
tax liability, and that once the account was created, they would be asked to report their use tax liabilities for the
current year and two prior years (three years total). Although staff could have looked at an eight-year period,
limiting reporting to three years made the Qualified Purchaser Program consistent with BOE's In-state Voluntary
Disclosure Program for reporting use tax.

e Beginning February 2010, staff created accounts for approximately 180,000 identified qualified purchasers and
mailed them instructions on how to efile their returns.

e In 2011, following the same process, BOE identified and registered approximately 350,000 additional qualified
purchasers. These taxpayers were also provided instructions on how to efile their returns.

This simplified registration process allowed taxpayers to meet their registration requirements without completing an
application or having to visit a BOE office to register.

Program Results and Costs. The data below is based on information through June 30, 2011:

January 2010 — June 2011
Total Number of Total Average Number of Number of
Accounts Returns Revenue Revenue Accounts Filing Delinquent
Registered Filed with Reported per Return | Zero in the Last Accounts
Tax Due’ Filed with 3 Consecutive
Tax Due Years
517,065 142,010 $84,790,923 $597 262,442 169,615

In the analysis for ABx4 18, BOE believed 200,000 businesses would be required to register under the program. Staff
estimated 124 positions would be needed agency wide to implement the program, costing $10.2 million in 2010-11. In the
Sales and Use Tax Department’s Use Tax Administration Section, 51 people currently work on the Qualified Purchaser
Program, registering accounts and following up on delinquencies. Thirty of these staff were redirected from the In-State
Service Business (ISS) Tax Gap Program (created in BOE’s 2007 Tax Gap effort, the ISS program also focuses on use
tax collection from service businesses).

Discussion of the Issue

With the Qualified Purchaser Program in operation for less than two years, staff does not yet have enough experience
with the program to make a recommendation regarding the policy of whether changes to the statute should be considered.
However, staff believes that, based on the data gathered to date, the program can be administered in a more cost
effective and efficient manner within the current statute.

Accordingly, staff proposes a three-point approach to change how BOE registers and unregisters taxpayers by:

! The number of returns filed cannot be compared to the total number of accounts registered because the number of returns filed by

taxpayers varies. Also, the total number of accounts registered includes accounts that have since been closed out.
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1. Discontinuing the simplified convenience registration process based solely on the taxpayer meeting the criteria of
the statute,

2. Allowing taxpayers to close their permit if their gross receipts drop below the $100,000 threshold for the last two
consecutive years, and

3. Automatically deregistering taxpayers that have filed zero returns for three consecutive years.

Simplified convenience registration. As staff has implemented the Qualified Purchaser Program, we have found that
the original estimate of 200,000 affected businesses was significantly understated. In addition to the over 500,000
accounts registered in the first two years of the program, 300,000 new taxpayers have been identified that are not
currently registered. In comparison, BOE currently administers approximately 850,000 sales and use tax accounts
(excluding the Qualified Purchaser accounts).

As explained in the Background section, Revenue and Taxation Code section 6225 provides that qualified purchasers are
required to register with BOE. To simplify the registration process, staff automated the registration of these taxpayers by
creating accounts for them when they were identified as meeting the criteria of the statute. As previously explained, this
simplified registration process allowed taxpayers to meet their registration requirements without completing an application
or having to visit a BOE office to register. Although not previously done on a large scale, automated registration is not
unique to the Qualified Purchaser Program. BOE’s Consumer Use Tax Section will issue taxpayers account numbers
when staff receives information that use tax may be due on the transfer of a vehicle, vessel, or aircraft.

This registration process also provided staff with a large amount of data that can now be analyzed and used to determine
the population of taxpayers that are most likely to have purchases subject to use tax. In addition, sending notices to such
a large number of service businesses also provided use tax information and education to a group of taxpayers that are
generally not contacted by BOE. Staff believes that this outreach has also increased reporting of use tax on California
income tax returns and on the BOE's use tax return (BOE-79-B).

Automated convenience registration has resulted in significant amount of revenue reported. However, it has also resulted
in a significant amount of zero and unfiled (delinquent) returns. After considering all that has been learned since
implementing the Qualified Purchaser Program, staff believes that the time spent registering this large number of
accounts and following up on thousands of potential delinquencies would be better spent identifying and registering
businesses that, because of the size and nature of their operations, are more likely to make purchases subject to use tax.
Staff would continue to identify taxpayers that meet the requirements of the statute; however, instead of automatically
registering all of these taxpayers, staff would send informational notices explaining the requirements under the program.

Deregistration. Under BOE’s current administration of the Qualified Purchaser Program, a taxpayer remains registered
unless they close the business or become registered with the BOE to report sales and use tax (e.g., becoming a retailer
and obtaining a seller’s permit). In either of these events, the taxpayer can close their qualified purchaser account by
completing form BOE-345-QP, Qualified Purchaser — Registration Update.

This limited ability to close a permit was discussed at the Tax Gap stakeholder meetings with interested parties
recommending that taxpayers be allowed to close their permit if their gross receipts dropped below the $100,000
threshold for two consecutive years. Staff agrees with this recommendation. In addition, staff believes that it is not
necessary for a taxpayer to hold a permit when the taxpayer consistently does not have any purchases subject to use tax
to report. Staff recommends that BOE automatically deregister qualified purchasers after they file zero returns for three
consecutive years. This action would be similar to the process BOE currently follows for seller's permit holders who report
zero sales. Staff's proposal would include taxpayers that report three annual returns at one time (e.g., taxpayers
contacted in 2009 were asked to complete returns for 2007, 2008, and 2009). Taxpayers would, however, have to file
returns; staff would not consider three years of unfiled returns to be the same as reporting zero liability for three years.

Other issues. Unless required to report use tax directly to BOE, California businesses can report their use tax liability on
their business income tax returns. Individuals can also report use tax liability on their personal income tax returns, and
beginning 2012, individuals will have a look up table to estimate their use tax liability. At this time, however, there is no
look-up table for businesses to estimate their use tax liability. Non-income tax filers can report use tax on BOE'’s use tax
return (BOE-79-B).

Another issue discussed at the Tax Gap stakeholders meetings was the recommendation by interested parties to change
the due date of qualified purchaser returns from April 15 to the due date of the taxpayer’s timely filed income tax return.
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This would allow taxpayers to review their purchase records for use tax at the same time they are gathering records for
the preparation of their income tax returns. Although staff wants to make reporting easy for taxpayers, staff believes it
would be administratively impractical to implement such a change. BOE would not know when a particular taxpayer’s
income tax return was due (i.e., taxpayers reporting on a fiscal year, or filing an extension), and consequently, would not
know when a return was filed late or when an account was delinquent. Staff does not recommend that the due date
currently in the statute be changed.

As a final item, staff notes that the Qualified Purchaser Program will be available in the first phase of the electronic
registration project. BOE'’s eRegistration is expected to be available by March 2012.

Alternatives
Alternative 1

Revenue and Taxation Code section 6225 provides that in order to facilitate the collection of use tax, qualified
purchasers must register with BOE to report use tax. Staff believes the Qualified Purchaser Program would run
more efficiently if BOE made the following changes to how it registers and deregisters taxpayers:

1. Allow taxpayers to close their account if their gross receipts drop below the $100,000 threshold for the last two
consecutive years. After closing the account, taxpayers would be advised to report future use tax purchases on
their business or personal2 income tax return. If the taxpayer meets the threshold requirements in a future year,
they must re-register if they make purchases subject to use tax.

2. After three consecutive years of filing zero returns, BOE would automatically deregister the taxpayer’s account.
Upon deregistration, a notice to the taxpayer will explain:

e BOE has the discretion to examine the taxpayer’s records even after deregistration,

o If the taxpayer meets the threshold requirements of the statute, they must re-register if they make purchases
subject to use tax in the future, and

o |If the taxpayer no longer meets the threshold requirements, they should report future use tax purchases on
their business or personal® income tax return.

3. BOE will no longer perform automated convenience registration of taxpayers solely because they met the
$100,000 gross receipt threshold. However, BOE will require registration of taxpayers that meet the threshold
requirements, but using a more focused approach to identify taxpayers likely to make purchases subject to use
tax based on industry type, gross receipts, or other available information.

Pros

e Will substantially decrease the number of accounts BOE would register (300,000 accounts identified for the
next campaign).

e Protects the current revenue received under the program.

e Will result in deregistering an estimated 262,000 accounts that have reported zero use tax in the last three
consecutive years.

o Staff time currently spent on the automated convenience registration of all taxpayers meeting the
requirements of Section 6225 can now be focused on indentifying businesses that have a high potential for
use tax liability. Staff believes that focusing registration on these accounts will result in greater revenue than
what has been reported under the current process.

e Does not require legislative change; changes can be implemented immediately.

e |s consistent with the statutory intent to facilitate the collection of use tax.

Taxpayers reporting business income on Schedule C of their income tax returns would report use tax on their personal income tax
returns.

% see footnote 2 above.
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Cons

e Willincur a workload to deregister and close out accounts.

Alternative 2

Do not change current policy. Continue simplified convenience registration of qualified purchasers with gross
receipts of $100,000 from business operations and require that the business be registered until it ceases to exist
or obtains a different permit to report use tax.

Pros

e Current practices have resulted in significant revenue. Continuing BOE'’s current practice should continue to
result in new use tax revenue.

e Does not require any legislative change.

Cons

e BOE has identified an estimated 300,000 qualified purchasers requiring registration next year.

e Taxpayers that consistently report zero use tax liability will be required to maintain their accounts and file
returns.

o Staff will continue to spend significant time registering thousands of accounts that report zero, and following
up on potential delinquencies that may result in zero liability.

Recommendation
Staff recommends the Board approve Alternative 1.

Critical Time Frames

If BOE continues its current registration process, approximately 300,000 new taxpayers would be scheduled to receive
registration notices beginning October 2011.

Preparation and Reviews

Tax Policy Division, Sales and Use Tax Department

Current as of:  July 12, 2011
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State of California Board of Equalization

Memorandum Board Proceeding Division MIC:80

To : Honorable Jerome E. Horton, Chairman Date: July 22, 2011
Honorable Michelle Steel, Vice Chair
Honorable Betty T. Yee, First District .
Honorable John Chiang, 300 Capitol Mall, 18" Floor

et /{%c/mm/
From :fé iane Olson, Chief
Board Proceedings Division

Subject : Item P3.2, Informal Issue Paper — Discussion of Proposed Changes to the Qualified Purchaser
Program
July 27, 2011

Mr. Runner has requested the attached information be distributed to Board of Equalization
Members and staff, as it is related to ltem P3.2, Informal Issue Paper — Discussion of
Proposed Changes to the Qualified Purchaser Program - Board Member Authored Memo.

The information is a summary of the results of Senator Runner’s informal survey on his
website regarding the Qualified Purchaser Program.

The item is scheduled to be before the Board for your consideration on Wednesday, July 27,
2011.

This information is being distributed in accordance with the Bagley-Keene Open Meeting Act
(Government Code Section 11120 et seq.), for discussion at the Board meeting.

Attachment

cc: Honorable George Runner

Ms. Regina Evans, MIC:72
Mr. Louis Barnett
550 Deep Valley Drive, Suite 355, Rolling Hills Estates, CA 90274

Mr. Alan LoFaso, MIC:71
Mr. Sean Wallentine, MIC:78
Ms. Marcy Jo Mandel,
777 South Figueroa Street, Suite 4800, Los Angeles, CA 90017

Ms. Kristine Cazadd, MIC:73
Mr. Randy Ferris, MIC:83
Mr. Jeff McGuire, MIC:43
Mr. David Gau, MIC:63

Ms. Anna Brannen, MIC:26
Ms. Anita Gore, MIC:86



Small Business Feedback on the Qualified Purchaser Program

We are a CPA firm. Many of our clients have had to register. In virtually all cases,
the client owed either no tax at all, or owed less than the cost of our fee to assist
them.

- William, Simi Valley CPA

The desperate, heavy-handedness of the people | called for information about this
program, made it clear that they felt my business had already violated the law
and was criminally negligent... | can easily move my company headquarters to
another state.

- Mike, San Dimas business owner

I am a CPA... Some of my clients (small businesses) eventually end up paying me to
file the returns for them. The cost to the taxpayers in additional accounting fees
and their own time is significantly more than the use tax they eventually pay to
the state. The state income tax saved by the taxpayers for their cost of
compliance exceeds the additional sales tax they eventually pay.

- Loren, Sacramento CPA

I'm a CPA who has spent many unbilled hours explaining and helping to comply
with this program. In my office, nowhere near the taxes have been paid in the
program to what it has cost the taxpayers and my office.

- Paul, California CPA

In my tax/bookkeeping practice less than 5% of my clients pay any tax. This leads
me to believe that the vast majority of Qualified Purchasers statewide do not pay
any tax but have to pay for preparation fees adding another straw to making the
decision to move out of state.

- Cap Porterfield, California Enrolled Agent (EA)



I'm a CPA. My clients come to me with the notice of delinquent filing and want to
know what they need to do. Yes, it costs them more for me to walk them through
the form than the state is making in sales tax.

- Elizabeth, California CPA

I am a small business providing care to the developmentally disabled. | do not
make purchases from out of state entities. | buy local... It seems like a lot of
energy is wasted trying to get a few dollars from a business like mine.

- Richard Kendall, Fresno

It is simply a bureaucratic nightmare for any Californian to have to comply with,
adding to the very unfriendly business climate that currently exists. It is just not
worth the time or effort to go through with the forms for this program.

- Paula, Yuba City business owner

I am a CPA and | have only had 1 or 2 of maybe 50 - 100 returns have any tax due.
- Bruce, Carlsbad CPA

As a CPA firm, we prepare approximately 30 of these "Use Tax" forms and we
have only found one client, in one year, who had anything to report. They are
basically a waste of money for most clients.

- Susan, Folsom CPA

We are already taxed and burdened enough... | am considering relocating to a
friendlier state.
- Brady, Newbury business owner

| think the industries involved should be considered in determining whether to
require a business/individual join the Qualified Purchaser Program; the 100,000
gross income guideline is simply too arbitrary.

- Ralph, Sacramento realtor



I spend enough time dealing with tax forms, | would much rather spend that time
on my business and trying to expand it.
- Brandon, California business owner

The program is cumbersome to small businesses for the amount of tax being
collected. It is my experience that purchases made through the Internet are
relatively small in comparison to the state income taxes being lost.

- Carl, Visalia business owner

The GROSS income that we get is over 5100,000. By the time we have paid wages
to our staff, rent, power and telephone etc., the net income is under 520,000 on
which we support a family of 4. We provide jobs and pay others more than we
receive because an employer has no minimum wage.

“Mrs. Dale”, Thousand Oaks business owner

I am a tax preparer and have numerous clients who have been involuntarily
enrolled. All are in industries that do not charge sales tax and almost all do not
make purchases for their business over the internet or otherwise become subject
to use tax... All the returns but one showed zero amounts. | would like to see some
common sense applied here.”

- Janice, Ventura EA

As a small business struggling to remain afloat, | must seek out the best prices,
and you are punishing me for my frugality. The higher the price and use tax, the
less likely | will be to employ anyone and help out in this lame economy.

- Elisa, Georgetown business owner

| was already required to pay tax on internet purchases on my income tax filing
form for the state, which is where | paid them. Compliance with the BOE demand
cost me time and money and yet | paid no more tax to the state as a result.

- Steve, Penryn business owner



I am a roofing contractor. | don't buy roofing material online or out of state. It's
just more money for my accountant in having to create an account that is useless
for me. My statements will always be zero.

- Debbie, California contractor

Small businesses do not need this administrative burden. They should be helped by
the state to actually do their core business. The overall tax revenue to the state
would probably increase because businesses can accomplish more work, bring in
more revenue and pay more tax.

- Thomas, North Highlands business owner

We are a CPA firm and have been filing these for our clients. Not a single client
understands the tax or the form requirement. It has caused nothing but hardship.
Not a single client has had any tax due.

- Daniel, California CPA

| file my taxes and pay quarterly taxes which includes all of my obligations to the
state. To assume that | am purchasing items out of state is putting the cart before
the horse... If | paid one third less in taxes | could hire an associate and expand my
business and the associate would also pay additional taxes.

- Paul, Sacramento business owner

I am now required to jump through more hoops than everyone else. My state tax
return already asks if | need to pay sales tax. Why do | need to state it twice? And
if I have to, why doesn't every other taxpayer?

- Patrick, Auburn business owner

As a small business owner | see this as just one more reason to consider moving
out of California. The costs in time and money to comply with the burden of
continuously changing rules and regulations is exhausting.

- Jeff, Santa Clarita business owner



I am one of many that have just relocated my business OUT OF CA following the
lead of many large and small enterprises. The reasons are many - lower minimum,
income, sales taxes, fewer regulations, in general a completely opposite treatment
of businesses that bring tax revenue and employees to the state, just to begin. Use
Tax was the “final straw”.

- Dick, former Folsom business owner

We incurred significant cost to comply with accounting for such purchases for the
last few years. When | recently explained to an employee over lunch how much
effort we put into complying with the various local, state and Federal
requirements and how much we as a corporation pay in taxes, his response was
“Is there a better state to do business in?” Perhaps...

- Don, Roseville business owner

Because of [the Qualified Purchaser Program] and unfriendliness of Sacramento
towards business, | am beginning the process to move my business out of CA.
Michael, California business owner

For the years 2007, 2008 and 2009, we owed use tax of 530! What a waste of my
time and tax payers dollars. | now will not order specialized supplies from that
one supplier because they do not collect CA taxes. They are a small business too,
so we all suffer from this ridiculous program.

- Amanda, California business owner

We have had out of state companies refuse to sell to us in California because to
the threats and rude behavior of the BOE agents trying to collect "use tax" and
submit tax forms to the BOE.

- Charlotte, California business owner

After calling my accountant at S300 per hour or portion thereof, | found that |
owed nothing. Another example of California putting another unnecessary onus
on California businesses. We have purchased a home in Nevada and as soon as we



can get out of business in this state, we plan on relocating. And | am a fourth
generation Californian. | never thought | would want to leave this state.
- Charlene, California business owner

I am an Enrolled Agent. For the last few years, | have fielded numerous questions
from my clients about this program. Out of all the returns all of my clients have
filed under this program, | think CA has collected about 5500 in tax. On the other
hand, | have charged several times that in fees, and | have given away even more
of my time than | have charged for in order to maintain goodwill.

- Duncan, California EA

After all of our effort, it generated less than 5200 to the State. We are a small
building contractor and have been in business for about 10 years. It seems that
every year, we have to spend more time and money complying with State of
California mandated programs. Makes it hard to stay in business!

- Bill, California business owner

We have filed on time, yet we were recipients of a mass mailing threatening us
with penalties for failure to comply. | am sure we were one of thousands of
compliant victims who were sent this letter, at a cost of thousands of dollars
wasted by an inefficient and badly managed state bureaucracy.

- Gene, California business owner

My income as a physician has little bearing on my purchases essentially all of
which are made in California.
- Theodore, California physician

I was told we do not have to pay tax if we buy something, and ship it out, say to
an out of state event within 90 days of receiving it. To go through a year of
receipts, and tracking where everything went, we ran up over 53200 in accounting
fees, to find that we owed 597 in tax.

- Robert, California business owner



Qualified Purchaser Program Survey Results
Total 881 responses from 853 unique IP addresses

Question 1
Have you been identified as a "Qualified Purchaser” by the Board of Equalization?

Yes

No

Don't know

-- No Selection --

Question 2
Do you agree or disagree with the Legislature's decision to require "Qualified
Purchasers" to register with the Board of Equalization?

Agree

Disagree

Undecided

-- No Selection --

732
votes
(86%)

o4
votes
(6%)

61
votes
(7%)

votes
(1%)

55
votes
(6%)

681
votes
(80%)

109
votes
(13%)

votes
(1%)



Question 3
How would you describe the Board of Equalization's implementation of the Qualified
Purchaser Program to date?

Excellent

Good

Fair

Poor

Awful

None of the above

-- No Selection --

Question 4
What changes, if any, do you think the Legislature and Board of Equalization should
make to the Qualified Purchaser Program?

Abolish the program

Expand the program

10
votes
(1%)

28
votes
(3%)

85
votes
(10%)

185
votes
(22%)

470
votes
(55%)

61
votes
(7%)

14
votes
(2%)

569
votes
(67%)

13
votes



Raise the income threshold

Exempt some industries

Make registration voluntary

Other

-- No Selection --

(2%)

110
votes
(13%)

115
votes
(13%)

87
votes
(10%)

102
votes
(12%)

23
votes
(3%)
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