State of California Board of Equalization

gMemorandum

To : Mr. Ramon J. Hirsig Date:  July 30, 2008
Executive Director (MIC 73)

W %
é) c ﬂ
From : Ms. Randie J. Hénry, %Director

Sales and Use Tax Department (MIC 43)

Subject : Proposed Revisions to Audit Manual Chapter 4,
General Audit Procedures, and Chapter 5, Penalties

In accordance with the established procedures for audit and compliance manual revisions, I
am submitting the following proposed revisions to Audit Manual Chapter 4, General Audit
Procedures, and Chapter 5, Penalties, for your approval to forward to the Board Proceedings
Division. These changes have been reviewed and approved by SUTD management, provided
to Board Members, and posted at http://www.boe.ca.gov/sutax/staxmanuals.htm to solicit
comments from interested parties since April 22, 2008.

We received no comments from the public. On July 7, 2008, we sent a memo advising Board
Members that there were no comments and of our intention to place these revisions on the
August 20, 2008 Administrative Agenda as a consent item.

The proposed revisions are attached for your reference. We request your approval to forward
these revisions to the Board Proceedings Division for placement on the next Administrative

Agenda as a consent item.

If you have any questions, please let me know or contact Mr. Jeff McGuire at 324-1825.

Approved:

A5 G

j-/\,Ramon J. Hirsig
Executive Director

Attachment



Mr. Ramon J. Hirsig
Executive Director (MIC 73) -2- July 30. 2008

\

cc: (all without attachment)
Mr. Stephen Rudd (MIC 46)
Ms. Freda Orendt (MIC 47)
Mr. Jeff McGuire (MIC 92)
Mr. Bob Buntjer (MIC 49)
Ms. Kelly Reilly (MIC 47)
Mr. Geoff E. Lyle (MIC 50)
Ms. Nini McCormack (MIC 50)
BTCT Files — AM Revisions

BOARD APPROVED
At the August 20, 2008 Board Meeting

Diane Olson, Chief
Board Proceedings Division
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Audit Manual Chapter 4, General Audit Procedures
Summary of Revisions

Moves information from this section to AM sections 0213.03, 0408.20
or 0408.22, as appropriate, for better organization of procedures. AM
section 0213.03 revision will be processed at a later time.

Lists the various types of engagement letters (Form BOE-80 Series)
and explains the use of BOE-80-RU, Record Updates.

Allows the use of the prior audit percentage of error in a current audit
with only one prior audit. Delegates the approval of the use of the
prior audit percentage of error to the District Principal Auditors.
Revision is based on Tax Policy Division memo dated 2/9/06.

Updates procedures for preparing Form BOE-1164, Audit
Memorandum of Possible Tax Liability.

Updates procedures for preparing Form BOE-1032, Information on
Out-Of-State Retailers.

Updates the list of banks that issue credit cards for use by the Federal
Government employees, based on current General Services
Administration (GSA) website and information from GSA staff.

Updates procedures for bad debts incurred by lenders based on Tax
Policy Division memos dated 12/27/05 and 6/23/06.

Updates audit procedures for the Managed Audit Program based on
Tax Policy Division memo dated 5/12/06 memo and draft of suggested
text for AM 0435.20.

Updates prior audit percentages of error memos.

Inserts Form BOE-504-BPA, Sample Letter for Special Printing Aids.
Updates position title for the Chiefs, Field Operations Division.
Updates names of Board Members.



GENERAL AUDIT PROCEDURES 0400.00
INTRODUCTION 0401.00

GENERAL 0401.05
It is not the purpose of this manual to lay down rules so rigid the auditor is
precluded from the exercise of reasonable judgment. Suggested procedures that
conform to standard audit practices are presented with an explanation of the
terms frequently used by-tax auditors. The auditor should recognize, however,

that there are many variations necessitated by application of the law, rules and
regulations, taxpayer’s methods of reporting, and types of records encountered.

For these reasons, it i1s impractical to present procedures that will be applicable

to all situations. The typical flow of the audit process is illustrated in Exhibit 1.

Specific reference is made to the glossary contained in Audit Manual (AM)
section 0490.00 for terms peculiar to tax auditing which are used in this chapter.
The auditor is expected to have a good working knowledge of these terms. It is
suggested that the auditor be familiar with the terms in the glossary prior to
reading this chapter.

OBJECTIVE OF THE TAX AUDIT 0401.10
The primary objective of the tax audit is to determine, with the least possible
expenditure of time, the correct measure of tax. The audit program also
provides information and assistance to taxpayers, enabling them to complete
returns and pay thet-taxes correctly and efficiently. Interpretations of the law
and related regulations—which—are—obtained—by—taxparers during the audit
process; provide them-taxpavers with the abasis-for-the-proper reporting-hasis
or method ef-for reporting future tax lhabilities.

AUDIT SELECTION : 0401.15

Each district has-theis responsiblethity of-for determining which accounts are to
be audited.

The-aostenment-of-aAn audit assicnment does not always result in a completed
audit. Preliminary testing (AM section 0403.25) may disclose that an audit is
not warranted.— in which case Tthe auditor will prepare &uForm BOE-596
Report on Account Bemg Wawed for Auduf» M&h——&&-@i ; ; :

formation

should consider the following points:
e Are accurate and complete records kept?
e Does the markup on cost of goods sold appear adequate?

o Are the persons preparing tax returns familiar with the law and the rules
and regulations pertaining to their particular business?

e Are the reported amounts reasonable considering the type of business,



nature of the premises, the location in the community, etc.?
e Do the reported amounts vary materially from period to period?
e Is there a good system of internal control?
e Is the taxpayer’s past record good?

When working on an fieldaudit assignment, the auditor may discover other
accounts which may not have reported theie-the correct amount of tax-eerreety.
Such information should be communicated to the audit supervisor.

FORM BOE-1164 AND FORM BOE-1032 : 0401.20
ArH—I‘he audltor should prepare ' HoR

I—f—qe—a—Form BOE—1164 Audit Memorandum of Posmble Tax Lzabzlzty, (Exh1b1t
2)_or Form BOE-1032, Information on QOut-of-State Retailers (Exhibit 3) in

appr opriate cwcumqtances qhea%é—-be—p%epa%eé%%hea%e—se%&&g—fea&t—h—’ehe

feﬂ&&ins—m%h—ﬂ&e—wefkiﬁﬁaﬁ%The information on these forms is valuable in

audit selection and may aid in disclosing tax that mav otherwise remain
unreported. Therefore. the importance of preparing these forms cannot be
overemphasized. For information on the use of Form BOE-1164 and Form BOE-
1032, see AM sections 0408.20 and 0408.22.




sttt —op—tHhe—netotit--guestion—his-ademration—meas—adso-be—usefal-botre
et or-prepartre—the—momorandm—regardinethe4ransne o n—H— e s ot —ies
%HM—G%JWLUW%MWMﬂﬂﬁH-ﬁW%%i Mg es OBt the-etse-ol
Confldentlahty of Form BOE-1164 and Form BOE-1032 Information.
Current policy allows copies of Form BOE 1164s and Form BOE-1032s to be
released to a taxpayer& Mﬁ%—s g : ‘%64—:7}3(—‘—4(%%
ool > - Ferrs 1f the confldentlal
1nformat10n about another taxpayer 18 redacted% Thus seller information
must be redacted when the form is provided to the buyer, and buyer information
must be redacted when the form is provided to the seller. Any invoices that are
attached to the-Form BOE-1164 or Form BOE-1032 must also be redacted to
remove confidential information.

- The information to be redacted includes any information which might lead to the
discovery of confidential taxpayer information such as the taxpayer’s name,
permit number, purchase order number, invoice number, dollar amount of

purchase, any—ether—dabe—or comments,
conbidentialnformation:

The auditor should also be alert for activity in other business taxes for which the
taxpayer may not have a permit. See AM sections 0205.51. 0205.55. 0205.55,
and 0205.57.

AUDIT MEMORANDUMS CONCERNING STATE AGENCIES 0401.23
The Department of Finance no longer audits state agencies and therefore no
longer receives or takes action on audit memorandums. Therefore, the audit
memorandums prepared by auditors which involve state agencies should be
distributed in the same manner as other audit memorandums.

The Out-of-State District in auditing out-of-state businesses should question any
sales or leases to the State of California. If they find sales or leases subject to
use tax 1n which the tax was not billed to the Sgtate or reported by the retailer,
such sales or lease receipts should be assessed in the audit. Special care should
be taken to accurately assess applicable local and district taxes.

AUTHORITY — EXAMINATION OF RECORDS & ISSUANCE OF SUBPOENAS 0401.25

Government Code sections 15618 authorizes an auditor to examine records of
the taxpayer and of persons doing business with the taxpayer. Revenue and
Taxation Code (RTC) section 7054 provides additional authority for the
examination of records pertaining to the sales and use tax. Similar provisions
are found in other tax and fee programs administered by the Board.

Government Code section 15613 authorizes the Board to issue a subpoena for
the attendance of witnesses or to produce books, records, accounts and papers.
By developing a good working relationship with the taxpayer, an auditor should
rarely have to rely on a subpoena as a means of obtaining records. However, if a




taxpayer refuses to make requested records available, or places undue
restrictions or conditions on their use, the auditor’s supervisor should be
consulted immediately. Once notified, the supervisor should request the
necessary records from the taxpayer and explain to the taxpayer, either verbally
or in writing, the relevance of the records being requested. If the taxpayer
continues to deny access to necessary records, the District Principal Auditor
should send a letter to the taxpayer detailing the specific records being
requested and the relevance of the records, including a reasonable compliance
date. If the taxpayer fails to comply with this request, the District
Administrator may request the issuance of a subpoena duces tecum based on the
specific records detailed in the District’s previous letter.

Without a subpoena or the taxpayer’s/representative’s permission, under no
circumstances should the auditor take it upon herself/himself to review,
schedule, photocopy, or otherwise access information from files to which the
taxpayer has “forbidden” access.

Requests for the issuance of subpoenas must be made by District Administrators
and submitted to the Chief, Field Operations Division, Equalization Districts 1
and 2 and Out-of-State District, or the Chief, Gelleetions-snd-Third-Distriet-Field
Operations Division, Equalization Districts 3 and 4 and Centralized Collection
Section for approval and forwarding to the Legal Department. When the Legal
Department has prepared the subpoena, it will be forwarded to the requester
with complete instructions for service. Further information concerning the
subpoena process, authority and use is contained in Exhibit 4 — Policy and
Procedure for Subpoena Requests.

Video and Audio Taping

If the taxpayer insists on video or audio taping the auditor as a condition of
making the records available, the Board may consider issuing a subpoena for the
records.

An auditor should not consent to videotaping without discussing the request
with his or her supervisor. Although there may be limited circumstances where
videotaping is approved, generally if a taxpayer insists on videotaping the
auditor as a precondition to the availability of the necessary books and records,
the taxpayer has in effect refused to cooperate with the auditor staff-and has not
made the necessary records available as required by law. Under these
circumstances, the subpoena process may be used to obtain the books and
records.

Although the taxpayer may not make audio taping a precondition for disclosure
of the necessary records, the Board will allow a taxpayer to audiotape audit
discussions with the auditor provided the Board makes its own audio recording.
Depending on the experience of the auditor and/or the nature of the audit issues,
the district may want to consider having a supervisor present during the audio
taping of the audit discussions.



PUBLIC RELATIONS 0401.30

It 1s important that the auditor attempt to establish a good rapport with the
taxpayer thereby encouraging a cooperative attitude.

1. General Information. Fhe-eComplete compliance with this policy cannot be
overemphasized.
The auditor should maintain an objective attitude, tempered by the fact that we
are dealing with human beings. To the extent possible, the auditor should:
*  Encourage a cooperative attitude by being cooperative
Maintain an “arms-length” relationship with the taxpayer in the sense of
not becoming personally involved
Avoid arguing with the taxpayer
+  Avoid “humorous” remarks as they are frequently misinterpreted by the
taxpayer
* Avoid political and religious discussions
Public relations are a factor during the entire course of the audit. The auditor
should develop a sense of timing as to when it is best to discuss the various audit
phases with the taxpayer; e.g., after agreement has been reached regarding
appropriate test procedures with the taxpayer, no further discussion should be
required until test findings are established or necessary changes in agreed
procedure are required. On the other hand, many taxpayers prefer to receive
schedules of questioned items as they are completed. This makes it possible for
the taxpayer to begin work on possible exceptions while the auditor continues
the test. This method facilitates a more rapid completion of the audit and makes
an early test cutoff possible, if appropriate.
The auditors’ appearance, clothing and conduct should be appropriate to their
professional status.
There is one basic difference between tax auditing and public accounting: The
public accountant is serving their client and is on the client’s premises on the
request of the client; the ssauditor’s presence is usually not requested.

MONEY LAUNDERING 0401.35
In cooperation with the Department of Justice, the Board has agreed to provide
assistance in the enforcement of money laundering violations by reporting
suspected violations. If potential violations of money laundering or monetary
instrument transaction reporting laws are suspected, a report documenting the
suspected violation should be: prepared and forwarded to the Chief, Field
Operations Division, Egualization Districts 1 and 2 and Out-of-State District or
the Chief, Goleettons—and-ThidbistrietField Operations Division, Iiqualization
Districte 3 and 4 and Centralized Collection Section. That office will then
forward the report to the Department of Justice. This report should be
submitted in a form similar to that shown in Exhibit 15.

| The law contains two money laundering offenses that—staff-the auditor should




look for when conducting their regular functions. These are referred to as the
“facilitation” offense and the “capturing” offense.

The facilitation offense includes conducting or attempting to conduct a
transaction involving a monetary instrument or instruments exceeding $5,000
through a financial institution with the intent to promote, manage, establish,
carry on or facilitate the promotion, management, establishment or carrying on
of any criminal activity.

The capturing offense involves the laundering of illegally derived proceeds. It
includes conducting or attempting to conduct a transaction involving a monetary
instrument or instruments exceeding $5,000 through a financial institution with
knowledge that the monetary instrument represents the proceeds of criminal
activity.

Auditors should not spend a significant amount of time investigating potential
money laundering violations. However, any suspected violations which are
discovered in the course of regular auditing procedures should be reported.



PROGRAMMING — AUDIT SURVEY 0403.00
STARTING AN ASSIGNMENT — GENERAL | 0403.05

Generally, an assignment should be started only after proper arrangements have
been made in advance. In rare instances, it may be desirable to start an
assignment without notifying the taxpayer, as in the case of a surprise
investigation of a person suspected of fraudulent reporting practices.

If the necessary records are located in an area handled by another district or
branch office, the audit assignment normally should be transferred to that
district or branch office along with Form BOE-579. This form should be
accompanied by a fact sheet setting forth as much pertinent information as is
available, including any audit memoranda; that will assist the receiving office in
completing the case. The auditor’s supervisor may, in unusual circumstances,
arrange for the auditor to conduct the audit at the other location.

PRELIMINARY ARRANGEMENTS 0403.10

Gerten—The  following : w—gtepsprocedures  must  be  te—Dbe
takenperformed before starting an audlt audit assignment-are:

(a) H—eavailable—examineReview the district master fﬂe (af _available) —to
obtain determine information about the taxpaver's type of business,
starting date, closeout date. ownership, elese—ewts—reorganizations, and
general record of reporting; and to review refund notices, delinquencies,
audit memos, etc The foﬂowmg —PLaXpayer information may also be
obtained eleet s through the Integrated Revenue
Information Svstem (IRI%) or the Internet:

+ The IRIS TPS TP screen for prior audit information and petition
and claim for refund status. If a Y’ is noted_under the appeal
category, check the APL PR screen for more information.

* The IRIS COM BA screen for comments input from all IRIS
subsystems. If payment problems are noted, the auditor may
request that compliance staff review the account on Automated
Compliance  Management  Svstem  (ACMS) for additional
information.

+ The Internet to find information on company history, product lines,
store locations, recent mergers and acquisitions, etc.

(b) Contact the taxpayer to arrange for the following information:
Exact time for starting assignment.
+ Records to be supplied for start of assignment.

+ Name and position of person to be contacted. (The auditor must
leave his or her name and telephone number with the taxpayer at
this time.)

RS

*Desk space/work area.



(¢) Verify registration information, including:
+ The current ownership is the same as the permit. Sole proprietors
may not know that becoming a partnership or incorporating is a
change in ownership.
« The accuracy of the assigned area code(s).
+ The accuracy and currency of all subpermits.
- The correctness of the taxpayer’s local and transit tax allocation
procedures.
+ Any other area(s) which could impact the accuracy of the reported
local tax.
If any errors are discovered, the auditor is to take immediate corrective action,
such as-inelading: ‘
* Obtaining the date when the change or error first occurred.
+ Notifying District Compliance as described in AM section 0219.03
(or preparing other forms as required by District Compliance) if an
area code change is required. .
*+ Notifying District Compliance of new or closed-out subpermits.
The appropriate BOE-80 series “Audit Engagement Letter” should be used to
confirm arrangements to begin audits or to establish contact with the taxpayer.

BOE-80-A Audit Engagement Letter — Confirm Start Date

BOE-80-B Audit Engagement Letter — Agreement to Delay Start Date
BOE-80-C Audit Engagement Letter — Initiate Contact

BOE-80-D Audit Engagement Letter — 10-Day Follow Up

BOE-80-DOH Audit Engagement Letter — 10-Dav Follow Up (Out-of-State)
BOE-80-EOH Audit Engagement Letter — In Area (Out-of-State)
BOE-80-FOH Audit Engagement Letter — Apology (Out-of-State)
Forms BOE-80-A, BOE-80-B, BOE-80-C. and BOE-80-EOH include the following
enclosures:
o Form BOE-80-RU. Record Update
o Publication 70, Understanding Your Rights as a California Taxpaver
e Publication 76, Audits

e Publication 17, Appeals Procedures, Sales and Use Taxes
and Special Taxes

Form BOE-80-RU 1s intended to _help obtain taxpaver’s current registration
information at the start of an audit. The auditor should verify the accuracy of
the information provided by the taxpaver on Form BOE-80-RU and include a
comment to that effect on Form BOE-414-7Z. Assignment Contact History. The
original completed Form BOE-80-RU should be included with the audit working
papers (AWP). To update the taxpaver’s registration information on IRIS. a copyv
of Form BOE-80-RU should be sent to the District Compliance Supervisor.




Normally the initial contact with the taxpayer will be by telephone. When the
audit appointment results from a telephone contact, the appointment must be
immediately confirmed by mailing—the— using Form BOE-80-A, Audii
fingagement Letier — Confirm Start Date, “Geontirm—Start-Date™tetter topether
with the senclosures listed ;;tb()ve —Lamahle%—Ne»—?@——“qlh AE: ',"‘i"H‘lﬁ—q—tH—%}d\l&H%
wiress—I1 the audit will commence within a week of making the appointment.-
the engagement letter and enclosures fathat-canerthedetterand-pamphlets-may
be given to the taxpayer at the start of the audit. If the audit appointment is
with the taxpayer’s’ representative, the engagement letter {withand enclosures)
should be sent to the taxpayer, with a copy to the representative.

The auditor should grant reasonable requests by taxpayers to delay the starting
of an audit, but should be alert to detect attempts to forestall it. If ax-excessive
delay in the start date is agreed to, and a_reporting period is about to
ettewexpire, the—Form BOE-80-B, Audu fngagement Letter — Agreement to
Delay Start Daie “Agreement—to—PelasStart-Date’ should be used;, enclosing—a
Form BOE-122. “Waiver of Limitation,~BOE—422) covering a minimum of two
eslendar quarterly reporting  periodsewarters should be included in  the
enclosures. (AM section 0215.15 provides guidance when a waiver of limitation
should be requested.)- If the audit is a result of a claim for refund filed by the
taxpayer, a-Form BOE-146, Waiver of Credit Interest, should be obtained.

If the auditor is unable to contact the taxpayer by telephone, the-Form BOE-80—
C, Snittate-ContaetJetberAndil Fngagement Letter — Initigte Contact should be
used,; ad=lf the taxpaver does not respond by the date specified on Form BO
80-C. necessar h-the-Form BOE-80-D, %—dﬂ%—%&%—p—]—eﬁ-@-}-
Audit FnocwmnmN Leuex — 10-Day Follow Up should be sent to_the taxpaver.
TheBOEK-80-DletterAs Form BOE-80-D statesexplains. that-if the books and
records are not provided by a specific date, “we-the Board will either bereeaired
to-1ssue a subpoena requiring that-yeuthe ltaxpaver to provide the books and
records or prepare a billing for estimated additional taxes due.> Adse—£The books
and records must be subpoenaed when an estimated billing has been prepared
and the taxpayer, at any time, disagrees with the proposed assessment or

determination.

During the course of an audit, if the taxpayer or the taxpayer’s representative
refuses to provide or claims not to have some or all of the records which the
auditor has requested orally, the auditor, after consulting with his or her
supervisor, must decide on the course of action to pursue. When computerized
records are maintained, taxpayers will be required to make them available
according to the requirements of Regulation 1698, Records. The following
procedures, as well as the procedures discussed in AM section 1304.35, Methods
of Selecting A Sample, should be followed when #—has-beecn—determined-that
computerized records exist #hat—eoutdand can be used for testing purposes to
which the taxpayer refuses to provide access. The following procedures should




also be used when non-computerized (“paper”) records are maintained.

If most of the records are available, or the auditor believes that the
requested records do not exist and the estimated deficiency is either small
or would not be significantly altered if the records were available, then no
further effort should be expended to obtain the records. A letter should be
written to the taxpayer confirming that a request for the records had been
made, acknowledging that the taxpayer or representatives failed to
provide the records requested, and advising that a billing based on an
estimate is being prepared.

If records sufficient to complete the audit have not been provided and/or
the auditor believes records exist that would materially change the results
of the audit, the auditor must notify his/her supervisor. The supervisor
will prepare a written request to the taxpayer for specific records
necessary to perform the audit and explain the relevance of the records
requested. Any previous oral requests should be referenced in the letter.
The letter must specify a date by which the records are to be furnished. A
copy of the letter will be enclosed as a memo schedule in the audit.

. If the taxpayer does not comply, the District Principal Auditor must send
a follow up letter to the taxpayer referencing the supervisor’s letter. The
letter should advise the taxpayer of the requirements of R&TCRTC
sections 7063, {Records and 70564, (Examination of Records}, and inform
them that a subpoena will be issued for the records and/or a billing
prepared for estimated additional taxes due, unless the requested records
are provided within a specified period (usually 10 days). If the taxpayer
does not provide the records, the action to subpoena the records should
commence. If a waiver of limitations cannot be obtained and outlawing
periods have significant tax deficiencies, an estimated billing should also
be prepared.

Al-Comments regarding contacts and attempts to contact taxpayers, both oral
and written, must be documented on the-Assignment-ContactHistory—Form
BOE-414-7, Assignment Contact History. Copies of correspondence referenced
on the-Form BOE-414-7 should be f#ed-included as a memo schedule im-with
the andit-woerkingpapersAWPs, It should be elearfremnoted in the “books and
records” comment on—the-baeck-of the Field Audit Report or EBO-Field Billing
Order if any records were withheld or were not available. The working
paperauditors comments must clearly refleet—state the effect the eny—lack of
records fes-had on the amount determtmredbilled.

DISCUSSION WITH TAXPAYER 0403.12

When the auditor arrives at the taxpayer’s place of business at the appointed
time, the auditor should have a preliminary discussion with the taxpayer or with
the person who has charge of the records before starting the audit—werk. A
representative tax return should be examined, and the taxpayer should be




requested to point out the source of the figures used to compile the return. A
discussion about how the ledgers and summary records are maintained
is imperative at this time.

The auditor should determine, by direct questioning of the taxpayer, the exact
nature of the business activity for the audit period. Inquiry should be made
about changes in key clerks, accountants and/or accounting systems, as
variations in the type of business, or in the methods of conducting business will
have an effect on the approach to making an audit.

CONTACTS WITH THIRD PARTY REPRESENTATIVES 0403.14

In order to protect the taxpayer, it is imperative that before any discussion or
correspondence 1s initiated with a person claiming to be a representative of the
taxpayer, the auditor secures written authorization from the taxpayer. It is not
generally necessary to obtain this authorization when the taxpayer introduces or
| refers the auditor to thew representative. It is also not necessary to obtain an
authorization when the representative is a professional governed by a code of
ethics, e.g., a certified public accountant or attorney. However, it 1s a good
practice when contacted unilaterally by a professional to acknowledge the
contact in writing with a copy to the taxpayer. Taxpayers should receive copies
of all correspondence between the Board and #thew—taxpaver’s representative
concerning their taxpaver's case(s).
LIMITATIONS ON CONTACTS WITH
TAXPAYERS REPRESENTED BY COUNSEL 0403.16

Board employees who are not attorneys are not required to refrain from
contacting or speaking with taxpayers who are represented by legal counsel, a
CPA, or other representatives, even in those instances where the representative
has requested that the employees do refrain.  Thus. an auditor mav
Prisregardint—represcr reguest—continue to contact the taxpaver but
shewld-be-done-only after consultmg with the—employees-his or her supervisor.
Such action should ~and be based, in part, on the representative’s degree of
cooperation with Beard-staffthe auditor and the fact that the taxpayer does not
timely comply with the Board action requested through the representative.

If the taxpayer or his-er-herthe taxpaver's representative has requested that no
contact with the taxpayer be made without the taxpayer’s representative
present, the auditor should notify his or her direct supervisor and fully
document the request on Form BOE-414-Z, Assignment Contact History. In
addition, all subsequent contacts with the taxpayer should be documented on the
Form BOE-414-7Z to protect against potential claims or allegations of
harassment. A supervisor or lead person may also accompany the employee for
difficult negotiations.

If the taxpayer or his or her attorney has obtained a restraining order forbidding
contact by the Board without the attorney present, the Board employee must
| comply with the order. In such cases, the Chief, Field Operations Division,



Equah/atwn Districts 1 and 2 and Out-of-State District, or the Chief, Golleetions
8 striet-Field Operations Division, Equalization Districts 3 and 4 and
Cmﬂrall/ed Collection Section, Internal Security and Audit Division, and the
Chief Counsel should be notified of the order for appropriate action.

WRITTEN CORRESPONDENCE 0403.18
The staffauditor should confirm in writing any significant verbal contact or
agreements with the taxpayer or the-taxpayer’s representative which involve:
Delays in appointments
Records that are not available
+  Requests for supporting documentation
Requests for books and records
+  Requests for delay of audit work
Confirmation of meetings to discuss audit findings
Other contacts significant to the audit

By use of this procedure, the taxpayer will be kept aware of the progress of the
audit. When corresponding directly with the taxpayer’s representative, a copy
should always be sent to the taxpayer.



USE OF PRIOR AUDIT PERCENTAGES OF ERROR IN CURRENT AUDITS 0405.33

This program wiH-involves the use, under certain circumstances, of a percentage
of error developed few-in o prior audits for the sales or accounts payable portion
of a current audit. The techniques used in the prior audits to calculate the
percentages of error will not preclude the use of the prior audit percentage;
however, other factors, as noted below, must be taken into consideration before
approving the use of the prior audit percentage in a current audit.

Each district office will identify taxpayers currently under audit or selected for
audit with at least +we-one prior audits, where+The fastmost recent icwe—pmo]
audits and the current audit must indicate e—relatively-consistent perec £
erroroperations. volume, and potential tvpe of errors. Once these taxpayers have
been identified, limited testing of the taxpayer’s records and internal controls
will be necessary in order to determine whether there have been any changes to
the taxpayer’s operations since the last audit. Such testing should include an
examination of source documents, such as invoices and paid bills, for changes in
processing procedures of such since the last audit. Other changes to look for
include:

The nature of their business

b

Their accounting procedures

Key personnel

Laws or regulations affecting their business

5. Significant increases in the population being sampled

If stratified dollar limitations were used in the last twe-audits, generally the
same dollar stratification should be used in the current audit. However, if there
1s an indication during the limited testing that a different stratification level
may be appropriate in the current audit, the new stratification level should be
used. If so, the prior percentages of error will have to be adjusted to reflect the
new stratification level.

o b

For example, a decrease or increase in the stratification level will affect the
sample base (by deleting or including sample items), the population base (by
deleting or including population items) and the percentage of error (by deleting
or including error items) in the prior audits. These recalculations must be made
so that the proposed percentage of error to be used in the current audit is an
accurate representation of the prior audit percentages of error at the new

stratification level.

This information should then be used by the District Principal Auditor and audit
supervisor to evaluate such taxpayers for inclusion in this program.

Those taxpayers meeting the cr1te1"1a descrlbed above should then be contacted
and informed of the program e hem—by an auditor and audit
supervisor. The taxpayer must also be 1nformed that this procedure will not be
used in consecutive audits.




After the discussion with eligible taxpayers, a detailed outline memo from the
Audit Supervisor to the District Principal Auditor (Exhibit 6. page 1) should be
prepared for each interested taxpayer indicating why they would make a good
candidate for inclusion in this program. Each outline should include:

(a) Name and account number of the eligible taxpayer

(b) Nature of taxpayer’s business

(¢) Current audit period

(d) Portion(s) of audit where a prior percentage of error is to be used

(e) Prior audit periods and corresponding percentages of error for those
portion(s)

() Population(s) to which the prior percentage(s) of error was applied

(g) Proposed percentage of error to be used for the portion(s) in the current
audit

(h) Population(s) to which the proposed percentage(s) of error will be
applied in the current audit

(1) Any other pertinent information

This-The memo outline should then-be sent-approved by the District Principal
Audltor and mamtamed in_the aucht as a_meimo Schedule to—the—Chiet-Tox

felv—}ew—cmé»ev&l-uaﬂeﬁ- Upon completmn of the audit, the dlstmct will prepare
an evaluation memo (Exhibit 6, page 2) to the Chief, Tax Policy Division with a
copy to the Chief, Field Operations Division, Equalization Districts 1 and 2 and
Out-of-State District, or the Chief, Field Operations Division. Equalization
Districts 3 and 4 and Centralized Collection Section.

The evaluation memo must include

ele%a&-l—mg the tax change of the&t portion(s) of the audit utilizing the prior
percentage of error along with an estimate of the number of audit hours saved.

A copy of the e%&%&&t&eﬁ—outhne memo aﬁé:—a-u—t—hei—}z—&t—}eﬁ—memes—should be
. esattached to the

evaluation memo.

CUT-OFF TECHNIQUES 0405.35

“Cut-Off” 1s that point in the audit program where the auditor has accumulated
sufficient data to support a reasonable conclusion or opinion based on acceptable
audit standards. It might be defined as when to stop testing or examining data.
This may refer to the audit as a whole or to a specific task or test. This is a
judgment area for the auditor. For example, when a short test indicates an
error, but an expanded test does not seem to sustain this error, the auditor must
stop and analyze why this condition exists, whether to continue testing and on



what basis, etc.

When a prospective cut-off point is reached, a decision should be made whether
to accept the test results, alter the audit approach, or discontinue the audit. In
terms of testing, the audit approach or testing program may be altered by:
(a) Expanding the test base by inclusion of additional test periods.
(b) Narrowing the test base because the results do not disclose significant
error. For example:
+  Cut-off detail examination of certain invoices to examine only those
over a given amount.
Cut-off detail examination of certain invoices to examine only those for
certain customers or vendors as the case might be.
Important points to consider in deciding whether to cut-off, alter the audit
approach, or discontinue completely are:
(a) Materiality of error encountered.
(b) Frequency of error.
(c) Blind alleys:
. Source detail missing.
. Change in filing system.
(d) Discovery of a more efficient approach, e.g., change from invoice testing to
an accounts payable examination selection of certain vendors. This will be
found to be equally applicable to sales invoices and accounts receivable.

(e) Arrival at an opinion prior to completion of the test as originally planned.



ASSERTION OF USE TAX ON LEASES 0408.17

In general, use tax will only be asserted against the lessor since it is difficult to
determine from the lessee’s records whether the lease is a “sale” under the Sales
and Use Tax Law. Therefore, a review of the lessor’s records is necessary to
determine if any tax liability exists.  In addition, such a procedure insures that
lessors are properly permitized and reporting the tax. Whenever the audit of a
lessee reveals that tax has not been collected by the lessor, and the auditor
cannot determine that tax was properly due, an audit memorandum (Form
BOE-1164 or Form BOE-1032) should be prepared and sent to the lessor’s
district. The auditor should not assert tax against the lessee.

An exception to the above general policy is that tax may be assessed against the
lessee if the lessor is located out-of-state and does not have a California seller’s
permit, and the property being leased is not mobile transportation equipment
(MTE). If tax is assessed, a~Form BOE-1164 or Form BOE-1032 should be sent
to the lessor’s district showing the amount of tax assessed and the applicable
periods.

As a note, the California Sales and Use Tax Law does not provide an exemption
from sales or use tax for sales made to California governmental agencies. This
provision also applies to out-of-state sellers and lessors who make sales or leases
to California governmental agencies. In such case, the registered out-of-state
retailer should collect and report the California use tax.

USE OF FORM BOE-1164, AUDIT MEMORANDUM ON-SELLER-OF POSSIBLE
TAX LIABILITY _ 0408.20

In meking—enthe examination of purchase invoices, #the auditor frequently
notices witb-be-notieced-that the California vendor has-did not charged sales tax
on some or all of the invoices issued, and the purchaser has-did not issued a
purchase order marked “for resale” and—or a resale certificate has—wot—been
isswed-to the vendor. The nature of the merchandise will sometimes be sufficient
evidence to indicate that a resale certificate, if timely given, was not taken in
good faith; e.g., where a retail jewelry store purchased janitorial supplies or a
service station purchases a commercial type hydraulic jack. If in doubt, and the
amount involved is substantial, the auditor may contact the vendor to determine
whether the vendor holds a valid resale certificate. In the event the vendor does
not have a valid resale certificate, the tax should not be determined against the
purchaser unless the sale occurred outside of California or is otherwise a
transaction subject to use tax. Rather, &#Form BOE—-1164 should be preparedsin
duplicate; setting forth the pertinent facts about the transaction. This form.
alone with anv supportine documents. will be used as basis for investication.

The auditor should also prepare Form BOE—-1164 if in the examination of sales
invoices. the auditor finds that the seller did not charge tax and has accepted a
properly executed resale or exemption certificate in good faith and the auditor
guestions whether the buver has in fact purchased the merchandise for resale or




i fact an exemption applbies. The auditor should mark the block “Seller has
valid Oresale) (exemption) certificate from buver on {ile.” The awditor must also
allach a photocopy of that certeficate Lo the Form BOE-1164.
%&WM&%&%The audltor u%e—should ]so BEe—-prepare F orm
BOE-1164 where it is determined that a vendor is improperly computing tax on
1ts invoices. For example:

May not be charging tax.

Charges tax on repair labor or other exempt items.

+ Does not charge tax on fabrication labor, trade-ins, or other components of

the sale which should be included in the measure of the tax.

Unsupported sales for resale to Mexican merchants which are discovered

during audits of California sellers should be disallowed against the seller

(see pPublication 32, Tax Tips for Sales to Purchasers #from Mexico for an

explanation of the Mexican merchant program) However, the auditor

should _prepare ﬂ——Form BOE 1164 2 Fraeay

: 5 for such sales.
The form% should Jdent}f\ the Durcha%m and descr 1be the merchandise
purchased. The completed form should be sent to the San Diego District
Office for its information in monitoring and administering the Mexican
merchant program and taking possible action against any merchants who
abuse the program (AM section 0409.50).

See AM section 0401.20 for information on confidentiality of Form BOE-1164.
and AM section 0215.03 for distribution of this form.

USE OF AUDIT-MEMO-FORM BOE-1032_INFORMATION ON OUT-OF-STATE
RETAILERS 0408.22

Out-of-state retailers “engaged in business in this Sgtate” are required to
register and collect use tax on taxable sales made to consumers in this Sgtate. A
firm-retailer 1s engaged in business in this Sgtate if it has any representative,
agent, sales person, canvasser, independent contractor or solicitor operating in
this state, either under #s-the authority of the retailer or that of a subsidiary,
for the purpose of selling, delivering, installing, assembling or #he—taking of
orders for any tangible personal property in California.

Auditors should be alert to recognizing and reporting interstate retail sales by
persons who are not collecting the tax. When an auditor discovers that a
taxpayer is making wntaxed—taxable purchases suwbieet—to—use—tax—from an
unregistered out-of-state vendor_without tax, the auditor should advise Out-of-
State Dlstu(t Comphance—ei—the—veﬁdﬁ+ using a-Form BOE-1032_(Exhibit 3)<
hfornest FSteteRetatters> 1 the \fcndm 1 registered, the proper

form to usge 1g }<01 m BOE=1164 and not Formy BOE-




Fhisform-Form BOE-1032 asststsis helpful Out-of-State-Comphaneestafiin the
property registerme—registration of out of~state vendors who are engaged in

bus1ness in California. r s
o ’ A separate F‘orm BOE—

1032 must be prepared for each vendor. It is incorrect to attach a schedule for all
vendors to one Form BOE-1032. The purchaser’s and out-of-state retailer’s

information must be completed on all Form BOE-1032s along with all other
information. However, copies of invoices and a schedule listing all invoices can
be attached to &~Form BOE-1032 for each vendor instead of preparing multiple
Form BOE-1032s for each vendor’s invoice. It is emphasized that a copy of the
ivoice and schedule of purchases may not serve as a substitute for completing
the actual Form BOE-1032 (except for invoice date, number, and item
description, and amount of use tax reported or included in audit). Additionally,
it is stressed that a copy of the invoice and copy of the paid bill schedule is the
best information to attach to the Form BOE-1032. Auditors must be-make sure
the complete address 1nc1ud1ng the the zip code is noted on T‘orm BOE-1032—a
. Without
a complete ma111ng address it is extremely tlme consumlng and often 1mp0331ble
for Out-of-State District Compliance to properly identify the vendor for

correspondence regardmg poss1ble reglstratlon A—popy-—of—the BORK—1000s

Analysis of purchases from out-of-state retailers may develop information that
will lead not only to the registration of out-of-state femsbusinesses, but to the
possibility of additional tax liability on the part of those who are registered.
Attention should be given to volume purchases of small items as well as to
purchases of large items. (Sales made by sellers in contiguous states deserve
speetad-more attention since their volume of business in California is eften
isgenerally extensive.) Reports on sales made to fiems-businesses in the food
processing, entertainment, and service fields-industries merit special attention
since these types of business may not be required to hold a seller’s permit and
use tax due from such businesses ordinardy—wouldmay not come to the Board’s
attention.

Information required on Form BOE-1032

includes:

a. Name and address of out-of-state retailer.
Name and address of sales representative.
Name and address of customer.

Invoice number.
Date of invoice.

R T N 5

Amount of invoice.



g. Description of property sold.

h. How sale was solicited. }
1. Any other relevant information concerning seller, sales representative,
scope of sales, etc.

In completing Form BOE-1032, the importance of items (a), (b), (h) and (i)
cannot be over emphasized. This information should be obtained, if at all
possible, in order to enable Out-of-State District Compliance to determine
whether an out-of-state retailer should, in fact, be registered despite a
contention made that it sas-15 not “engaged in business” in the state.

See AM section 0401.20 additional information includine confidentiality of Form
BOE-1032, and AM section 02135.03 for distribution of this form.

CALIFORNIA USE TAX COLLECTIONS BY
UNREGISTERED OUT-OF-STATE RETAILERS 0408.23

During audits of California taxpayers, it has occasionally been noted that
California use tax is being remitted to out-of-state vendors who are not billing

the purchasers for the use tax.

Auditors should be alert to these types of transactions and, by utilizing #he
siebeo] RIS, determine whether such out-of-state retailers are registered. When
an auditor discovers that a taxpayer is erroneously paying use tax to an
unregistered out-of-state vendor, the auditor should immediately advise Out-of-
State District Compliance. Additionally, the purchaser should be informed of
therr-the responsibility for the payment of $he-tax to the proper authority per
Regulation 1685, Pavinent of Tax by Purchasers. Adse—eseh—+Retallers who are
required to collect use tax from purchasers must give a receipt to each purchaser
(or lessee) for the amount of tax collected P}eaﬁe—l—eiel——{«amRegulatlon 1686,
Receipts for Tax Paid to Relatlers, for-theanfermationlists information required

te-be-shewn-on the receipt.




AUDITING PROCEDURE 0410.10

An audit of this deduction should be made in the same manner as an audit of a
deduction for sales for resale. Ordinarily the number of such sales is limited and
the audit should be made on a complete basis. If, however, the number of items
claimed is exceptionally large and the average unit of sale is comparatively
small, a test basis may be used. Documentary evidence required to support the
deduction, where the sale is made directly to the United States Government, a
subdivision or agent, should consist of one or more of the following documents:

Purchase orders
Copy of U.S. Government credit card or credit card number

*  Other documents demonstrating direct payment by the United States

+ Shipping and other documents if there is a question whether the
merchandise was sold directly to an individual who is in the armed
services

In the absence of documentation to support claimed sales to the U.S.
Government, the auditor may determine that it is appropriate for a seller to use
the Form BOE-504 series of forms (BOE-504—-CUS) procedure to help satisfy
their burden of proving that a sale was not at retail even though exempt
documentation was not obtained (see AM section 0409.51 for procedures).

Sales to contractors who are engaged in work on projects owned by the United
States Government are not sales to the Government. If the contractor is actually
selling tangible personal property to the U.S. Government, such sales are sales
for resale and should be verified as such. Mention is made of this in this AM
section only because many retailers classify such sales as sales to the United
States Government and erroneously claim the deduction under that heading
‘rather than sales for resale. If the auditor has reason to believe the material
purchased was not actually sold by the contractor- customer to the U S
Government,~& Form BOE-1164; :

(see AM section 0401.20), should be prepared settlng forth all pertlnent phases
of the transaction.




SALES TO FEDERAL EMPLOYEES USING U.S. GOVERNMENT BANKCARDS 0410.15

The federal government issues credit cards Lo its employees for purchases of
goods and services—Begiyrine-November-30—1998 4} ‘ehases—are under &
the _cwrrent aew—program called “GSA SmartPay kbbbt et o sk
Noverrber-28-4008—Credit Cards waH-aeow-beunder this program are issued by
Citibank, Frst-Nationa-Bank-of-Chicagod PMorgan Chase, NationsBaak-—Mellon
Bank, Bank of America, and U.S. Bank. The current contract with these banks
1@ set 1o expire on November 29, 2008 and will be replaced by a new program
called “GSA SmartPav2” which will run from November 30, 2008 to November
29, 2018, Citibank. JP Morgan Chase, and U.S. Bank will continue to issue
credit cards and debit cards under the GSA SmartPav? program.

The mew—credit and debit cards bear 16-digit account numbers with unique
prefixes; and government designed artwork, and are imprinted with “United
States of America” at the top. In the right-hand corner, cards contain a logo
which says “SmartPay.” The cards also bear wording that denotes the card is for
“Official Government Use Only.” The General Services Administration (GSA)
administers the program for all departments and agencies of the U.S.

Government.

Purchases made with most ef-the-new-cards are directly billed to the government
and will represent nontaxable sales to the U.S. Government. Those purchases
directly billed to the employee are subject to sales tax. To determine which
government credit cards are government-billed and which are employee-billed,
retailers will have to consider the type of card, the type of transaction, and the
card account numbers. Generally, through use of the Bankcard System and
coding authorization, purchases are automatically denied if a particular type of
card 1s used to make a type of purchase for which that card was not issued.

For FLEET CARDS, there are two types of U.S. Government “fleet” cards which
may be issued to federal employees to make fleet type purchases (e.g., gasoline,
oil, etc.). One is a Voyager card and the other is a MasterCard. The Voyager
cards contain 16-digit account numbers that starts with the prefix 8699. The
MasterCard cards contain 16-digit account numbers that start with the prefixes
Hh65 and 5568, All fleet type purchases made with these cards are billed
directly to the U.S. Government and are not taxable.

For PURCHASE CARDS, there are two types of U.S. Government “purchase”
cards which may be issued to federal employees to make purchases of goods (e.g.,
office supplies, parts, etc.). One 1s a ¢credit or debit VisalSA card and the other 1s
a credit or_debit MasterCard. The Visa cards contain 16-digit account numbers
that start with the prefixes 4486, 4G14. or 4716. The MasterCard cards contain
16-digit account numbers that start with the prefixes 5564, 5565 or 5568. All
purchases of goods made with these cards are billed directly to the U.S.
Government and are not taxable.




For TRAVEL CARDS, there are two types of U.S. Government “travel” credit
cards which may be used by federal employees to make travel type purchases
(e.g., hotels, car rentals, restaurants, etc.). One is a VisalSA card and the other
is a MasterCard. The Visa cards contain 16-digit account numbers that start
with the prefixes 4486 or 47364614. The MasterCard cards contain 16-digit
account numbers that start with the prefixes 5565 or 5568. Federal government
travel cards may either be billed to the U.S. Government or to the federal
employee depending upon the account number. If purchases made with travel
cards are billed to the employee, the sales are subject to tax. To determine
whether purchases made with federal government travel cards are government-
billed or employee-billed, retailers must look at the 6th digit of the account
number of the card. If the 6th digit is 1, 2, 3, or 4, purchases are billed to the
employee and are taxable. If the 6th digitis 0, 6, 7, 8, or 9, purchases are billed
to the U.S. Government. and are not taxable. This procedure applies to both
VisalSA and MasterCard travel cards.

In some instances, some federal agencies will issue INTEGRATED CARDS for
the purpose of “fleet,” “property,” and “travel” purchases. These cards are
provided by MasterCard and contain a 16-digit account numbers with prefixes
that starts with 5564, 5565 or 5568. All fleet and property purchases made with
these cards are billed directly to the U.S. Government and are not taxable.
However, travel purchases may be either government-billed or employee-billed
depending upon the account number. To determine whether travel purchases
are government-billed or employee-billed, retailers must again look at the 6th
digit of the account number of the card. If the 6th digit is 1, 2, 3, or 4, purchases
are billed to the employee and are taxable. If the 6th digit is 0, 6, 7, 8, or 9,
purchases are billed to the U.S. Government and are not taxable.

Exception: All purchases made with integrated MasterCard credit cards provided
by the Bureau of Reclamation employees, including travel purchases, are billed
directly to the U.S. Government and are thus exempt from tax. Bureau of
Reclamation employees will have to identify themselves to the retailer and show
proof of Bureau employment to obtain the exemption.

Retailers who make U.S. Government credit card sales should retain the credit
card receipt containing the imprint of the credit card and the sales invoice to
support exempt transactions to the U.S. Government. If the purchase is by
telephone, the retailer should note the credit card account number and
purchaser’s name on the credit card receipt.



LEASES 0411.25

In general, a lease of tangible personal property to a United States contractor is
subject to tax whether or not such contractor is properly authorized to act as a
purchasing agent of the United States. However, leases are exempt when they
are (1) to contractors that occupy the legal status of agents of the United States
and (2) to non-agent cost-plus federal contractors, other than Department of
Defense contractors, that act as agents when procuring from General Services
Administration (“GSA”) Supply Sources (“FSS” or “ADPS”) pursuant to a letter
of authorization issued by a federal contracting officer which has language
creating an agency relationship.

It has been the policy of the Department of Defense not to designate government
contractors as legal agents of the United States. Therefore, a lease between a
Department of Defense contractor and a vendor would not include the United
States as a party to such lease, notwithstanding any FAR provision which
attempts to characterize the buyer-lessee as an agent for the Department of
Defense. Consequently, lease payments made by a Department of Defense
contractor, which are charged as direct consumable supplies to a fixed price
contract or cost reimbursement contract are subject to the sales or use tax.

Should a Department of Defense contractor nevertheless claim agency
relationship with respect to a lease, the contractor should be requested to
provide documentation to support such claim. The documentation should be
submitted to the -Chief, Tax Policy Division ¢with a “ee“copv to the Chief, Field
Operations D1v1s1on hquah/dt]on ])mmctq 1 and 2 and QOut-of-State District or
the Chief, O istriet-Field Operations Division, Equalization
Districts 3 and 4 and Centm 1/ed (/oﬂe(hon Section for communication with the
Secretary of Defense to ascertain the Department’s position with respect to the

specific contract.

~




BAD DEBTS INCURRED BY LENDERS ON
PURCHASED ACCOUNTS RECEIVABLE 0419.17

General

A retailer may sell Aan account receivable (“account”) mey—be—seld—with or
without recourse. “With recourse” means the retailer must reimburse the
purchaser of the account (“lender”) for any losses the lender suffers. “Without
recourse” means the retailer has no obligation to reimburse the lender even if
the lender cannot recover the full amount of the debt.

Accounts sold with recourse: A lender who purchases an account with
recourse may not take a bad debt deduction under the Sales and Use Tax Law
with respect to any loss it suffers on that account (i.e., uncollectible debt for
which it fails to obtain reimbursement from the retailer). However, a retailer
who sells an account with recourse may take a bad debt deduction for the
amount of uncollectible debt for which the retailer actually reimburses the
lender pursuant to their contract, to the extent that such loss represents
amounts on which the retailer reported and paid tax. These rules remain the
law, and have not been affected by the provisions of Regulation 1642(h)(3) and
(). .

Accounts sold without recourse: Regulation 1642(h)(3) and (i) apply to bad
debt losses incurred on accounts created as a result of retail sales of tangible
personal property for which the retailer remitted California sales or use tax on
or after January 1, 2000. Transactions prior to January 1, 2000, may qualify for
treatment under the Board’s memorandum opinion in WFS Financial, Inc.
(WFS) as discussed below. :

Regulation 1642 subdivisions (h)(3) and (i)

Auditors reviewing lenders’ claims for deduction or refund for which the retailer
remitted California sales or use tax on or after January 1, 2000 should review
Regulation 1642(h)(3) and (i). The subdivisions describe the conditions that
must be met to claim a deduction or refund, the election agreement between the
retailer and the lender, and election agreements between lenders and affiliated

entities.

WFS Memorandum Opinion

On December 14, 2000, the Board issued a memorandum opinion on a claim by a
financial institution, WFS, for a refund for bad debts incurred from accounts
purchased without recourse. The WFS Emaneisdk—Ine—opinion sets forth the
requirements of when such transactions can qualify for bad debt deductions.
The opinion can be found in the memorandum opinion section of the Business



Taxes Law Guide.

The Legislature’s adoption of AB 599 (Stats. 2000, Ch. 600)
superecdedsuperseded and replaced the WFS Himeaneind—ne—memorandum |
opinion. Revenve-and-Taxation-GodeRTC sections 6055 and 6203.5, as amended
by AB 599, are incorporated into and explained in Regulation 1642, Bud Debis.
The WFS decision applies through December 31, 1999, but not thereafter. +The
provisions of Regulation 1642(h)(3) and (1) became operative on January 1, 2000.
Regulation 1642 (h)(3) and (i) generally apply to bad debts incurred in
connection with transactions occurring during the 4th quarter 1999 since the
taxes on those transactions were generally paid after January 1, 2000. However,
the WFS decision itself applied to a claim for refund that included the 4th
quarter 1999. Accordingly, to ensure fair and uniform treatment of all lenders
and for administrative ease, a lender may rely on the provisions of either WES
or Regulation 1642(h)(3) and (1) for bad debts incurred in connection with
transactions that occurred during the 4th quarter 1999. The provisions of WFS
and Regulation 1642(h)(3) and (i) are otherwise mutually exclusive.

It is imperative to note that the determination of whether WFS or Regulation
1642(h)(3) and (i) applies is based on the date the taxes were remitted (usually
ascertained based on the date at which the sale occurred), not the date the bad
debts were incurred. For bad debts incurred in connection with sales of tangible

personal property during the grd quarter 1999 and earlier, only the provisions of
WEFS apply and not the provisions of Regulation 1642(h)(3) and (i). Generally
for bad debts incurred in connection with sales of tangible personal property
during the 1st quarter 2000 and later, only the provisions of Regulation
1642(h)(3) and (i) apply and not the provisions of WFS.+

Since the determination of whether WFS or Regulation 1642(h)(3) and (i) applies
is based on the date tax was paid, but the timing of the bad debt deduction is
based on the date the loss is written off, there will be claims submitted which
include losses covered by both WFS and Regulation 1642(h)(3) and (i) which
were written off in the same reporting period. For example, in the 2nd quarter
2002, a lender writes off two accounts as worthless, one for a sale that occurred
in the 1st quarter 1999 and the other for a sale that occurred in the 1st quarter
2000. Tax had been paid for the first transaction prior to January 1, 2000, and
the provisions of WFS apply to the loss from that account. Tax had been paid for
the second transaction after January 1, 2000; therefore, provisions of Regulation
1642(h)(3) and (1) apply to that loss. Since the lender’s right to claim the losses
from these two accounts was established during the 2nd gquarter of 2002, the
deduction for both accounts should be taken on the lender’s return for that
reporting period. This means the statute of limitations for filing the lender’s
claim related to the losses on both accounts starts to run on July 31, 2002 (the
due date of the return for the 2nd quarter 2002).




Indirect Loans

If a consumer wishes to make a purchase on credit without using an existing
credit account, the consumer may apply for a loan for that particular purchase.
This is the method used for most purchases of automobiles, aircraft, and vessels,
as well as many other large purchases, such as jewelry. The retailer may
coordinate the loan application process, with the consumer signing a credit
contract with the retailer who thereafter assigns the account to a lender. This
type of loan is commonly called an “indirect loan” because the consumer does not
contract directly with the lender who will service the loan, but rather contracts
with the retailer. Since the retailer will then assign the account to the lender,
bad debts from these accounts may qualify for deduction under Regulation
1642(h)(8) and (@1).

Direct Loans

Alternately, a consumer may arrange his or her own financing by contracting for
a loan directly with a lender. This type of loan is commonly called a “direct loan”
because the consumer contracts directly with the lender who will service the
loan. In a direct loan situation, the consumer pays for his or her purchase with
the proceeds from the loan (plus any down payment or other amounts paid out of
the consumer’s own funds). Methods of remitting the loan proceeds to the
retailer include:

* a check issued by the lender in the retailer’s name, which may be sent
directly to the retailer or physically delivered by the consumer;

* a check issued in the names of both the retailer and the consumer which
must be executed by both parties (and which may also be sent directly to
the retailer or be physically delivered by the consumer, although the
latter 1s more common because the consumer must also execute the
check);

« and a direct electronic funds transfer from the lender to the account of the
retailer.

The Board held in a separate case that bad debts incurred on certain direct loans
are also eligible for deduction under WFS guidelines. In that case, although the
purchaser contracted for financing directly with the lender, the lender worked
closely with the dealer and remitted payment directly to the dealer. If instead
the loan proceeds were to come into the full possession of the consumer (e.g., the
consumer deposits the funds into the consumer’s own account and then draws
from that account to pay the purchase price), the loan would not qualify under
WFS. Furthermore, for a direct loan to qualify under WFS, the dealer must
receive payment in a manner that is essentially the same as for indirect loans
that qualify under WFS. While no specific time frame is required, this usually
occurs within ten days of the date of sale. For example, when the loan is for the
purchase of a vehicle, a qualifying direct loan would result in the lender’s name



being placed as lien holder on the ownership certificate as part of the initial
registration of the vehicle in the consumer’s name. Of course, the other
conditions specified in WFS must also be satisfied.

The Board’s decision that a lender making a direct loan might qualify for a bad
debt deduction under WFS is also applicable to claims for bad debt deductions or
refunds under Regulation 1642(h)(3) and (i). However, no deduction or refund is
allowable unless and until the lender and the retailer who paid the tax file the
election as explained in Regulation 1642(h)(3) and (i). Furthermore, Regulation
1642(h)(3) and (1) applies only when the lender has purchased the account
directly from the retailer, or when the lender holds the account pursuant to the
lender’s contract directly with the retailer. Thus, even if a lender providing a
direct loan can convince the retailer to sign an election agreement with the
retailer, that does not automatically mean that the losses on the account will
qualify for deduction or refund under Regulation 1642(h)(3) and (i1). For
Regulation 1642(h)(3) and (i) requirements with respect to a direct loan, a lender
claiming a bad debt deduction or refund will be regarded as satisfying these
conditions if the transaction would have qualified for deduction under WFS (as
modified by the Board’s ruling on direct loans).

For example, a consumer obtains a line of credit with a lender, perhaps secured
. by a second deed of trust on the consumer’s home. The consumer then uses a
check to access the line of credit to purchase a big-ticket item. The retailer
receiving the check has no contact whatsoever with the lender except to deposit
the check and obtain the funds. The lender and retailer thereafter enter into an
election agreement. The loss on this account cannot qualify for deduction or
refund under Regulation 1642(h)(3) and (i) since the lender cannot be regarded
as having purchased the account from the retailer or holding the account
pursuant to a contract with the retailer. On the other hand, a consumer applies
for a loan from his or her credit union to purchase a vehicle. The consumer then
purchases a vehicle under the normal vehicle sales contract giving him or her a
stated number of days to pay the purchase price to the dealer. If the consumer
does not make payment timely, the sales contract provides for the dealer to carry
the loan (which the dealer could promptly assign to a lender, perhaps even the
consumer’s own credit union). During the completion of the paperwork and
during the sale transaction process, the consumer provides information to the
dealer regarding the credit union loan. The dealer contacts the credit union
directly and after the necessary paperwork is completed, the credit union
deposits the funds directly into the dealer’s account. This direct loan will be
regarded as satisfying the requirements that the lender purchased the account
from the dealer, and if the other requirements of Regulation 1642(h)(3) and (1)
are satisfied, the lender 1s eligible to claim a bad debt deduction or refund under

Regulation 1642(h)(3) and ().



Refinanced Loans

When a loan is refinanced with the original lender, there are two situations
where a deduction for bad debts incurred on the refinanced loan will be allowed
provided all other requirements for a deduction are satisfied. One 1s when the
refinancing is for the purpose of lowering the amount of the payment (through a
reduced rate or extension of the term). The other is when the purpose of the
refinancing is to obtain additional funds to pay for necessary repairs to the
property purchased with the funds from the original loan, but only when the
lender makes payment directly to the repair facility. When calculating the
amount of the bad debt loss on qualified refinanced loans whose principal
amount is increased to pay for repairs, the percentage of taxable loss must be
reduced by the nontaxable portion of the repairs (in addition to the other
adjustments for the nontaxable portion of the original loan). Losses incurred
from refinanced loans through a different lender do not qualify for bad debt
deductions, nor do losses from refinanced loans where the borrower withdrew
any funds other than amounts paid by the lender directly to a repair facility for
necessary repairs to the property originally financed.

Claims for Refimd on SL. Accounts

Generally, returns filed by SI, accounts (Certificate of Registration — Lender)
gualifv as a claim for refund since bad debt losses usually exceed recoveries of
previously claimed bad debt losses. The Audit Determination and Refund
Section (ADRS) processes a claim for refund with or without detailed

verification.

When the account has a prior field examination and the refund being claimed is
consistent with the prior examination, ADRS processes the refund without
detailed verification. RTC section 6961(b) authorizes the Board to later audit
such refund and issue a determination if adjustments are warranted. ADRS
notifies the taxpaver accordingly. If inconsistency exists between the claim for
refund and the prior examination. ADRS will either contact the lender for
additional information or refer the case to the district office for verification.

Audits of SL. Accounts are selected on a standard three-vear audit cvcle, When an
account has been selected for audit. ADRS will refer subsequent credit returns (claims
for refund) to the appropriate district office in a timely manner. Credit returns outside
the audit period will no longer be held by ADRS.

Audit Procedures

When reviewing claims for deduction or refund based on lender bad debts, the
auditor should_perform the following procedures:

« Carefully review software applications used by claimants to gather
information for SL credit return (claim for refund) preparation and
consider the impact of such applications on audit results.




The soltware applications have inherent hmitations related to _human
error. retroactive changes. user specific issucs and other factors.  In
particular. the costs associated with repossessions have heen found to be a
troublesome arca {or these applications, The auditor mav_wish to consultl
a Computer /»_\ud:h, Specialist for assistance:

Verify the accuracy of the claim for deduction or refund;

*  Confirm the records provided adequately support the claim for deduction
or refund;

+  Ensure the records provided by the claimant are complete, as required by
Regulation 1642(e);

+ Confirm that the lender holds a Seller's Permit or a Certificate of
Registration — Lender (S1.);

+  Confirm that there is a valid election agreement on file specifying the
claimant 1s the person entitled to claim the deduction or refund for that

account; and

Verify local and district tax deallocation from the jurisdiction that
received the original local or district tax allocation.

For a lender to claim a bad debt deduction or refund, Regulation 1642(i)(2)(B)
requires that “the account must have been found worthless and charged off by
the lender for income tax purposes.”  The standard practice of the
lending/financial industry requires bad debts to be written off after a prescribed
number of days regardless of any collection activity or payment arrangements
made with the debtor, and without regard to whether the account is actually
worthless. Thus, although accounts may be written off in accordance with
industry standard practice, this does not necessarily mean they are worthless.
For example, an account may be written off after the prescribed amount of time
has passed, but the lender may have a payment plan in effect with a debtor.
Although the account may be written off as a bad debt for other purposes, such
an account would not generally be considered “worthless” for purposes of
Regulation 1642 while the payment plan remains in effect.

Auditors staff-must include in the general comment section of the audit werkhag
papersreport a comment as to whether the claim for refund qualifies under WES
or Regulatlon 1642(h)(3) and (1). Both the lender’s and retailer’s accounts must
be cross referenced, indicating the claim for refund, the basis of the claim (WFS
or Regulation 1642(h)(3) and (1)), and the periods covered for each. The audit
must include a review of the election agreement(s) to ensure each agreement is
valid under Regulation 1642(h)(3)(A), (1)(3), or (1)(4)(A), as applicable, and
pertains to the transactions under audit. .

In_addition to_the verification of write-offs and recoveries. field examination
must mclude a review ol possible use tax liabihities. This review js critical to




educate taxpavers regarding use tax and ensure taxpavers have reported all tax
Labilities before claim for refunds are approved. The audit report must include
a “use tax’ comment.

Computing the Amount of the Bad Debt Loss: A lender must provide a listing of
all transactions (electronic or hard copy) for which it claims a bad debt deduction
or refund, and must also be able to provide source documents for all such
transactions. Transactions should be selected for review based on the auditor’s
discretion and not that of the lender. The amount of the bad debt for which the
claim for deduction or refund is filed frequently includes some nontaxable
elements (e.g., tax, license, earned or unearned interest, late fees, etc.). It would
thus be highly unusual for a lender to be entitled to a bad debt deduction for the
entire amount of its losses on an account. Rather, the lender must adjust the
amount of #s-losses so #s-that claimed deduction includes only the allowable
taxable amounts. There are three basic methods of verifying the lender’s claim
for a bad debt deduction or refund: Actual Basis, Statistical Sampling and Mean
Allowable.

Regardless of the method used, prior to beginning verification of the claim, all
claimants should be informed that it might later be necessary to expand the size
of the sample to ensure a representative sample is taken so the accuracy of the
claim is assured. A claimant must be able and willing to provide documentation
to support all transactions included in the claim, regardless of accessibility.
Transactions for which the claimant is not capable and willing to provide
supporting documentation must be disallowed, even in cases where the claimant
purports to have documentation but cannot provide copies because they are not
readily accessible.

1. Actual Basis: The lender provides a listing of accounts on an actual basis
and computes the amount of the allowable bad debt loss on each account
on a transaction-by-transaction basis. The information included in the
listing must include the items in Appendix 2 of the-rRegulation_1642, Bad
Debts. Under this method, the lender computes the claimed bad debt loss
for sales and use tax purposes on an actual basis and staffthe auditor s
werine-verifies the accuracy of the lender’s listing—S+aff-should—utiize

using statistical sampling techniques. to—verfy—the—aeceuracy—of—the
lender’selaimed—refund—StaffThe auditor must follow the guidelines for
performing a statistical sample set forth in-Awdit-Manual AM Chapter 13,

Statistical Sampling, except for the sample size noted below.

When statistical sampling is used staff~the auditor must select a sample
size of nefewer-than-300-transactionsat least 10 percent of the population.

an-aetualbasis—The auditor may discover no material discrepancies after
testing a sufficient portion of the sample that the auditor is comfortable in
concluding the amount of bad debt loss claimed by the taxpayer is correct.



If so, the auditor, in his or her discretion, may terminate the test and
accept the amount of bad debt loss claimed by the taxpayer. In reaching
this conclusion prior to completing the test, the auditor must consider all
factors relevant to the sample, the most important of which is the size and
uniformity of the population. When the sample discloses material
discrepancies among the lender’s listing, the sample differences must be
evaluated before projecting to the population. The Board’s Statistical
Sampling Evaluation program will be used to evaluate the differences. If
the sample evaluates well, a percentage of error should be computed and
applied to the population of transactions included on the lender’s listing to
determine the allowable refund amount. If the sample discloses
discrepancies and does not evaluate well, staf-the auditor should consider

expanding the sample.

2. Statistical Sampling: The lender has provided a listing of the bad debt
accounts written off per their books but they have not computed the
allowable bad debt loss as described in Regulation 1642(d). The amount
listed may include non-taxable elements such as tax, license, interest, late
fees, repossession fees, etc. Staff-The auditor must perform a statistical
sample of the transactions to compute the allowable portion of the bad

debt loss—~ S%&f—ﬁ——mﬂ-st——ieﬂevﬂu accordance with the guidelines for
g +set forth in Auwdit-ManuwalAM Chapter 13,

Statistical Samplmv However, the auditor Staff-must select a sample
size %e%ka&aaiﬁe—ne—fewea——ehaﬁﬁ%—t&—aﬁsaeﬁeﬁsof at leﬂ‘%t 10 Dsr(ent of the

population. H-thepopuwlationisies
examined—on-an—actual-basis: The lender must prov1de a hstmg for the

sample that computes the allowable portion of the bad debt on a
transaction-by-transaction basis in accordance with Regulation 1642(d).
Steft-The auditor must verify the accuracy of the sample data.

Under this method, the lender provided the total write off amount for the
population. It includes items not allowable under Regulation 1642. The
sample 1s used to compute an audited allowable amount on a transaction-
by-transaction basis. Thus every transaction examined in the sample will
show a difference between the audited and claimed bad debt. These
differences must be evaluated using the Board’s Statistical Sampling
Evaluation program. When the sample evaluates well, it will be used to
compute an audited allowable bad debt percentage. The allowable bad
debt percentage is the audited allowable amount per the sample
(computed in accordance with Regulation 1642) divided by the total bad
debt claimed in the sample. The allowable bad debt percentage will be
applied to the total claimed bad debt to arrive at the total audited
allowable bad debt amount. If the sample differences do not evaluate
well, staff~the auditor should consider expanding the sample. On the
other hand, the auditor may discover no material discrepancies after



testing a sufficient portion of the sample that the auditor is comfortable in
concluding the amount of bad debt loss claimed by the taxpayer is correct.
If so, the auditor, in his or her discretion, may terminate the test and
accept the amount of bad debt loss claimed by the taxpayer. In reaching
this conclusion prior to completing the test, the auditor must consider all
factors relevant to the sample, the most important of which is the size and
uniformity of the population.

3. Mean Allowable: The third method is similar to the second method
described above. Under this method a mean allowable bad debt per
account is computed in lieu of an allowable percentage. The verification
procedures staff-the auditor must perform are identical to those described
in method two above. When the sample evaluates well, it will be used to
compute an audited allowable mean bad debt per account.

The mean allowable amount per account is computed by taking the
allowable write off amount per the sample (computed in accordance with
Regulation 1642) divided by the total number of accounts examined in the
sample. The mean allowable amount per account will be applied to the
total number of accounts contained in the population to arrive at the total
allowable bad debt. If the sample differences do not evaluate well, staff
the auditor must expand the sample or provide adequate comments to
support the application of the results of the sample.

Required Documentation - Vehicles: The following is a list of information
staff-the auditor must review when verifying a claimed bad debt deduction or
refund incurred in connection with the financing of a vehicle. However, to the
extent this information is not relevant to the actual computation of the allowable
bad debt deduction or deallocation of tax, it need not be scheduled. For example,
if a statistical sample uses the loan origination number as the basis for selection,
this number must be available for all transactions within the population and
must be scheduled. If there is a valid reason for not scheduling that information,
adequate supporting comments must be included explaining how the
information was made available and why it was impractical to include such
information in the supporting schedules.

Total Population of Claim on Electronic Media (disc or CD-ROM)

Must exclude or readily identify loans that do not qualify
Must identify loan origination date (date contract entered into)
Must include seller’s/dealer’s name and address (city and state)
Must include consumer’s name and address (city and state)
Must include the following additional information:
Reference number — number assigned to each loan
+  Type of vehicle/property — e.g., vehicle, RV, mobile home, etc.
Date of repossession charge off — the date charged off for income tax



purposes
Loan number — actual loan account number

Charge off or loss per records — amount charged off for income tax
purposes

Summarized number of transactions in each local tax and district tax
area

Sample Selection

Minimum sample size of 388 _10 percent ol loan contracts_(population)
selected using statistical sampling procedures (i.e., random, systematic

Wlth random start etc.). H-thetotal-population—is—eguul—to-or—tess—than
: ~ai-grebuad-basis:

For each loan in the sample — evidence that the uncollectible portion has
been charged off for income tax purposes or in accordance with GAAP.
Printouts from taxpayer accounting system will suffice.

For losses claimed under Regulation 1642(h)(3) and (i), an election
agreement for each loan as required by Regulation 1642 (i)(3)(A) and, if
applicable, the election agreement required by either Regulation 1642

(h)(B)(A) or (H(4)(A).

Documentation and Information for Selected Sample

Complete contract file, including the “No Recourse” statement. If “No
Recourse” statement is not available, copy of the contract/agreement
between dealer and the financial institution establishing that the lender
holds the account without recourse.

Reference number — number assigned to each loan
Loan origination date — date contract entered into

Date of repossession charge off — the date charged off for income tax
purposes

Loan number — actual loan account number

Sales price of vehicle — total amount subject to tax including document
preparation charge and taxable smog

Nontaxable charges such as charges for optional service contracts, smeg
hapaetFee, Smog Check Certificate fee, ete.

Sales tax reimbursement collected from the consumer on sale
Vehicle License Fee
Insurance — net amount

Down payment



Any adjustments to the principal

Finance charges — net amount

Payments on principal

Value of repossession — sales price for subsequent sale

Charge off or loss per records — amount charged off for income tax
purposes

Repossession expense — auctioneer’s fees, reconditioning, etc.

Recovery — payments made after the loan is charged off on records
Reversals — adjustments for non-sufficient funds (NSF) checks, etc.
Taxpayer must compute the amount of refund per Regulation 1642

Local Tax Verification: When reviewing a claim for refund under WFS or

Regulation 1642(h)(3) and (i), it is imperative the local and district taxes
are properly deallocated. For example, when the claimed bad debt loss
relates to sales of vehicles, the name and address of the dealer and
consumer must be included for each transaction scheduled to properly
deallocate the local and district taxes on an actual basis. For loans
approved by the lender on a transaction-by-transaction basis, the lender

~ should allocate the local and district taxes on an actual basis. In cases

where transaction-by-transaction information is not available and the
deallocation cannot be done on an actual basis, the regulation provides
that the lender may allocate local and district taxes on an appropriate
basis subject to approval by the Board. When verifying the accuracy of
such an alternative method, the field auditor must fully explain (1) the
basis for concluding whether the alternative method is accurate and (2)
specifically how the local tax deallocation was calculated.



MANAGED AUDIT PROGRAM 0435.00

The board’s first mManaged sAudit pProgram (mapMAP) was available to
taxpayers from January 1, 1998 to January 1, 2003. There was no map-MAP in
2003. Beginning January 1, 2004, the map—MAP was reinstated through
December 31, 2009. The new map-MAP differs from the previous program in
that in the new program:

Prepayment accounts may participate-ta-theMAR,

The Board may grant relief of liability under RTC section 6596 in cases
where taxpayers who have participated in the MAP rely on erroneous
advice from the Board and fail to pay amounts due.

The information in the following AM sections reflects the provisions of the MAP
beginning January 1, 2004.

MANAGED AUDIT PROGRAM - GENERAL 0435.05

A managed audit is essentially a self-audit. Under the direction of &Beardthe
auditor, an eligible taxpayer is provided written and oral instructions to enable
the taxpayer to perform the audit verification and prepare the weorlang
paperAWPs schedules- necessary to complete a particular portion of the audit.
The advantages to the taxpayer and to the state include the following:

It is less likely that the taxpayer will feel it necessary to take audit issues
through the administrative appeals process or litigate audit findings.

The auditor will spend fewer hours on the audit and fewer hours at the
taxpayer’s business.

Questions of taxability are more likely to be resolved during the audit
process.

The taxpayer is likely to become more knowledgeable about how the sales
and use tax affects his/her business.

Because of the knowledge gained from the managed audit, it is less likely
that the taxpayer will be out of compliance in those areas he/she has
audited.

The taxpayer will be more familiar with the audit process.

It is likely that a more cooperative, ongoing relationship with the Board
will be established.

Where a liability is disclosed, interest will be computed at one-half the
normal rate.

RTC Sgection 65696 relief may be provided in cases where taxpayers who
have participated in the MAP rely on erroneous advice from the Board
and fail to pay amounts due.

ELIGIBLE ACCOUNTS 0435.10



It is extremely important that the auditor conduct a thorough review of the
taxpayer’s operations prior to proceeding into the managed audit process.
Taxpayers should not be considered a candidate for the managed audit process if
their business operations consist of transactions which require an in depth
knowledge of the law.

While it is the auditor’s responsibility to determine whether a taxpayer is
eligible to participate in a managed audit, a taxpayer may initiate the review
process by requesting a managed audit be conducted. For example, taxpayers
seeking a tax clearance or who have been notified of audit may wish to conduct a
managed audit to expedite the clearance or routine audit process. Staff-The
auditor should consider all reasonable requests for participation, keeping in
mind our primary goal is the cost savings in staff-audit hours that can be used to
perform other productive audits. Accordingly, interested taxpayers should
submit their request for participation to the appropriate District
Administrator/District Principal Auditor. In that application, the taxpayer is
required to clearly explain how they meet the statutory requirements of RTC
Ssection 7076.

Accounts that may be ehglble for the MAP shall include those meeting all of the
following criteria:
*  Any person whose business involves few or no exemptions;
* Any person whose business involves a single or small number of clearly
defined taxability issues;
* Any person who agrees to participate in the MAP; and,
* Any person who has the resources to comply with the managed audit
instructions provided by the Board.

Examples of situations in which a managed audit should not be used include
cases where:
+ The taxpayer’s books and records are inadequate;
The taxpayer has complex issues relating to the allocation or reallocation
of local tax;
The taxpayer is a business with inadequate achieved markups;
* The i1ssues involved are very complex (for example, research and
development contracts); or
* There is a question regarding negligence or intentional underreporting
(fraud).

Although eligibility provisions contain some restrictive language, this should be
balanced with the taxpayer and/or representative’s level of sophistication in
understanding and dealing with any issues that may arise. Any inquiries
regarding the eligibility of an account for the MAP should be sent by the District
Principal Auditor to the Chief, Tax Policy Division, {with a “ec”copy to the Chief,
Field Operations Division, FEqualization Districts 1 and 2 and Out-of-State




Distriet or the Chief, Ceobleetionarmd—Third—Digtriet-]7 ield Operations Division,

Fgualization Districts 3 and 4 and Centralized Collection Section.

APPLICATION OF INTEREST AND PENALTIES 0435.15

(a) Interest

If a tax liability is disclosed as a result of an approved MAP audit, and the
audit 1s completed pursuant to the participation agreement, interest will
be computed at one-half the normal statutory interest rate for the total
unreported tax liability. Interest will be calculated using the standard
interest rate calculation rules, but at one-half the normal rate until the
tax liability is paid in full unless the Board voids the agreement.
The one-half interest rate will apply even if the entire audit was not
performed under a MAP audit and even if the portion performed by the
auditor results in a tax liability. For example:

An audit is conducted on a manufacturer whose only deduction is for

sales for resale.

It is agreed that the taxpayer will perform a managed audit of sales for

resale and asset purchases, which discloses additional tax Liability.

This review would normally comprise a substantial portion of the audit

if performed by the auditor.

The review of lease transactions by the auditor also discloses

additional tax liability. This portion of the audit is not deemed to be

conducive to taxpayer review, and does not entail much expenditure of

time by the auditor.
Under these circumstances the entire tax liability would be computed at
the one-half interest rate since there was a MAP Participation Agreement.
If the Board determines that the taxpayer fails to comply with the
provisions of the agreement or complete its portion of the MAP and the
auditor finds it necessary to perform a significant amount of verification,
the one-half interest rate will not apply. This will also be true if a
negligence or fraud penalty is imposed during the audit period. (See AM
section 0435.20(b).)
If the MAP audit results in a credit or refund, the standard net running
balance method will be used to compute interest. If the audit has both
debit and credit periods, the one-half interest rate would apply for debit
periods and the full statutory credit interest rate would apply for credit
periods.

(b) Penalties

There i1s no change to procedures for applying penalties as warranted
under the MAP. However, if after their preliminary review of records, the
auditor believes that the taxpayer was negligent, a managed audit should
not be conducted. Nor should the managed audit be used if the auditor



believes there was fraud during the audit period.
(¢) Petitions for Redetermination or Claims for Refund

There is no change to procedures for filing timely petitions or claims for
refund for managed audits.

AUDIT PROCEDURE 0435.20

It is primarily the responsibility of the auditor to determine whether a taxpayer
should be considered for the MAP. The auditor’s immediate supervisor 1is
responsible for approval of the auditor’s recommendation. This information
must be documented by the auditor imon the— Form BOE-414-7Z. Assignment

Contact History. Form-BOE-414-72)-

(a) Preliminary Review

As part of the normal audit procedure, auditors will review the taxpayer’s
operations and determine whether the taxpaver meets the minimum
eligibility requirements are-met{as-described in AM Ssection-H 0435.10.
for-the MAAP—This includes a facility tour (if appropriate); a review of the
chart of accounts, general ledger, Federal Income Tax returns, sales
journals, sales invoices, depreciation schedules, purchase invoices, sales
and use tax returns, and reporting procedures; and an evaluation of the
taxability of the sales and/or purchases, as well as of the taxpayer’s
knowledge and understanding of the tax laws applicable to the
transactions being reviewed. In addition to the minimum eligibility
requirements for the MAP, the taxpayer must also agree to perform a
significant portion of the audit.
The Aauditor staff-may also consider the use of a Computer Audit
Specialist to improve audit efficiency (reduce audit hours); if the account
meets the criteria outlined in Awdit-ManualAM section 1304.40.
If all or a portion of the audit is allowed under MAP, any resulting tax
liability, even for those areas of non-MAP, will be computed at the one-
half interest rate. For this reason, the auditor must exercise good
judgment in considering accounts for eligibility under the MAP.
Following is an example of a taxpayer that would not be eligible under the
MAP: _
+ An audit is conducted on a manufacturer whose only deduction is for
sales for resale.
After initial review of records, the auditor finds significant problems
with the taxpayer’s internal controls, missing sales invoices, and/or a
total lack of documentation to support claimed resales. :
It is necessary for the auditor to perform the test of resales, and this
will involve a significant amount of time — similar to time that would
normally be expended on the audit.




Also during the review, the auditor finds there are very few purchases
that may be subject to use tax and that this will involve an amount of
time similar to that on an audit.
In this case, the taxpayer should not be considered for a MAP audit awnd-or
receive the benefit of the one-half interest rate because participation in a
MAP would be of little benefit to the Sstate in reduction of audit hours.

(b) Managed Audit Program Participation Agreement

After the auditor has discussed the taxpayer’s eligibility for the MAP with
his/her supervisor and they are in agreement with the taxpayer’s
participation, the taxpayer should be presented with Publication 53,
Guide to the Managed Audit Program which includes t&%ﬂ“oxm BOT -526,
Managed Audit Program Participation Agreement Jor ¢ The
provisions of the MAP should be explained to the taxpayer If the
taxpayer agrees to participate in the MAP, Form BOE-526 will be
completed by the auditor with the following information:

e Taxpayer’s name and account number;

e Audit period;

o A reasonable time period (generally within 90 days) the taxpayer is
allowed to complete the work—. hewewerHowever, the auditor staff
should use their-his or her discretion to accommodate larger business
operations;

e Deadlines to complete the review of each transaction tvpe or record.
e.p.. claimed deductions. purchases of consumable supplies, etc.:

e Information on the types of transactions and records to be reviewed,
and

o The method for review and the periods for the records to be reviewed.

Fhis-The MAP participation agreement will then be signed and dated by
the taxpayer and the District Principal Auditor. A copy of the signed
agreement will be provided to the taxpayer. The original signed
agreement and a copv must be attached to the £ e s He ot
poekot—wtheapr-retmped-the-audit report
gection 0213.03).

The Board may void the MAP participation agreement if it determines

that:

e The taxpayer has failed to complete the managed audit by the due date
in accordance with the provisions in this agreement.

e The apparent nature and/or complexitv _of the taxpaver’s operations
and/or _transactions require greater levels of review, research  or
verification than was originally anticipated:

e The taxpayer has refused to cooperate with the Board during the
verification process described in paragraph 4 of the agreement or has




refused to cooperate with the Board if it audits any transactions
pursuant to paragraph 5 of the agreement;

e Any penalties for negligence or fraud are imposed during the audit
period under RTC sections 6484, 6485, 6485.1, or 6514.1;

e There is jeopardy of collection under 6536; or

e The payment of the liabilities and interest was not made within the
time period specified by the Board.

At least 15 davs prior to the completion date indicated in the MAP
participation agreement. the auditor's supervisor will send the taxpaver a

letter reminding the taxpaver that the managed audit must be completed

and documented by the mutually agreed upon completion date. If the
review 1s not completed by the agreed upon date. the MAP participation
agreement will be voided and the full interest rate will applv to anv audit
liability.

If the taxpaver requests an extension of the agreed upon completion date,
they must obtain approval from the District Principal Auditor. If an
extension is approved. the MAP participation agreement should be revised
to reflect the new completion date.

The auditor will document the taxpaver's actions on Form BOE-414-Z.
Assignment Contact History.

Before the Board ean-voids a MAP participation agreement, a summary of
the specific circumstances of the case and reasons for voiding the MAPR

agreement must be provided to and—appreved—by—the Chief, Field

Operations Division. Egualization Districts 1 and 2 and Out-of-State
District or the Chief, GoHeetions—and—Third—Distriet—Field Operations

Division. Eqgualization Districts 3 and 4 and Centralized Collection
Section. H-the MAP agrecmentis-voided—the taxpayverwillnotbe-entitled

%e—bhe—eﬁe—ha-lrﬁ—lﬁ%ﬁes{-—l-a-be—Upon approval by he appropriate Chief, The
the

Dlstrlct Prmmpal Auditor
will send the taxpaver a wmtten noﬁﬁcatlon of the termination of that-the

MAP ZPparticipation Aagreement, is—terminated-with—an-explanation—of

and the reasons for such termination. The front of the audit report should
continue to be marked as a—managed-avditMAP for program evaluation
purposes with an explanation for the termination shown on the back of
the audit report. Also, the AUD MC screen in IRIS should have the flag
set to “N” for managed audit, otherwise, the reduction in the interest rate

will be triggered.

Participation in the MAP is voluntary on the part of the taxpayer. None
of the above actions by the taxpayer should have a negative impact on
how the audit is completed or the scope of the audit verification to be
performed by the auditor. The only impact will be that the taxpayer will




not receive the benefit of the one-half interest rate should the audit result
n a tax liability.

(¢) Verification of Taxpayer’s Examination

A very important factor for the success of the MAP is the verification of
work performed by the taxpayer. While it is not expected, nor necessary,
that the auditor check 100 percent of the work performed by the taxpayer,
the auditor should conduct a review of the work to the extent that the
auditor is satisfied that the work performed 1s accurate. This verification
should confirm that the instructions provided to the taxpayer were
followed accurately and that any problem areas of taxability were
sufficiently addressed. The auditor should instruct the taxpayer to
separately maintain the records (sales invoices, purchase orders, resale
certificates, etc.) that the taxpayer used in its examination until the
auditor verifies the taxpayer’s examination.

(d) Audit Comments

The verification comments should describe test and verification
procedures used by the taxpayer and auditor. In addition, comments
should be made regarding any discussions with the taxpayer regarding
areas of underreporting.

(e) Audit Report

The audit report should be prepared by the auditor and transmitted using
normal procedures; however, a notation should be made on the top right
corner on the front page of the audit report indicating that this is a -
managed audit.

A

The Audit Determination and Refund Section will ensure that the interest
calculation is correct for all managed audits and that the “interest through date”
is correct prior to billing. Once the audit report is approved for billing, a copy of
the audit report and the MAP Rparticipation Aagreement will be made and
forwarded to the Chief, Tax Policy Division {with a “ee“copv to the Chief, Field
Operations Division, Equalization Districts 1 and 2 and Out-of-State District or
the Chief, Celections-and ThirdDistriet-Field Operations Division, Kqgualization
Districts 3 and 4 and Centralized Collection Section for evaluation of the MAP.
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STATE OF CALIFORNIA

STATE BOARD OF EQUALIZATION BETTY T. YEE
SALES AND USE TAX DEPARTMENT First District, San Francisco
450 N STREET, SACRAMENTO, CALIFORNIA BILL LEONARD
PO BOX 942879, SACRAMENTO, CALIFORNIA 94279-00XX Second District, Onlario/Sacramento
G1B-XXX-XXXX » FAX 916-XXX-XXXX MICHELLE STEEL

www.boe.ca.gov Third District, Rolling Hills Estates

JUDY CHU, Ph.D.
Fourth District, Los Angeles

JOHN CHIANG
State Controlter

RAMON J. HIRSIG
Executive Director

Use of Sampling in Auditing

The primary purpose behind the Board of Equalization’s audit program is to determine, with the least possible expenditure of
time for both the taxpayer and the Board, the accuracy of reported amounts. Sampling serves to accomplish this purpose.

Sampling is a process of drawing a conclusion about an entire body of information based on measurements of a representative
sample of that information. Salesand usetaxes are transaction taxes, meaning that tax is determined on a
transaction-by-transaction basis. Therefore, verification must be done at the source document level. Since in many cases it is
economically impractical to audit all transactions, the Board encourages the use of sampling whenever feasible.

There are generally two methods of sampling: judgment sampling and statistical sampling. A judgment sample includes all
samples obtained by nonstatistical sampling methods. The most common type of judgment sample is the examination of a block
period of time (for example, day, week, month, or quarter). A statistical or random sample is a sample in which each item in the
population has an equal or known chance of being selected for examination. Examples of statistical or random sampling
techniques include unrestricted sampling, stratified sampling, systematic sampling with random start, and cluster sampling.

While judgment samples are not necessarily less accurate than statistical samples, there is no way of objectively evaluating the
accuracy or reliability of the test. The advantages of statistical sampling over non-statistical sampling are:

e It provides a selection process which is representative of the types of transactions involved and eliminates bias, since every
item in the population has an equal or known chance of being selected.

It provides an advance estimate of the sample size required for a given objective.

The results can be objectively evaluated.

Multiple samples may be combined and evaluated.

Properly conducted statistical sampling can yield more reliable results than judgment sampling.

It is a method approved and recommended by the American Institute of Certified Public Accountants (AICPA).

Other factors to be considered in determining the best type of sample to conduct are the format, condition, storage, and
availability of business records. The auditor and taxpayer should discuss the most beneficial approach to examining source
documents after the auditor has had an opportunity to review the business records but prior to the selection of the sample.

The attached BOE-472, Audit Sampling Plan, was developed to facilitate the use of sampling by helping the auditor and
taxpayer to document the sampling plan and to set the criteria by which the sample results will be evaluated. The purpose of
this form is to obtain information regarding the taxpayer’s operations in order to establish the most effective and efficient
means of developing a sampling plan. The form covers many common situations that might arise in sampling and should be
discussed with the taxpayer. This form should be completed with the assistance of the taxpayer, prior to the selection of the

sample.

The information and methods documented in this form are not binding on either the taxpayer or Board staff. The sampling plan
can, and should, be continually evaluated (and changed, if necessary) based upon information obtained during the auditing
process. In addition, it is possible that stratification or expansion of this sample may become necessary depending on the results
produced by this process. However, should any deviation to this plan be required, it will be fully discussed with the taxpayer.

If you have any questions regarding this form and accompanying information, please contact your auditor.

BOE-472 (S1) REV. 4 (12-03)
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TAXPAYER NAME SCHEDULE NUMBER
AUDIT PERIOD ACCOUNT NUMBER

to

The purpose of this form is to establish the most efficient means of developing a sampling plan. Please complete all sections
below.

1. Define the objectives of this test, including population to be tested:

2. The sample period and records to be examined in performing this sample include the listed items, but these items may be
modified if new or additional information is discovered:

a)  Filing method used for the population:

3. The sampling unit will be:

4. The method of selecting the sampling unit tested will be:




(Cont.) Exhibit 5

BOE-472 (S2B) REV. 4 (12-03) Page 3 of 6
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AUDIT PERIOD ACCOUNT NUMBER

to

a) If you plan to conduct a statistical sample, identify the procedure(s) to be used:

b)  If you plan to conduct a block test, please list the reasons why a statistical test was not possible:

5.  The statistical sample size will be:

a) The method and/or reason for determining the above sample size:

6. If a block sample is used, list the selected test period(s):

7.  The sample base will be:

Units:

Dollars:
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BOE-472 (S3F) REV. 4 (12-03) Page 4 of 6
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AUDIT PERIOD ACCOUNT NUMBER

o

8.  The population base will be:

Units:

Dollars:

9.  The Board has a policy requiring a minimum of three errors in a sample or stratum (excluding actual basis examinations and
cluster samples) for that sample or stratum to be projected.

a) If three or more errors are found in the sample or stratum, the results of the sample will be projected using the foliowing
procedures:

b)  If less than three errors are found in the sample or stratum, the auditor will use one of the alternatives listed below {o handle
the errors in that sample or stratum. The auditor, if necessary, will discuss the alternatives with the taxpayer after the sample

results are known and then make a decision on the alternative to use.

e Examine specific customers, vendors, accounts, known errors, etc., on a detailed basis for that sample or stratum.

o |f feasible, expand that sample or stratum.
e Accept the reported/claimed amounts for that sample/stratum, if the circumstances warrant.

10. The following procedures will be used for the treatment of some specific situation(s) should they occur. Any additional items will be
addressed in Section 11, "Other.”

a) Duplicate sample units (sampling with or without replacement):

b)  Missing sample unit(s):




fLotLie . ) mXiLlioLr e O
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TAXPAYER NAME SCHEDULE NUMBER

AUDIT PERIOD ACCOUNT NUMBER
fo

c) Sample unit is a void or canceled transaction:

d)  Sample unit is an error but the transaction is corrected at a later date:

e)  Sample unit is a “credit” item:

f) Sample unit is a partial/down/instaliment or progress payment:

g) Sample unit is for “tax” only:

h)  Sample unit is an error but the transaction later resuited in a bad debt:
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11.  Other:

This sampling plan is a collaborative effort by the auditor and taxpayer to determine the most efficient method of establishing an
estimated percentage of error, if any, for the population being tested. The information and methods documented in this form are not
binding on either the taxpayer or Board staff. This sampling plan may be modified if new or additional data is encountered. Should any

deviation to this plan be required, it will be fully discussed with the taxpayer.

A copy of this sampling plan was provided to the taxpayer on

DATE

AUDITOR'S SIGNATURE TAXPAYER'S SIGNATURE FOR RECEIPT OF COPY
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EXAMPLES OF PRIOR AUDIT PERCENTAGE MEMOS EXHIBIT 6
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State of California Board of Equalization

Memorandum

To: District Principal Auditor Date: December 1, 20XX

From : Audit Supervisor

Subject : Request to Use a Prior Audit Percentage
ABC Company SR KH 12-345678

We would like to use a prior audit percentage in the current audit of ABC Company. Staff has
reviewed their accounting procedures and determined that there has been no change since the last
audit. In addition, there have been no changes to the personnel handling their accounts payable
and there have been no changes to any laws or regulations affecting their business. The
following is an outline of our proposal as specified in Audit Manual Section 0405.33:

(a) ABC Company SR KN 12-345678.

(b) The taxpayer is a manufacturer and distributor of consumer electronics.

(c) The audit period is 1/1/00 - 12/31/02.

(d) The prior audit percentage would be used in the paid bills portion of the audit.

(e) For the prior audit period, 1/1/97 - 12/31/99, the percentage of error was 2.01
percent.

€3] For the prior audit period, 1/1/97 - 12/31/99, the population was $4,100,000.

(2) We propose the use of 2.01 percent in the current audit.

(h)  The population to which this percentage of error will be applied is $5,600,000.

We have discussed this approach with the tax manager and she is agreeable to the use of the prior
percentage of error. The tax manager was informed that this approach would not be used in
consecutive audits. We both agree that given the relative consistency in the error rates,
populations, accounting procedures, internal controls and personnel, the use of a prior percentage
of error would save significant audit time while achieving substantially the same result as a new

test.

Thank you for your consideration. Please let me know if you have any questions.

Approved:

Date:

cc: . M. Auditor
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State of California Board of Equalization

Memorandum

To : Chief, Tax Policy Division, (MIC: 92) Date: December 1, 20XX
From : District Principal Auditor

Subject : Use of a Prior Audit Percentage

ABC Company SR KH 12-345678

We have completed our audit of ABC Company for the period of January 1, 2000 through
December 31, 2002. The prior audit error percentage was used in the paid bills portion of this
audit. The tax change resulting from the use of the prior audit error percentage is $8,723. We
estimate that a total of 40 audit hours were saved by utilizing this method.

Please let me know if you have any questions.

Attachment: December 1, 20XX Memo from Audit Supervisor to District Principal Auditor
requesting use of prior audit percentage for ABC Company

cc: Chief, Field Operations Division
Equalization Districts 1 and 2
Out-of-State District (MIC 47), or

Chief, Field Operations Division
Equalization Districts 3 and 4
Centralized Collection Section (MIC 46)

1.M. Auditor
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STATE OF CALIFORNIA
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STATE BOARD OF EQUALIZATION

450 N STREET, SACRAMENTO, CALIFORNIA

PO BOX 942879, SACRAMENTO, CALIFORNIA 94279-00XX
916-XXX-XXXX + FAX 916-XXX-XXXX

www.boe.ca.gov

BETTY T. YEE
First District, San Francisco

BILL LEONARD
Second District, Ontario/Sacramento

MICHELLE STEEL
Third District, Rolling Hills Estates

JUDY CHU, Ph.D.
Fourth District, Los Angeles

JOHN CHIANG
State Controller

RAMON J. HIRSIG
Executive Director

Tax Permittee
Use of “ABC” Letter Procedure to Verify Payment of Use Tax by Out-of-State Sellers

This letter summarizes the sample letter procedure explained to you by our auditor. The auditor
questioned certain ex-tax purchases made by you. Under the California Sales and Use Tax Law, you as
~ the purchaser are liable for payment of the tax unless you can present satisfactory evidence (e.g., a
receipt) that the tax was paid to a seller holding a California seller’s permit or a Certificate of
Registration-Use Tax.

The “ABC” letter procedure outlined in this document is recommended by the Board as a method by

which you, the purchaser, can help to satisfy your use tax obligation. You are not bound to use these
procedures and can present any other satisfactory evidence, such as a receipt.

The attached sample letter (BOE-503-B) and statement form (BOE-503-C) are provided for your
convenience. You may reproduce the statement form and send it to the vendor(s) in question to obtain
their signed statements regarding the payment of use tax. If you choose the recommended procedure to
have the forms returned directly to the Board, the auditor will provide return envelopes. However, if you
decide to use the “ABC” process and you choose to have the forms returned directly to you instead of the
Board, the likelihood of having staff contact your vendor or sending an additional mailing will be greater.
In order to communicate fully with your vendor(s), you may:

e Customize the letter by placing the text on your letterhead.
e Choose the recommended procedure to have the responses sent directly to the Board,
and add a statement in the letter to your vendor(s) asking that your vendor(s) send
you a copy of their response by fax or mail.
Please note that any changes you make to the sample letter or form must be approved by Board staff
before mailing.
The auditor will allow a four week period for you to send the statements and for your vendor(s) to reply.
If you have chosen the recommended procedure to have the responses sent directly to the Board, the
auditor will timely provide you with copies of the responses received. While the auditor will carefully
. consider the statements received within the allowed period, late responses may be reviewed and allowed
if appropriate.
Please be aware that a statement will not be accepted as satisfactory proof if incomplete, if found to be
untrue, or if the Board has or receives information that refutes such statement. An “ABC” response
merely acts as one form of evidence of possible tax payment by the vendor and does not preclude further
analysis and verification by the auditor.

STATE BOARD OF EQUALIZATION
Sales and Use Tax Department

BOE-503-A (10-96)
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STATE OF CALIFORNIA

STATE BOARD OF EQUALIZATION _ ~ BETTYT.YEE
[ADDRESS 1] First District, San Francisco

BILL LEONARD

[ADDRESS 2)
[REQUESTER PHONE NUMBER] + FAX [OFFICE FAX NUMBER] Second District, Ontario/Sacramento
www.boe.ca.gov MICHELLE STEEL

Third District, Rolling Hills Estales

JUDY CHU, Ph.D.
Fourth District, Los Angeles

JOHN CHIANG
State Controller

RAMON J. HIRSIG
Execulive Director

Tax Permittee
Use of "XYZ" Letter Procedure to Verify Claimed Sales for Resale

This letter summarizes the sample letter procedure explained to you by our auditor. The auditor questioned certain sales claimed on your tax
returns as sales for resale because they were not supported by a valid resale certificate taken in good faith at the time of sale.

Under the California Sales and Use Tax Law, you as the seller are liable for payment of the tax unless you can present satisfactory evidence that
the property was in fact purchased by your customer for resale or that your customer paid the tax directly to this state.

If the auditor has also questioned sales other than resale, such as sales in interstate and foreign commerce, sales to the United States Government,
or transportation charges, documentation to support the claimed exemption must also be provided. The auditor will provide you with an
information sheet describing how the law applies and the type of supporting documentation required to support the questioned claimed exempt
sale.

The "XYZ" letter procedure outlined in this document is recommended by the Board as a method by which you, the seller, can help to satisfy the
burden of proving that a sale was not at retail even though a resale certificate was not timely obtained, or your customer paid the tax directly to
the state. This procedure should only be used when you cannot locate the appropriate supporting documentation, such as resale certificates,
purchase orders, sales contracts, etc., within your company records.

It is recommended that the “XYZ” response forms be returned directly to the Board. However, you may choose to have the letters returned to
you for forwarding to the Board. In either case, the auditor will review all documentation submitted. Because the XYZ letter is not a substitute
for a timely resale certificate, you or your customer may be required to submit additional documentation or information to your auditor. You
should be aware that if the auditor determines the "XYZ" process is appropriate and you choose to have the forms returned directly to you
instead of to the Board, the likelihood of having staff contact your customer or sending an additional mailing will be greater.

The attached sample letter and statement form are provided for your convenience. If the statement form does not fit your particular
circumstances, the auditor will work with you to customize the form. You may reproduce the statement form and send it to the customers in
question to obtain their signed statements regarding the disposition of the purchased property. If you choose the recommended procedure to have
the forms returned directly to the Board, the auditor will provide return envelopes.

In order to communicate fully with your customers, you may
e  Customize the letter by placing the text on your letterhead.

s ]f you choose the recommended procedure to have the responses sent directly to the Board, you may add a statement in
the letter to your customer asking that your customer send you a copy of the response by fax or mail.

o If your agreement of sale permits it, ask your customer to forward payment of tax if the transaction is identified as
taxable. You should clearly indicate that the tax should be forwarded to you and not to the Board of Equalization.

Please note that any changes you make to the sample letter or form must be approved by Board staff before mailing.

The auditor will allow a four week period for you to send the statements and for your customers to reply. If you have chosen the recommended
procedure to have the responses sent directly to the Board, the auditor will timely provide you copies of the responses received. While the
auditor will carefully consider the statements received within the allowed period, late responses may be reviewed and allowed if appropriate.

Please be aware that a statement will not be accepted as satisfactory proof if incomplete, if found to be untrue, or if the Board has or receives
information that refutes such statement. Unlike a valid resale certificate, a purchaser's statement of resale taken after the sale does not relieve the
seller of lLiability for the tax if it is found that the property was purchased for the buyer's use and the applicable tax was not paid to the state prior

to the date of your letter to your customer.

STATE BOARD OF EQUALIZATION

Sales and Use Tax Department

BOE-504-A REV. 12 (1-97)
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BOE-504-B REV. 11 (1-67) Page 2 of 9 sTATE OF CALIFORNIA
BOARD OF EQUALIZATION

SAMPLE LETTER
Requesting Purchaser’s Statement

XYZ Company
1234 5th Street
Los Angeles, California 90013

~ Auditors of the California State Board of Equalization are currently examining our records in
connection with the California Sales and Use Tax Law. They have questioned certain nontaxed

sales made to you, as covered by the invoices listed on the attached sheet.

Would you please indicate the disposition of this property by checking the appropriate box and
completing the statement. The board will not accept the statement if it is not filled out

completely and signed by an authorized representative.

Your prompt response is necessary to support any claims for exemption that are in order. Please
return the inquiry statement within 10 days using the enclosed envelope or fax to

( )
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STATEMENT CONCERNING PROPERTY PURCHASED Page 3 of 9 poARD OF EQUALIZATION

WITHOUT PAYMENT OF CALIFORNIA SALES TAX
DMA

Auditor's Initials

Please complete this inquiry statement to indicate the disposition of certain non-taxed purchases you made from the seller listed
below. Please fill out the form completely, check the appropriate boxes, and sign as your company’s authorized representative.
The form should be returned within 10 days.

NAME OF SELLER FROM WHOM YOU PURCHASED ITEMS WITHOUT SALES TAX SELLER'S PERMIT NUMBER
PURCHASE
INVOICE
DATE ORDER AMOUNT DESCRIPTION
NUMBER NUMBER

Please check the appropriate box(es) below. If none of these apply, please explain below.

|:] The above property was purchased for resale and was resold in the form of tangible personal property. It was not used for
any purpose other than retention, demonstration, or display while being held for sale in the regular course of business.

The above property was purchased for resale and is presently in resale inventory. It has not been used for any purpese other
than retention, demonstration, or display while being held for sale in the regular course of business.

D The above property was purchased for leasing and tax measured by rental receipts has been paid directly to the Board with
our sales tax returns.

The above property was purchased for our own use and not for resale; and

]:I tax in the amount of was paid directly to the Board with our sales tax return for the reporting period

D tax in the amount of was added to the billing and remitted to the Seller.

D the purchase is a taxable transaction and tax is applicabie.

COMMENTS

NATURE OF BUSINESS

PURCHASER'S SALES TAX PERMIT NUMBER PURCHASER’S NAME
SIGNATURE TITLE
DATE PHONE city

The information provided above is subject to verification by the State Board of Equalization.
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STATEMENT CONCERNING PROPERTY PURCHASED BOARD OF EQUALIZATION

WITHOUT PAYMENT OF CALIFORNIA SALES TAX
DMA

Auditor’s Initials

Please complete this inquiry statement to indicate the disposition of certain non-taxed purchases you made from the seller listed
below. Please fill out the form completely, check the appropriate boxes, and sign as your company’s authorized representative.
The form should be returned within 10 days.

NAME OF SELLER FROM WHOM YOU PURCHASED ITEMS WITHOUT SALES TAX SELLER'S PERMIT NO.
INVOICE PURCHASE
DATE NUMBER ORDER AMOUNT DESCRIPTION
NUMBER

Piease check the appropriate boxes below. If none of these apply, please explain below.

0O The above property was purchased for resale and was resold in the form of tangible personal property. it was not used for
any purpose other than retention, demonstration, or display whiie being held for sale in the regular course of business.

O The above property was purchased for resale and is presently in resale inventory. It has not been used for any purpose
other than retention, demonstration, or display while being held for sale in the regular course of business.

[0 The above property was purchased for leasing and tax measured' by rental receipts has been paid directly to the Board with
our sales tax returns.

O The above property was purchased for leasing and tax measured by the purchase price has been paid directly to the Board
with our sales tax return for the period in which the property was first leased.

The above property (not “mobile transportation equipment”) was purchased for leasing to a sublessor.

The above property (“mobile transportation equipment”) was purchased for leasing and tax measured by the fair rental value
has been paid directly to the Board with our sales tax return for the period in which the equipment was first leased.

O The above property was purchased for our own use and not for leasing or resale, and
O taxin the amount of was paid directly to the Board with our sales tax return for the reporting period

O tax in the amount of ' was added to the billing and remitted to the Seller.
0O the purchase is a taxable transaction and tax is applicable.

COMMENTS

NATURE OF BUSINESS

PURCHASER'S SALES TAX PERMIT NUMBER PURCHASER'S NAME
SIGNATURE TITLE
DATE PHONE CiTY

The information provided above is subject to verification by the State Board of Equalization.
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(Cont.) Exhibit 9
Page 5 of 9

BOE-504-BPA (11-02)

SAMPLE LETTER FOR SPECIAL PRINTING AIDS
Requesting Purchaser’s Statement

XYZ Company
1234 5th Street
Los Angeles, California 90013

The California State Board of Equalization is currently examining our records for compliance with the
California Sales and Use Tax Law. They have questioned certain nontaxed sales of special printing
aids made to you as indicated on the invoices listed on the attached sheet. These nontaxed sales are

not supported by a valid resale certificate.

Please indicate the disposition of these special printing aids by placing the applicable letter in the
corresponding response column for each invoice listed.

Unless printers specifically state that they are retaining title to the special printing aids on their
customer’s contract or sales invoice, printers are considered the retailers of the special printing aids
and may purchase special printing aids for resale. However, special printing aids are considered
purchased for the purchaser’s own use and not for resale if the purchaser:

s Only resells printed material and not special printing aids. For example, book/newspaper
publishers or manufacturers purchasing product labels or packaging for resale with the product.
The printed material is resold, but the publisher or manufacturer is the end user of the special

printing aids
e Buys the printed matter for their own use
» s aprint broker who resells the printed material but maintains ownership of the special printing

aids

Your prompt response is necessary to support any claims for exemption. The board will net accept the
statement if it is not filled out completely and signed by an authorized representative. Please return the
inquiry statement within 10 days using the enclosed envelope or fax to ( )

Sincerely,

Encl:
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STATEMENT CONCERNING PROPERTY PURCHASED
WITHOUT PAYMENT OF CALIFORNIA SALES TAX — SPECIAL PRINTING AIDS

Page 6 of O STATE OF CALIFORNIA

BOARD OF EQUALIZATION

DMA
Auditor's Initials

Please complete this inquiry statement to indicate the disposition of certain non-taxed purchases you made from the seller listed below.
Please fill out the form completely and sign as your company'’s authorized representative. The form should be returned within 10 days.

NAME OF SELLER FROM WHOM YOU PURCHASED ITEMS WITHOUT SALES TAX

SELLER’S PERMIT NO.

DATE

INVOICE
NUMBER

PURCHASE
ORDER NUMBER

AMOUNT

DESCRIPTION

RESPONSE
List boxes (a) through (i) that apply

Please place the appropriate lefter and information in Response area above. If none of these apply, please explain in Comments

below.

Note: Manufacturers purchasing product labels or packaging for resale with a product are considered end
users of special printing aids and should select either D or E even though the printed material is resoid. (See

the cover letter accompanying this form for more information.)

A. A special printing aid was purchased for resale and resold in a sale subject to California tax.

B. The special printing aid was purchased for resale and resold to the US government.

C. The special printing aid was purchased for resale and sold with a nontaxable sale of printed material other than US
Government (ie. Interstate commerce, newspaper, printed sales message). Our sale of the special printing aids

was:

C1.

C2.

C3.

C4.

a sale for resale. We separately stated the sale price of the special printing aids and obtained a resale
certificate for the special printing aids from our customer. The separately stated sales price was at least the

amount of the sales price we paid for the special printing aids or their components.

subject to tax. Tax was paid to the Board with our sales tax return. Indicate amount of tax and period
reported under Response above.
subject to tax. Tax was paid to the Board as a result of an audit that included the above purchases either on
an actual basis or as a result of a percentage of error based upon a test. The purchases sampled in the

audit were similar in nature to the above transaction; we believe tax on the above transaction has been paid
to the Board as a result of the audit. Indicate amount of tax and audit period under Response above.

subject to tax. However, we did not pay tax with our sales tax return or through an audit.

D. The special printing aid was not purchased for resale. However, tax was paid directly to the Board with our sales
tax return. Indicate amount of tax and period reported under Response above.

E. The special printing aid was not purchased for resale and tax is applicable.

COMMENTS

NATURE OF BUSINESS

PURCHASER’'S SALES TAX PERMIT NUMBER

PURCHASER'’S NAME

SIGNATURE

=

TITLE

DATE

PHONE

cITy

The information provided above is subject to verification by the State Board of Equalization.
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BOE-504-CFS REV. 1 (8-02) '
STATEMENT CONCERNING PROPERTY PURCHASED Page 7 of 5 poARD OF EQUALIZATION

WITHOUT PAYMENT OF CALIFORNIA SALES TAX
DMA

Auditor's Initials

Please complete this inquiry statement to indicate the disposition of certain non-taxed purchases you made from the seller listed below.
Please fill out the form completely, check the appropriate boxes, and sign as your company’s authorized representative. The form should

be returned within 10 days.

NAME OF SELLER FROM WHOM YOU PURCHASED ITEMS WITHOUT SALES TAX SELLER’S PERMIT NO.

INVOICE PURCHASE
DATE NUMBER ORDER HUEER AMOUNT DESCRIPTION

Please check the appropriate boxes below. If none apply, please explain on the “Comments” line.

Miscellaneous items purchased for resale
[TJ 1 have sold the property. | did not use it for any purpose other than resale inventory, demonstration, or display. It was for sale from

the time | bought it until | sold it.
O currently hold the property in my resale inventory. | have not used it for any purpose other than demonstration or display and it has
been for sale at all times.

Feed purchased to feed animals
| purchased the feed listed above
[0 To feed animals | sell in my business or whose offspring | sell.
[J To feed animals commonly used to produce food (meat, dairy products, eggs, etc.).

Seed and plants purchased to plant or feed to animals
[ 1 purchased the seeds or plants listed above to grow products | will sefl.
[] | purchased the seed listed above to feed directly to, or to produce feed for, (1) animals | sell in my business, or (2) animals
commonly used to produce food (meat, dairy products, eggs, etc.).
Fertilizer
[] 1 purchased the fertilizer listed above for applying to land or plants to grow (1) feed for animals commonly used to produce food,
(2) plant products | will sell in my business, or (3) food crops.

ltems purchased for your own use
[J I purchased the items listed above for my own use, not for resale, and
[ | paid tax to the Board of Equalization in the amount of with my sales and use tax return for the reporting
period .
[[J Taxin the amount of was added to the billing and paid to the seller listed above.
[J The purchase is a taxable fransaction and no tax has been paid on it.

COMMENTS

NATURE OF BUSINESS

PURCHASER'S SALES TAX PERMIT NUMBER (If you are not required o hold a permit, please note.) |PURCHASER'S NAME

SIGNATURE TITLE

=

DATE PHONE CITY

The imfnvmntinn nravidnd shae ic enhiart tn varifinatinn by the State Board of Equalization.



BOE 504-CUS (1-97) (Cont.) Exnibit 2 orireoF cALIFORNIA

STATEMENT CONCERNING PROPERTY PURCHASED Page 8 of 9 BOARD OF EQUALIZATION
WITHOUT PAYMENT OF CALIFORNIA SALES TAX
DMA

Auditor's Initials

Please complete this inquiry statement to indicate the disposition of certain non-taxed purchases you made from the seller listed
below. Please fill out the form completely, check the appropriate boxes, and sign as your company’s authorized representative.
The form should be returned within 10 days.

NAME OF SELLER FROM WHOM YOU PURCHASED ITEMS WITHOUT SALES TAX SELLER'S PERMIT NO.
INVOICE PURCHASE
DATE NUMBER ORDER AMOUNT DESCRIPTION
NUMBER

Piease check the appropriate boxes below. If none of these apply, please explain below.

O The above property was purchased for resale and was resold in the form of tangible personal property.. It was not used for
any purpose other than retention, demonstration, or display while being held for sale in the regular course of business.

O The above property was purchased for resale and is presently in resale inventory. It has not been used for any purpose
other than retention, demonstration, or display while being held for sale in the regular course of business.

O The above property was purchased for leasing and tax measured by rental receipts has been paid directly to the Board with
our sales tax returns.

0O The above property was purchased for resale {o the United States Government. In accordance with the title provisions of
the U.S. Government supply contract, the U.S. Government took title to the property prior to any use of the property by us.

O The above property was purchased for our own use and not for resale, and
0O tax in the amount of was paid directly to the Board with our sales tax return for the reporting period

OO tax in the amount of » was added to the billing and remitted to the Seller.
O the purchase is a taxabie transaction and tax is applicable.

COMMENTS

NATURE OF BUSINESS

PURCHASER'’S SALES TAX PERMIT NUMBER PURCHASER'S NAME
SIGNATURE TITLE
DATE PHONE cITY

The information provided above is subject to verification by the State Board of Equalization.



, , (Cont.) Exhibit 9
BOE 504-COS (1-97) Page 9 of 9 STATE OF CALIFORNIA
STATEMENT CONCERNING PROPERTY PURCHASED BOARD OF EQUALIZATION

WITHOUT PAYMENT OF CALIFORNIA SALES TAX
DMA

Auditor's Initials

Please complete this inquiry statement to indicate the disposition of certain non-taxed purchases you made from the seller listed
below. Please fill out the form completely, check the appropriate boxes, and sign as your company’s authorized representative.
The form should be returned within 10 days.

NAME OF SELLER FROM WHOM YOU PURCHASED ITEMS WITHOUT SALES TAX SELLER’S PERMIT NO.
INVOICE PURCHASE
DATE NUMBER ORDER AMOUNT DESCRIPTION
NUMBER

Please check the appropriate boxes below. If none of these apply, please explain below.

O The above property was purchased for resale and was resold in the form of tangibie personal property. It was not used for
any purpose other than retention, demonstration, or display while being held for sale in the regular course of business.

O The above property was purchased for resale and is presently in resale inventory. It has not been used for any purpose
other than retention, demonstration, or display while being held for sale in the regular course of business.

O The above property was purchased for leasing and tax measured by rental receipts has been paid directly to the Board with
our sales tax returns.

O The above property was purchased for our own use and not for resale, and

O tax in the amount of was paid directly to the Board with our sales tax return for the reporting period

O taxin the amount of was added to the billing and remitted to the Seller.

[0 tax was paid directly to the Board as the result of an audit determination dated covering the
period to . The Board’'s audit specifically included the above
transaction in the audit assessment.

0O tax was paid directly to the Board as the result of an audit determination dated covering the
period to . The Board’'s audit examined our purchases on a test

basis with a percent of error computed and applied. Because the purchases sampled in the audit were similar in nature
to the above transaction, we believe tax on the above transaction has been paid to the Board as a result of this audit.
OO the purchase is a taxable transaction and tax is applicable.

COMMENTS

NATURE OF BUSINESS

PURCHASER'S SALES TAX PERMIT NUMBER PURCHASER’S NAME
SIGNATURE  ~ TITLE

DATE PHONE CITY

The information provided above is subject to verification by the State Board of Equalization.



Form BOE-52L1, Sample Letter, Auditor Exhibit 14B

STATE OF CALIFORNIA

STATE BOARD OF EQUALIZATION et Dt T YEE
[STREET ADDRESS]

[MAILING ADDRESS] BILL LEONARD
HXX-XKXK-XXXXK o FAX XXX-XXX-XXXX Second District, Ontario/Sacramento
www.boe.ca.gov MICHELLE STEEL

Third District, Rolling Hills Estates

JUDY CHU, Ph.D.
Fourth District, Los Angeles

JOHN CHIANG
State Controller

RAMON J. HIRSIG
[Purchaser‘s Name] Executive Director

[Address]
[City, State, Zip]

[Salutation]:

The California State Board of Equalization would appreciate your assistance in verifying that
untaxed sales made to you by [Business Name] were properly claimed as exempt sales in
interstate commerce under the California Sales and Use Tax Law. Specifically, please verify:
(1) that you purchased the item(s) listed on the enclosed Form BOE-52, Certificate of
Verification, Out-of-State Delivery, and (2) the method of delivery. If these items were
purchased by you, indicate the place of delivery and date you took possession of the item(s)
on the enclosed certificate. If you did not purchase, take delivery or receive the item(s) in
question, or if you took delivery in California, please check the applicable box on the
certificate and provide us with your comments.

We ask that you complete and sign the certificate and return it, using the enclosed envelope,
directly to the State Board of Equalization within 10 days of the date of this letter. Your
prompt response in this matter is necessary for us to support any valid claims for exemption.
Thank you for your cooperation.

Sincerely,

[Name]
[Title]

Enclosure:
BOE-52, Certificate of Verification, Out-of-State Delivery

BOE-52-L1 REV. 1 (3-00)



SAMPLE MEMO, REPORT OF SUSPECTED Exhibit 15
MONEY LAUNDERING ACTIVITY

State of California Board of Equalization

Memorandum

To : Chief, Field Operations Division Date:
Equalization Districts 1 and 2
Out-of-State District (MIC 47), or

Chief, Field Operations Division
Equalization Districts 3 and 4
Centralized Collection Section (MIC 46)

From : District Administrator

Subject : Report of Suspected Money Laundering Activity

An <investigation/audit> of <taxpayer name, permit number> by <auditor/tax
representative>, disclosed information which indicates possible money laundering activity as
defined under various provisions of the Penal Code.

During the period from <mm/dd/yy> to <mm/dd/yy>, there were money transactions that
appear unrelated to the normal business operations of a <type of business> with sales of
money orders, travelers checks and/or check cashing operations.

The total amount of all transactions was <dollar amount>. The average transaction amount
was <dollar amount>. Each transaction was made in the form of <cash, money orders, etc.>.

A summary of these transactions is attached.

The detected activities took place at <business address> and funds were deposited in <list
bank(s)> during the period from <mm/dd/yy> to <mm/dd/yy>.






AM Section
AM 0501.22

AM 0501.25

AM 0501.27

AM 0502.35

AM 0502.40

AM 0503.05

AM 0503.10

AM 0503.25

AM 0503.30

AM 0503.35

Audit Manual Chapter 5, Penalties
Summary of Revisions

Updates and classifies the list of penalties into mandatory
penalties or discretionary penalties. Inserts a footnote for
the operative date of RTC section 6597 (40% penalty).

Updates procedures for review of requests for relief of
mandatory penalties. Explains the type of request for relief
handled by Headquarters sections.

Adds procedures for processing relief of penalty
reconsideration per Operations Memo 1133.

Updates the list of legal Holidays.

Identifies the Headquarters unit that handles requests for
extension to file a return or pay the amount due. Inserts
Form BOE-468, Request for Extension of Time in which to
File a Return.

Inserts the ten-year statute of limitation for eligible amnesty
reporting periods (Operations Memo 1122, RTC section
7073(d)).

Deletes “Definition of a Return” section since the subject is
covered in the AM section that follows (“What Constitutes
Filing a Return or Report™).

Deletes obsolete section (Unsigned No Remittance
Returns). Unsigned returns are now acceptable pursuant to
RTC section 6452 revised in 2000.

Clarifies the application of securities and penalty for failure
to file on closeout accounts. Deletes “Form BOE-414-A1”
and inserts “Sales Tax Calculation Summary.”

Deletes Form BOE-10, Field Determination, as one of the
forms that may be prepared when a delinquent return
cannot be secured. This form is Fuel Taxes Division’s
form for jeopardy determinations.

Explains the application of interest on erroneous refund
pursuant to RTC section 6964.



AM 0503.45

AM 0504.10

AM 0504.20

AM 0504.25

AM 0504.30

AM 0505.00 — 0505.10

AM 0506.20

AM 0506.35

AM 0507.50

AM 0508.30

AM 0509.05

AM 0509.45

AM 0509.50

Deletes “Form BOE-414-A1” and inserts “Sales Tax
Calculation Summary.”

Inserts a footnote to define “service” in the phrase “30 days
after service of Notice of Determination.”

Explains that RTC section 6591 penalty applies if the
amount due in a jeopardy determination is not paid within
10 days after service of notice and without a valid and
timely petition.

Inserts “Prepayment penalties are not assessed in sales and
use tax audits.”

Clarifies application of electronic fund transfer (EFT)
penalties.

Inserts new sections on amnesty penalties (Operations
Memo 1122).

Explains the application of the negligence penalty when an
agent, employee, or partner of the taxpayer is guilty of
negligence.

Clarifies that when an evasion penalty is recommended a
memorandum is required from the District Administrator to
the Chief, Headquarters Operations Division.

Explains that intentional destruction of records may be an
indication of fraud or intent to evade the payment of tax.

Explains that a taxpayer who does not qualify for RTC
section 6596 relief may be relieved of the negligence
penalty if the taxpayer contacted the Board about the
proper application of tax and was misinformed by a Board
staff.

Inserts RTC section 6597 penalty (40 % for failure to remit
tax collected).

Clarifies the amount to which an evasion penalty may
apply.

Explains that sellers engaged in business at more than one
location must hold a permit for each location, or subpermit
for each location under a consolidated account. Clarifies



AM 0509.55

AM 0509.65

AM 0509.68

AM 0509.70

AM 0509.75

AM 0510.20
Exhibits

Exhibits 1 & 2

Exhibit 3

that RTC section 7155 penalty applies when the failure to
obtain a permit is for the purpose of evading the payment
of tax.

Updates the guidelines for applying penalty for misuse of a
resale certificate. Explains that the normal statute periods
apply to RTC section 6094.5 penalty (Misuse of a resale
certificate) — three years for taxpayers with permits and file
returns; eight years for those who do not file returns; ten
years for eligible amnesty reporting periods. Deletes
second paragraph pertaining to seller’s acceptance of a
resale certificate, which is irrelevant to the purchaser’s
misuse of a resale certificate.

Inserts new section “Failure to Remit Tax” (Operations
Memo 1148) - penalty for failure to remit sales tax
reimbursement or use tax collected, as imposed under RTC
section 6597.

Identifies penalties that may or may not be applied with
RTC section 6597 penalty (Operations Memo 1148).

Inserts the 10-year statute of limitations (RTC section
7073(d), Operations Memo 1122).

Updates the procedures for recommending evasion penalty.
Explains that criminal prosecution comments should be
made only on the copy to the appropriate Chief, Field of
Operations Division.

Clarifies how penalties apply in bankruptcy cases. New
text authored by Legal.

Creates new exhibit to incorporate sample letters regarding
the misuse of a resale certificate.

Creates new exhibit to incorporate examples that illustrate
the application of the 40% penalty (Operations Memo
1148).

The above summary includes substantive revisions only. However, all proposed
revisions, including grammatical corrections, position title updates, and other minor
changes are indicated in the attached material.



PENALTIES 0500.00

INTRODUCTION 0501.00
BOARD POLICY ON PENALTIES 0501.05

It is the policy of the Board to encourage and assist all taxpayers in making an
accurate and timely self-declaration of their tax liability. When that is done,
there should be no occasion for imposition of penalties for negligence or fraud.
The Board recognizes the many difficulties that taxpayers may be confronted
with in attempting to comply with all requirements of the law. While unduly
rigid or exacting requirements are not in the best interest of good tax
administration, the Board does not condone carelessness or deliberate
disregard by taxpayers of their obligations to keep accurate records and prepare
l proper returns. Hewever—wheWhenre 8 —are—justified by the acts or

omissions of the taxpayer, penalties should be apphed properly and impartially.
Whenever there is any doubt as to whether factual conditions warrant a penalty
l Jfor negligence or fraud, that doubt should be resolved in favor of the taxpayer.—

RESPONSIBILITY OF FIELD AUDITORS FOR PENALTY
RECOMMENDATIONS 0501.15

I Mest-nNegligence and fraud penalties are_generally imposed as a—part of the
determinations based upon field audit recommendations. Field auditors and
| their supervisors are responsible for making sewné—proper penalty
recommendations based upon factual findings. This requires good judgment,
common sense and a thorough understanding of the penalty provisions of the

law.

A negligence penalty and a fraud penalty can never apply concurrently. The
two penalties are mutually exclusive. The same is true of the penalty for
negligence and the penalty for failure to file a return. However, a fraud penalty
and a 10%-_percent penalty for failure to file may be addedimposed to the same
tasliability.
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TYPES OF PENALTIES — OVERVIEW

MANDATORY VS DISCRETIONARY PENALTIES 0501.1822

The—Sa}es——aﬂel—{—}seiPa*—ka% —seeﬂeﬂs—eevefed—by—ﬂ%s—&ad%—maﬁﬂ%ﬁmée»&er
several—penatties—There—Some are—penalties that—are mandatory and are
imposed automatically.;—sueh—as—these—imposed—beeause—payments—are—late;
witheut—regard—to—whether—an—auditis—performed: There—are—othersQOther

penalties that-are discretionary and may be assessed by auditors in the conduct

of their audits. (See AM  0203.21 for typical explanations of penalty

recommendations in_sales and use lax audils.) Examples—of—diseretionary
penalties-inelhideneglgenee—and-fraud-or-intentto-evade—-penaltiess-Whenever
circumstances warrant the imposition of either a mandatory or a discretionary
penalty, but not both, the mandatory penalty will apply. For example, the

penalty for failure to file a return (mandatorv penalty) rather than the
negligence penalty [discretionary penalty) will be applyied in those cases where

either penalty eewld-be-appliedis applicable.




Mandatory Penaliies

Nature of Penalty Rate RTC Sections
Failure to file a return 10% 6511; 6591
[Failure (o pay laxes 1 0% 6565 6HI1
Failure Lo pay prepayment amounis 0% ©476: 6477
Electronic Fund Transfer (EFT related penalties exclusive of | 10%. 6479.3
Failure (o pay prepavinents hy EFT 6% 0479.3
Ammnesly interesi penalty S50%" 7074
Double amnesty penalty b 7073
Failure o pay prepavmeni amounts by suppliers and | 10%° 0480.4
wholesalers of fuel

“ This penalty applies only to periods eligible {or amnesty and is based on the unpaid

tax as of March 31. 2005 (see AM sections 0505.00 — 0505.10 for more information).

" This penalty applies only to periods eligible for amnesty and is applicable {0 a Notice of

Determination issued after April 1. 2005 (see AM sections 0505.00 — 0505.10 for more

information).

‘ The rate of penalty is increased to 25%- _#perceni if the supplier or wholesaler
knowingly or intentionally fails to make a timely remittance of the prepayment

amournts.

Discretionary Penalties

engaging in_or conducting -business as a scller

Negligence or intentional disregard of the laws or 10% 6478; 6484
authorized rules and regulations

Fraud or intent to evade the law or authorized rules and 25% 6485; 6514
regulations

Improper use of a resale certificate for personal gain to ¢ 6072;.6094.5
evade the tax

Failure to remit sales tax reimbursement or use tax 40% " 6H97
collected

Knowingly fails {0 set-obtaining a valid permit i-erder

telor the purpose of aveid-evading the payvment of tax 50% 7155
Registration of g vehicle, vessel, or aircraft outside the of

§gtate oj California_for_the purpose ol te—evadinge the 50% 6485.1: 6514.1
payvment of tax

Failure to obtain evidence that the operator of catering $500 6074
truck_holds « valid seller’'s permit

Failure of a_retail florist to obtain a_permit bhelore | $560°500 6077

0% of the tax due or 8500 whichever is greater.
CRIC section 65497 operative January 1. 2007,
" Plus anv other applicable penalties,

WANER-OFREQUEST FOR RELIEF OF MANDATORY PENALTIES

0501.25



The Board is empowered to relieve taxpayers of mandatory penalties for4ailre
to-tile-a-timely-return—payment-or-prepayment-when the Board determines that
the failure to pay taxes or file a return timely was due to a reasonable cause
and circumstances beyond the person’s control. amd—Such failure must
eeeurredhave occurred notwithstanding the exercise of ordinary care_and the
absence of willful neglect. Taxpayers wishing to request relief [rom the payment
of penalties should do so after issuanee-receipt of a determination. A request
for relief must be presented in a written statement, under penalty of perjury,
setting forth the facts upon which the request is based._The use of Form BOE-
735, Request for  Relief [rom  Penally (available at www.boe.ca.gov). is
recommended bul not required.

meedngs—The following Headquarters sections evaluate requests for relief of

mandatory penalties related to their respective areas of responsibility, and

recommend either approval or denial of the request:

Return Analysis Unit (MIC 35) - Late pavment, late filing of returns, EFT
penalty, etc.

e Petitions Section (MIC 38) — Determinations, audits, etc.

e Consumer Use Tax Section (MIC 37) — Vehicles, vessels, aircraft

Recommendation to approve or denv a request for relief above $50.000 is
forwarded to the Deputy Director for further review and then submitted to the
Board Members for consideratiort.

PROCEDURES FOR RELIEF OF PENALTY RECONSIDERATION

0501.27

Taxndvers may requeql 1econ81delc1t10n of demed requests f01 relief of

IG‘SDOnd to taxpavers' inquiries.

A. Penalties of S50,000 or Less

In the letter notlfvma the taXDavel of the Sales and Use Tax Department’'s
- relief of

he reconsidered if the taxpaver provides new_information within 15 days.

The letter will also explain that if the taxpaver provides additional

information and the request for relief is still recommended for denial by the

Ileddqucuiels’ 'Section 'the request f01 relief will Lhen be reviewed bv 1'be

de.nv the recmest for 1ehef of Denalw 1he Deputy Director Wlll send a lelter
to the taxpaver indicating that he or she agrees with the recommendation.

Stalf should not revard the 15-dav_period as absolute - staflf may_ still
consider information received afler 15 days. The 15-day period provides a
reasonable deadline in which the taxpaver can respond.

B. Penalties in excess of $50.000

In_the letter notifving the taxpayver of the SUTD's recommendation to _deny
the request for relief ol penalty. the seclion sending the letier (e.g.. Petitions




section) will add a statement explaining thatl the decision (o reconunend
denying reliel may be reconsidered il the laxpayer provides new information
within 15 davs. The lelter will also explain that il the taxpaver provides
additional information_and the request for reliel is still recommended for
denial by the Headquarters' section. the reques( will then be reviewed by the
Deputy Direclor prior o placement on the Board calendar. [ the Depuly
Director_agrees with the recommendation to deny the request for reliel of
penalty. the Deputy Director will send a letier notifving the taxpaver that the
recommendation Lo deny the request for reliel will be submitied to the Board
Members.  The letter will also include the anticipated date the Board
Members will consider the request.

Again. _the 15-day_period is nol absolute - stall may slll consider
information received after 15 days. The 15-day period provides a reasonable
deadline so that penalty cases above $50.000 may be timely placed on the
Board calendar.

PENALTIES FOR NEGLIGENCE AND FRAUD 0501.30

These penalties are imposed when there is “negligence or intentional disregard”

r “fraud or intent to evade” the law or authorized rules and regulations, and
may be asserted only as a part of determinations made by the Board-umder—the
lews, Such penalties may be protested and are subject to cancellation if-they
subseguenthyare found to have been asserted in error.

: 7 £ der ‘When a “fraud” or “intent to evade”
penalty has been 1mposed (i.e., bllled on a Notice of Determination), any change
in such penalty shall be made only by the elected Board itself and not by Board
staff.

PENALTIES IN-BANKRUPTCY CASES 050435
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LOCAL AND TRANSACTIONS TAXES 0501.8835

The penalty provisions of this chapter also apply to Uniform Local Sales and
Use Taxes and Transactions (Sales) and Use Taxes. The penalties for
negligence and evasion normally will apply to state, local, and transactions
taxes. However, a recommendation for penalty may be restrieted-applied to
state—tasx-and-notloecal-teos—and-or-not-transactons—tax—or-any-combination;
only one or two of the three taxes, as appropriate.




DELINQUENCY PENALTESSALES TAX RETURNS

0502.00
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Redetermination:
REPORTING BASIS

Sales tax returns are due on a calendar quarterly basis unless the Board #as
requireds or allowsed the taxpayer to file returns on another reporting basis. A
taxpayer cannot retroactively be placed on a reporting basis shorter (e.g., vearly
(o gquarterly] than #s-the faxpaver's current reporting basis and become subject
to a penalty for late payment because the due date for paying tax under the new
reporting basis has already passed. Similarly, a taxpayer who has incurred a
late payment penalty cannot avoid that penalty by being retroactively placed on
a longer [e.¢.. quarlerly to vearly) reporting basis.

DUE DATES OF RETURNS

Due dates for returns filed on the various reporting basies are as follows:

Quarterly Basis
Returns are due on or before the last day of the month following the close
of the quarter. Taxpayers who make prepayments must also file the
prepayment returns in accordance with RTC Ssection 6472.

Oddlrregular Quarterly Basis
Vhere-For sales tax accounts thal are on_a 13-month vear accounting

cycle and are reporting quarterly over a DCI‘]()d of 1 J m(mths M@f%&

basts—whieh-approximates—the

o-menth-year—returns are due on or before the last day of the month
following the close of the authorized reporting period.

Monthly Basis
Sales tax returns for each month are due on or before the last day of the
following month.

Yearly Basis

Returns are due on or before the last day of the month following the close
of the calendar year {reporting basis ¥J-or fiscal year {reporting basis—},
except when the taxpayer closes out before the end of the year. (See AM
Ssection 0502.30.)

When changing an account from a yearly or fiscal year basis to another
basis, and the effective date is other than the beginning of the yearly
reporting period, the district will furnish the taxpayer with a return to

0502.10
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report the expired portion of the year to and including the last day of the
quarter which precedes the effective date of the new basis. The tax
return for the expired portion of the year is due on or before the last day
of the month following the effective date of the new basis.

SALES TAX LIABILITY OF PURCHASERS

A purchaser, as provided in RTC section 6421. who becomes liable for payment
of sales tax as if he-ershe-werethe purchaser was a retailer making a retail sale
unRder-Seeton—6421—efthe—Sales—and-—Use—TFax—taw—has an obligation to file
returns and is subject to the failure to file penalty provisions of Sales—and-Use
TFaxxEawRTC Ssection 6511_if a return is not timely filed.

CLOSEOUTS

Except for taxpayers on an annual reporting basis, if a taxpayer sells a
business or stock of goods or ewits-discontinues the business, a final return is
not due until the due date of the return for the taxpayer’s reporting period
.during which the closeout occurred. For a taxpayer on an annual reporting
basis who eleses-ewt-thediscontinues a business, a closing return is due on or
before the last day of the month following the close of the quarterly period in
which the business was discontinued.

EFFECT OF LEGAL HOLIDAYS AND WEEKENDS ON DUE DATES

Whenever the due date fer-the-paymentofthetaxfalls on a Saturday, Sunday,
or legal holiday, the filing of returns and the pavment of taxes may be paid

made on the following business day without penalty. The following is a list of
legal holidays as set forth in the Government Code:

New Year’'s Day January 1

Martin Luther King, Jr. Day 3" Monday in January
Lincoln’s Birthday February 12

President’s Day 3" Monday in February
Cesar Chavez Day March 31

Memorial Day Last Monday in May
Independence Day July 4

Labor Day 1* Monday in September
Columbus Day 2™ Monday in October
Veterans Day ' November 11
Thanksgiving Day 4" Thursday in November
Day Afterafter Thanksgiving Friday after Thanksgiving
Christmas _ December 25

If one of the foregoing legal holidays falls on a Sunday, the following Monday is
a legal holiday.

If Veteran-s Day falls on a Saturday, the preceding Friday is a legal holiday.

STATUTORY DATE FALLING ON SATURDAY, SUNDAY OR HOLIDAY
Actions other than filing and paying returns, which must be timely, include:
1. Waiving the statute of limitations (RTC Ssection 6488)
2. Filing a petition for redetermination (RTC Ssections 6538 & 6561)
3. Filing a claim for refund (RTC Ssection 6902)

0502.20
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4. Filing a suit for refund (RTC Ssections 6933 & 6934)
5. Issuing a determination (RTC Ssection 6487)
The first four of these acts are permitted by taxpayers, and the last is a duty

imposed on the Board. All of the acts are required by statute to be performed
within a specified period of time.

When the due date of these acts {alls on a Saturday, Sunday or holiday, it will
nevertheless be timely if filed on the next business day that is not a legal
holiday.

REFT IQNS—EQR—RE—DQERMWJQN%MWQaGZﬁé
‘he-Board

w&a&ehﬁ%—ﬂﬂi——}méﬁﬂ 614)(4{6319% he—da{f»mfh(-\a{@d—eﬁ«meﬂe Hee——ﬁ Hie%"&—pe Hion
‘ M&%%—%tﬁf—ﬂ%%%ﬂ&ﬁ%ﬂ%dﬂﬁﬁmmﬁ—m%ﬂ%ﬁ

pﬁﬁ&&%@f—p@ﬂﬁ@ﬁ%&&ﬁ%ﬂﬁ@é—&fﬁe}y— /
JEOHARDY DETERMINLTNSGS—irorooiiii0 o — 00

b

4——@{:}5%)—()6}9@5}{&%}961 9emd—ehee4%~ﬂe{—aeeeptab}e}
A—é(-)%@ﬁi—ﬂ%&i—]—)ﬂﬁ%{HHHM@H%%@H*—H%QH&H%WGF%HF&H%THG%}MGW
EXTENSIONS FOR FILING RETURNS 0502.8840
The various business tax laws (¢.g.. IXTC section 6459) provide in part:

“The Bhoard for good cause may extend. fer-not to exceed one
month, the time for making any return or paying any amount
required to be paid under this part. The extension may be granted
al any time provided a request therefor is filed with the Bboard




within or prior to the period for which the extension may be
granted.”

reerested-by-the-taxpayer—Generally, the taxpayer requests the extension from
the district office and the district office will submit a recommendation 1o the
Return Analysis Unit (MIC 35)apprepriete-unit. When an extension is granted
for a specific period, a delinquency penalty will not apply if the tax is paid on or
before the last day of the period for which the extension was granted. However,
when an extension is granted, interest from the date on which tax would have
been due must be paid. In cases in which an extension of time has been
granted for making a prepayment, interest applies to the unpaid amount of the
required prepayment.

Form_ BOE-468. Request for Extension of Time in which to File a Return, is
available at the Board’s website located al www.boe.ca.gov.




RENALTY-FOR-FAILURE TO FILE A RETURN 0503.00
WHEN PENALTY APPLIES 0503.05

Each taxpayer who has an active account under any of the revenue laws
administered by the Board is required to file returns at regular intervals as
prescribed by law and required by ihe Board. . "C“ seC tion 6591 imposes a CPhe

taxes due excluswe of prepayments with respeci to the per10d for which that
return was required. ssed-r-seetion-0504-20—For_example. Hi the
taxpayer is on a monthly reporting basis; fer-example—and failed to file a return
for only one month during a period under audit, a penalty would apply only to
tax due for that month. Similarly. il a taxpaver on a monthly basis does not
report sales for May. bul instead includes these sales on his or her June return
the failure lo file penally _would apply to May even thoudh sales were
subsequently reporied in June.

Under }\IC Ssection 6487 pie*vfel i<
determination f()i [ailure {0 iﬂe a ieiuin must be mailed within elght years after
the last day of the calendar month following the quarterly period for which the
amount is proposed to be determined. For eligible amnesty reporting periods,
the delermination may be issued within ten vears from the due date of the tax

(RTC seci:ion 707 3(d). Genera—H«#——tbe—appa—epaa%e—bHe&dq&aﬁe%&n&

%&eh%ar%«may-be—pw%ﬁ-ibed—by—ihe-BecﬁflwﬂaewmﬂwEhe—ameuﬂPe{weaxes«é&(

WHAT CONSTITUTES FILING A RETURN OR REPORT 0503.15

A return is considered filed when the taxpayer provides in writing:

a. A request that the correspondence be accepted as a return or statement,
regardless of how brief, indicating that the taxpayer is attempting to file a
return.

b. The reporting period for which the correspondence (return) is filed.
c. The amount of tax due or that no tax is due.

When the taxpayer has shown due diligence in making every effort to submit

__M_ .....................................

should be accepied as a 1eturn Even if the correspondence has no gross sales
or deductions and shows only the net tax figure, it may be accepted as a return



if the information listed in a. b. and ¢ above is provided. If a taxpayer's check
indicates the reporting period and the measure of the tax being paid, it may be
processed as a return. As a general rule, if tax due can be calculated from the
information provided, the correspondence should be processed as a return. It
is important to always consider the taxpayer’s intent.

FORM BOE-401-E, NOT A RETURN FOR ALL PURPOSES

The filing of a—Form BOE-401-E, Consumers Use Tax Return, cannot be
regarded as the filing of a return with respect to sales tax liability as a seller, or
use tax liability for sales made as a retailer, but only as the filing of a return
with respect to use tax liability as a purchaser.

0503.20

UNSIGNED-NO-REMITTANCE-RETURNS

CLOSEOUTS WITH SECURITIES

Liquid securities (e.g. A cash deposit, certificate of deposit, or an insured
deposit in a bank or savings and loan institution) {s-are considered to be an
advance payment of any tax due on or after the date of closeout. Fhis-sSecurity
will be applied in accordance with the guidelines discussed in the Compliance
Policy and Procedures Manual (CPPM) {Sseetion-406-000--Chapter 4, Security.

A negligence, fraud, or intent to evade penalty does not apply to a deficiency
that is paid by the application of a liquid security where the due date of the
closeout return is on or after the closeout_date. This is because there was no
amount required to be paid to which the penalty can be added. If the taxpayer
is on a monthly basis, the quarter or quarters in which the closing month and
the preceding month—#-avelved; occur should be segregated en—Form-BOE-

4+4-Ad—-in the Sales Tax Calculation Summary in order to show clearly the
application of eash-depositany liquid securities and penalties.-

In-eentrast—a—pPenalty for failure to file will apply if a taxpayer submits a late
return even theugh-availablewhen security esxistsis available. Penaltv for failure
to_file will also apply Additdenaty—even #-when security is available to clear
delinquent reporting periods,  fer—elesed-out—aceounts—the 1% failureteo—file
peralty—will-apply—A note is added on the billing to inform the taxpayer
regarding-ol the lype of penalty being applied.

When the security is not sufficient to meet the liability for the closing period,
the procedure is as follows:

a. When a return was filed_and an audit is in process —

He&équ%&em—%l%%ss&&&~?e&&—8@£4—2—l@—9&m&%k%é%¥eymf%~e¥

penaliy——Form BOE-414-A, Report of Field Audit, will—not—may
reeommmend—include a penalty beea&se—eﬁ—?e&&&e—%e——?ﬂe—%a%—maa«

recommend-a-peralty-for negligence.

b. When no return was filed_and an audit is in process —

0503.30



Form BOE-414-A will include the penalty for failure to file for the
amount of the taxes exclusive of prepayments, with respect to the period

A notation on Form BOE-414-A under “Special Instructions” should be made
when a security is available. See AM Ssection 0204.12.

When an audit is not to be made, attempts should be made to secure signed
returns for periods for which no returns were filed. When the delinquent return
or returns cannot be secured, &~Form BOE-414-B, Field Billing Order, erFeorm
BOEO—FieldDetermineation—will be prepared to cover the estimated liability.

ERRONEOUS REFUNDS OF CASH-SECURITY DEPOSITS 0503.35

If a eash-security deposit available on the closeout date is erroneously refunded
instead of being applied to a liability, no penalty or interest will be addedto-the
tnotRt-which-showld-havebeen—paiddrom—the—ecash-deposit—assessed where
these charges would have accrued solely because of the erroneous refund.
Interest will starl o accrue if such lability is unpaid 30 davs after the mailing
of a notice of determination for lPDdVD]elﬂ of th( Erroneous r(’[und In cases

pph( a 31

made and a liability is-later developed, tar
penalty and interest elrarge-will be added.

NO RETURNS FILED FOR PERIOD PRECEDING CLOSING PERIOD 0503.40

There may be instances where no return was filed for the reporting period
immediately preceding the closing period, and where the due date for the
preceding period is after the date of closeout (e.g., the second quarter
+9992007, when closeout date was July 13, +9982007). If any part of the
Hemidsecurity deposit is applied to tax due for such periods, a negligence
penalty will not attach to the amount of tax so paid._ The hguidsecurity deposit
is considered available on the date of closeout. Therefore, to the extent that it is
so applied, there is no amount required to be paid to the Sstate to which
penalty can be added. However, if a taxpayer fails to file a timely return for the
preceding period, a failure to file penalty will apply to the amount of taxes,
exclusive of prepayments, for this period that the return is required.

TAXPAYERS ON A MONTHLY BASIS 0503.45

In the case of taxpayers reporting on a monthly basis, where no return was filed
for the closing month or the preceding month, the quarter or quarters in which
such months occur should be broken down enFermBOE-434—Adin the Sales
Tax Calculation Summary, in order to show clearly the application of
heddsecurity deposits and penalties.

AVAILABILITY OF SECURITY BETWEEN BUSINESS TAXES 0503.5550

All or the remainder of the security of a taxpayer’s account may be transferred
to another account of the same taxpayer. Information relative to the transfer is

contained in the eefmﬁ}aﬁeewp@hevﬁmdwékﬁeedmﬁ%ﬁﬁﬁﬂ~am M {Sseetion
406-:00001Chapler 4. Securiy. ,

MORE THAN ONE LOCATION 0503.6&55

Sellers engaged in business at more than one location must hold a permit for




each location, or a subpermit for each location under a consolidated account.

However, taxpayers who hold seller's permits for permanent places of business,
and also conduct operations of a temporary nature at places such as fairs or
carnivals, are not required to hold separate permits for the temporary
operations. Fhey—Such laxpayers should report their sales made at the
temporary location with the returns filed under their regular permit numbers.
For multiple location permits, the temporary locations should be listed on Form
BOE-530, “Schedule C — Detailed Allocation by Suboutlet of Uniform Local Sales
and Use Tax.> For single location permits, the temporary locations should be

and Certain Auctioneers.” The three-year limitation period applies, and the
penalty for failure to file returns does not apply; with respect to any unreported
sales tax liability incurred at the temporary location during any period for
which a person has filed a return for a permanent place of business.

The three-year limitation period applies, and the penalty for failure to file
returns does not applys with respect to any unreported sales or use tax liability
incurred in any period for which a person has filed a return for any location.
This is true even though the person may operate at one or more other locations
for which neither a permit nor a subpermit has been issued.

Where a taxpayer operating under a consolidated permit fails to include sales in
his or her return relating to business at a particular location for which a
subpermit is held, a penalty for failure to file a return does not apply, but the
tern10 percent penalty for negligence or the 25 percent penalty for fraud may
apply if circumstances warrant.



SFAILURE TG PAY 05820504.00

WHEN PENALTY ATTACHES 05620504.05
DBelingreney—penaty—attachesRTC section 6H91 imposes a 10 _percent penalty
lor failure o pay lax imely if tax is not paid, as follows:
a. To sell-declared tax, when not paid on or before the due date of the
return or before the expiration of any extension that has been granted.

b. To determinations made by the Board, when 1ot paid on or before the
penalty date shown on the Notice of Determination unless a timely
petition has been filed.

c. To redeterminations, when not paid on or before the penalty date shown
on the Notice of Redetermination.

The penalty for negligence and the penalty for {ailure (o file cannotl be imposed
concurrentlv (AM section 0501.15).

PETITIONS FOR REDETERMINATION 8502:450504.10

Sades—and-Use-TaxLawRTC _section 6565 imposes Aa 10% percent penalty for
failure (o pay is—impesed—on the amount of any determination made by the
Board which is not paid on or before the date the delermination becomes final
indieated-on-the-notiee-(30 days afler service' of notice of determination), unless
a petition for redetermination is filed on or before that date. The rules for
determining when a petition was filed are the same as those for determining
when a payment was made.

In preparing a reaudit, the auditor should determine if the petition was timely.
The taxpayer should be notified of any penalty to be added by hHeadquarters
because of a late protest or late payment. Comments on the audit report
should also indicate that a penalty will be added by BHeadquarters.
R

PAYMENTS OR PETITIONS MAILED BUT NOT RECEIVED 0562-5080504.15

For purposes of determining whether a late payment or late filing penalty is
applicable or a petition is filed timely, a payment or a petition alleged to have
been placed in the mail will generally not be treated as received or filed timely
unless it is actually received by the Board. Exceptions will be made in those
instances where the taxpayer furnishes satisfactory proof that the original
payment or petition was mailed timely.

JEOPARDY DETERMINATIONS 0502.550504.20

Jeopardy determinations become final within 10 days after service of notice
unless a petition for redetermination is filed within such period and security is
deposited within such period in such amount as the Board may deem
necessary. The Board will not recognize a petition in connection with a
Jeopeu dy deterrmnatlon unless such Secunty is deposited with the Board en-er
bek : . -—in one or more of the following

“Date of mailing of the Notice of Determination or the date the Notice of Determination
was delivered in person Lo the t.axr)a\u.




forms:
1. Cash deposits, _including cashier check and money order (personal
checks not acceptable). .
2. Certificates of deposit issued by banks.
3. Savings and loan certificates.

A document that purports to be a petition for redetermination filed in
connection with a jeopardy determination where security is not deposited is not
a valid petition._If the amount specified is not paid within 10 days afier service
of notice and without a valid and timely petition. a 10% percent penalty for
failure to pay is imposed pursuant to RTC section 6591. A person against
whom a_jeopardy determination is made may nonetheless applv for an

administrative hearing as provided by RTC section 6538.5.
PREPAYMENTS

0504.25

RTC Ssection 6476 imposes a 6 percent penalty on the amount of a prepayment
that is paid late but which is paid before the last day of the monthly period
following the quarterly period in which the prepayment was due.

RTC_Ssection 6477 1mposes a penalty When a taxpayer fails to make a
prepayment aet Hles-before the last day of the

monthly period followmg the quarterly penod in which the prepayment became
due, provided-the—taxpayer—fiesbul files a timely return and payment for the
quarterly period in which the prepayment became due. The penalty is 6%
percent of the amount equal to 90%—_percent of the tax liability for each of the
periods during that quarterly period for which a required prepayment was not
made.

The penalty imposed under RTC section 6477 is increased by RTC section 6478
to 10 percent if the failure to make the prepayment was due to negligence or
intentional disregard of the Sales and Use Tax Law or authorized rules and
regulations. RTC Ssection 6478 also imposes a 10 percent penalty on the
amount of any deficiency in the required prepayment if any part of that
deficiency is the result of negligence or intentional disregard of the Sales and
Use Tax Law or authorized rules and regulations. The penalties discussed in
this paragraph are not applicable to amounts subject to a penalty under RTC
sections 6484, 6485, 6511, 6514, or 6591.

Prepavment penalties are not assessed in sales and use tax audits.

ELECTRONIC FUND TRANSFER RELATED PENALTIES

0504.30

E ‘i' A erS 1 S.% TWM%WWW%W

E—F?F:—-eis—ef—&aﬁﬂaw—l—;—i{a)%l‘ he penaliies imposed in Seles-sne-Use TaxLaw
RTC $Ssections 6479.3 and 6591 inelndes—apply el EFf—related—penaltiesio
taxpavers who are required to pay taxes by means of Electronic Fund Transfer

(EFT) and fail to do so. The penalties imposed under either—ei—these—RTC
sections 6479.3 and 6591 are limited to a maximum of 10%—_percent of the
amount of taxes, exclusive of prepayments, for the reporting period._Failure 1o




pay_prepavments by cleclronic funds transler is subject Lo _a penalty_of ©
b)

percent of the prepavmen! amount incorrectly remitled (RTC section 6479.5

(e)(2).




AMNESTY PENALTIES

0505.00

Beginning April. 1. 2005, amnesty penalties may be applied to tax liabilities for

reporting periods that began prior to January 1. 2003. See AM section 0206.52
for audit comments regarding the Amnesty Program.

50 PERCENT INTEREST PENALTY 0505.05
A. Application
The penalty is imposed pursuant to RTC section 7074 and applies to
taxpayers who meet any of the following criteria:
. ualified for amnesty but did not participate.
[ ]
. Apphed fm amnest_,y but. who_did not enter into an Installment
Payment Agreement (IPA) or pay their tax liability by May 31,
2005,
The penalty does not applv to:
L] ’ .
in an IPA in place on January 31, 200'3
e Tax liabilities included in an amnesty IPA, even if the taxpayer
subsequently defaults on its agreement.
e Tax liabilities for reporting periods not eligible for amnesty, for
o periods for which a criminal court proceeding
had been initiated against the taxpayer prior to ammnesty.
o Eligible tax reporting periods where the tax portion of the liability
was paid in full on or prior to March 31, 2005 [non-participant) or
May 31. 2005 (participant).
B. Compulation
The penalty is equal to 50 Dercent of the interest on the unpaid
tax ] -
participants). or Ma >
program requirements). computed from the day following the
original due date of the tax through March 31. 2005.
The penalty applies to both self-assessed and Board-assessed liabilities and is
imposed beginning April 1. 2005 (non-participants) or June 1. 2005
(participants who did not fulfill all program requirements). With regard to
Board-assessed liabilities, the penalty is imposed at the time the liability
becomes final. Pavment of the deficiency prior (o the finality date does not
prevent the penalty {rom applying.
DOUBLE PENALTIES 0505.10

In addition to the 50 percent interest penalty. underreporters and nonreporters
are_subject to a penalty that doubles the rate of all penalties (excepl the 50
percent interest penalty} applicable to a Notice of Determination issued on or
after April 1, 2005 (RTC section 7073). Additionally. if the finalitv penally is
imnosed, it will be applied at_double the normal rate.




NEGLIGENCE PENALTIES — GENERAL 85040508.00
LEGAL BASIS 85040506.05

The RTC sections relating to the negligence penalty contain the following
language:
“If any part of the deficiency for which a deficiency determination is made
is due to negligence or intentional disregard of this part or authorized
rules and regulations, a penalty of 10 percent of the amount of the
determinations shall be added thereto.”

DEFINITION £5040506.10

Negligence may be defined in general as a failure to exercise due care. In most
cases, the law has defined the exercise of due care as such care that a
reasonable and prudent person would exercise under similar circumstances.
With respect to business tax matters, negligence may be further defined as a
substantial breach by the taxpayer of some duty imposed by the law or
authorized rules and regulations.

NEGLIGENCE VS. INTENTIONAL DISREGARD 05040506.15

There may—beis a technical distinction between negligence and intentional
disregard of the law or authorized rules and regulations in that intentional
disregard implies- something more than negligence. However, intentional
disregard is less than fraud or an-intent to evade the tax and is covered by the
“negligence penalty.” Accordingly, the term “negligence penalty” will be used to
include the penalty for negligence or for intentional disregard. If, however, a
situation is encountered where the field auditor believes there is strong
evidence of intentional disregard of the law or authorized rules and regulations,
the audit report should include appropriate comments regarding the evidence of
intentional disregard.

Field auditors should not assume that a large audit deﬁaency or overpayment is
indicative of either negligence or intentional disregard. AS
o4+04+-26—The auditor #s—+temust use his or her highest skill and best Judgment
to determine whether the amount of tax has been reported correctly. This same
jadement—and—skill and judgment should be used to determine whether a
penalty should or should not.be recommended. Reler to AM section 0101.20.
Tax Audil Policies, As—eetaited-in-seetion-0504-35+The auditor musl support a
nedgligence penallyrecommendation—must—be—supported—with by-appropriate
comments_(refer o AM section 0206.45).

ACTS OF AN AGENT, EMPLOYEE OR PARTNER 95840506.20

In general, where an agent, employee, or partner of the taxpayer is guilty of
negligence, with a resulting tax deficiency, the 10 percent penalty will apply.
This is true even though the agent, employee, or partner acted without the
taxpayer’s knowledge or consent, or acted contrary to the express instructions
of the taxpayer. _Situations may be encountered where the taxpayer has been
defrauded by an agent, employee, or partner and as a result did not benefit
from the understatement of tax. Whether the negligence penalty is imposed will
depend upon whether circumstances made it difficult or impossible for the




taxpayer to detect such fraud._The application of a negligence penalty in these
instances should bhe decided on a case o case basis.

CONDITIONS UNDER WHICH PENALTY APPLIES 05040506.25

The negligence penalty applies only to deficiency determinations and it applies
to the total amount of the tax defieieneyliability. In—the—normal—ficld
auweitGenerally, this will-means that, if the penalty applies, it will be for the
entire period of the audit regardless of class of transactions involved. Before

the penalty is warrastedimposed, the following conditions must be present:
a. A tax deficiency, and

b. Evidence that any part of the tax deflclency is the result of negligence for
intentional disregard of the law or authorized rules and regulationsj.

I—PENALTIES APPLICABLE TO ONLY PART OF AUDIT PERIOD 05040506.30

Situations may be encountered where the condition warranting the imposition
of a negligence penalty is not present during the entire period under audit and
where the imposition of the penalty to the entire amount of the tax
defieterreyliability would be inequitable. For example, a complete change of
management occurred and conditions under one management were entirely
different from those under the other. In these-this tyvpe of situations; the

aud.itor will prepare two sets of Form BOE—4]4-A or F orm BOE-414—B. a—fal

aﬁé—headqﬂﬂﬂers—okﬁee%H—make-two—e}eﬁemﬁﬁaaeﬁs—one f@f—&}e—pﬁ‘ﬁeé*éﬂi-iﬁg
whiekh-includes the 10 percent penalty-sheuld-be-ineluded, and anether{or-the

other without the penalty peried—during—whieh—it-sheuld-net-be—applied—Two

Audit Determination and

Forms—BOE414-A—will-be-reguiredin—sueh—eases:
Refund Section will issue the Notice of Determination accordingly. The audit

report with the penalty must include a full statement of the facts involved.

When considering the recommendation to impose a negligence penalty on a
partial audit period, auditors should determine if the taxpayer made any effort
during a subsequent period in the audit to correct the situation which led to
negligence. If such an effort has been made, a penalty may not be appropriate.

PENALTY COMMENTS ON AUDIT REPORTS OR FBOSFIELD BILLING
ORDERS 05040506.35

Seetion—0206-03—states—that—aA comment should be made on any peintarea

which will be of value in connection with making a determination” or im-with
*making a-decisions respeeting-regarding future audits_(AM section 0206.03).*
Penalty recommendations are frequently a source of disagreement between staff
and taxpayers. To ensure that both staff and taxpayers understand why a
negligence penalty was or was not recommended, a penalty comment using the
following guidelines must be made enin the-baek "General Audil Comments”
section of the-Form BOE-414-A or Form BOE-414-B. The sole exception is
when the tax liability is less than $2,500 and no penalty is recommended.

The factors which constitute negligenoé in keeping records [éiseussed—'u% I\M

05068.00), and ev a51on penalties (diseussed—in-AM section 050-71_9_ OO) must be
carefully considered before determining whether a negligence or evasion penalty



should be imposed. If a negligence penalty is being recommended, the auditor
must provide in clear and concise terms the rationale for imposing a penalty.
An explanation of the evidence and facts upon which the auditor relies to
support the recommendation for imposition of a penalty must be given. The
explanation must enable supervisors. and-ether-reviewers, the taxpayer and/or
laxpaver's representative  to determine whether the recommendation is
consistent with the facts established by the audit. The comments must be
factual, not merely the auditor’s opinion, and must not be slated in a manner
derogatory to the taxpayer or the taxpayer’s employees. All penalty comments
must be sufficiently clear to provide eentnuitvinformation fer—that may be
useful in subsequent audits of the taxpayer.

If the auditor believes the imposition of a penalty is inappropriate, he or she
must use the same penalty comment guidelines as when recommending a
negligence penalty. That is, the comments must be clear and concise; they
mastlo enable supervisors and other reviewersreaders of the audil working
papers to determine whether the reeommendatlon is eon51stent with the facts
established by—in_the audit, and + —to provide
eoptityinthe-event-olinformation Lhal may be useiu] ina subsequent audit.
“Canned comments’ such as “Negligence not noted;” “No negligence noted,” or
“No penalty recommended,” do not provide enough information and are not

acceptable.

If an evasion (fraud) penalty is being recommended, the comment on the audit
report must be-te—the—effeet—thatinclude; “Penalty pursuant to RTC Ssection-
6485 efthe-Sales—and-UseTastaw-is recommended:". Fhe-detads—to-support
Hhe—recomrmendation—will-be—ineltded—n—the—In dddmon a_memorandum is

required {rom the District Administrator to the Chiel., Headgquarters Operations
Division by-(see AM section 05079.75_for contents of this memo).

Field auditors are frequently faced with the decision of whether to recommend a
penalty on the first audit of a taxpayer. This decision must be based on an
objective evaluation of the audit findings and the taxpayer’s background and
experience. Generally, a penalty should not be recommended. However, there
are circumstances where a penalty would be appropriate. Criteria that should
be considered, among others, are the taxpayer’s prior business experience, the
nature and state of the records provided, and whether the taxpayer used an
outside accountant or bookkeeper to compile and maintain the records, and/or
to prepare the sales and use tax returns. Fer-example—aA penalty may be
appropriate in any of the following circumstances: the taxpayer has no records
of any kind, the taxpayer has a history of prior permits or business experience

has two sets of books. The comment “Taxpayer’s first audlt ‘should only be
used in conjunction with a detailed explanation for the penalty

recommendation.

To promote consistency in the application of penalties and the writing of penalty
comments, all comments must be reviewed by the auditor’'s supervisor. In
addition, special procedures will be used for the following reviews:
e Audit tax deficiency over $25,000 — Reviewed and approved by the
auditor’s supervisor.
* Audit tax deficiency over $50,000 — Reviewed and approved by the



approval by the auditor’s supervisor.

This review and approval must be noted by the supervisor (and DPA if
applicable) by commenting and signing directly below the auditor’s penalty
comment en-in the “General Audit Comments” sectionbaek of the-Form BOE-
414-A or Form BOE-414-B. This may be a handwritten comment or
incorporated as the last line of the penalty comment (e.g., “Reviewed and

approved. , Supervisor; , DPA.") _See
AM section 0206.45.
CLASSES OF NEGLIGENCE 05040506.45

A taxpayer may be negligent in a number of ways, but there are only two kinds
of negligence which will result in a tax deficiency and which may warrant the
imposition of the negligence penalty. These are:

a. Negligence in keeping records_(AM sections 0507.00 — 0507.50, and
b. Negligence in preparing returns_(AM sections 0508.00 — 0508.50).




NEGLIGENCE IN KEEPING RECORDS 05050507.00
GENERAL §5850507.05

Guidelines for the maintenance of records are provided by Regulation 1698,
Records. In general, this regulation provides that “a taxpayer shall maintain
and make available for examination on request by the Board or its authorized
representative, all records necessary to determine the correct tax liability under
the Sales and Use Tax Law and records necessary for the proper completion of
the sales and use tax return.” Such records include:

* Normal books of account ordinarily maintained by the average prudent
business person engaged in the activity in question.

e Bills, receipts, invoices, cash register tapes, or other documents of
original entry supporting the entries in the books of account.

* Schedules or working papers used in connection with the preparation of
tax returns.

Complete absence of records will constitute strong evidence of negligence.
However, auditors should determine if there are mitigating circumstances for
the lack of records (Ssee AM section 050587.50). Where records are maintained
and a tax deficiency results, various factors must be taken into consideration in
determining whether the tax deficiency was due to negligence in keeping
records. The term “records” as used herein includes not only those specifically
mentioned in Regulation 1698, but also such supporting data as resale
certificates, shipping documents in support of interstate transactions, etc.

TEST FOR NEGLIGENCE IN KEEPING RECORDS 05650507.10

The primary test for negligence is whether a taxpayer keeps the type of records
ordinarily maintained by a reasonable and prudent businessperson with a
business of similar kind and size. If the evidence indicates that a taxpayer
failed to keep such records and, as a result, failed to compile his—erher-tax
returns with a reasonable degree of accuracy, and cannot substantiate the
reported amounts when audited, negligence is indicated and the 10 percent

penalty may be appropriate.
RECORDS NEED ONLY BE ADEQUATE FOR TAX PURPOSES 85050507.15

Records need only be adequate for sales and use tax purposes. The fact that
the records may not be adequate for the purpose of preparing balance sheets or
profit and loss statements, or for furnishing accurate cost data, information to
stockholders, creditors, or others interested in the business does not
necessarily constitute negligence for sales and use tax purposes.

RECORDS NEED ONLY BE ADEQUATE FOR TYPE OF BUSINESS 05050507.20

Records need only be adequate to meet the tax requirements of the type of
business involved. For example, a small restaurant may require a very simple
set of records for sales and use tax purposes, whereas, a large department
store, oil company, automobile dealer, or contractor will require a much more

complex accounting system.
NEGLIGENCE OF OTHER TAXPAYERS — NO EXCUSE 95050507.25




A taxpayer should not be relieved of penalty for negligence in keeping records
merely because there are many other taxpayers engaged in the same kind of
business who also are negligent in keeping records. Each individual case
should be decided on its own merits.

EFFECT OF LACK OF KNOWLEDGE ON PART OF TAXPAYER 085050507.30

A taxpayer should not be relieved of a penalty for negligence in keeping records
law. However, Whlle lack of knowledge is no defense to the negligence penalty,
a taxpayer of little education should not be expected to keep records in as good
a form as a taxpayer who has wide knowledge of correct accounting principles.
The taxpayer; mereever—cannot be regarded as negligent merely because his-or
kerthe records meay-are be kept in a foreign language.

ERRORS IN KEEPING RECORDS 85050507.35

Where records are adequate for sales and use tax purposes but with numerous
errors have-been—made-whiehthat result in wrderstatements—ofunderstatement
of tax, the test for negligence is whether or not the taxpayer exercised due care

in keeping the records.
ERRORS DO NOT NECESSARILY CONSTITUTE NEGLIGENCE 05050507.40

No matter how carefully records are prepared and checked, some errors may
occur. Accordingly, where errors are made in keeping records, the relative
frequency and importance thereef-ol such errors must be considered before a
taxpayer may-properhy-beis regarded as negligent. Due consideration should be
given to any particular accounting difficulties which maybeare inherent in the
taxpayer’s business.

CONSIDERATIONS IN CLASSIFYING ERRORS ' - 85050507.45

To determine whether errors constitute negligence, the following should be
considered:

a. The frequency of the errors relative to the volume of transactions. The

number of errors found must be considered in relation to the total
number and dollar amount of the same type of transaction in the audit
period.

b. The ratio of understatement to reported amounts. This percentage of
error¥atio may be used in a variety of ways. For mark-up audits, the
most appropriate evaluation is the ratio of understatement to reported
taxable measure, particularly when reported taxable sales have been
impeached. _For audits where taxable measure is based on a percentage
of total sales or claimed deductions, the most appropriate evaluation is
the measure of understatement to total reported sales or claimed
deductions. For both ef-these-methods, a large ratio of understatement
may be indicative of negligence. If the audit measure is derived from a
statistical sample, comparison of the error percentage in the prior audit
may be appropriate if the same items are being sampled. A substantive
increase or comparable error percentage may be indicative of negligence.
However, it must be noted that a ratio of understatement is not, in and of
itself, proof of negligence. A ratio should be considered in conjunction




with other factors to determine whether negligence has occurred.

c. The probuable—cause—Anditors—showld—ronsider—theprobable—eause of
errors found by audit. The cause of errors may result from procedural or
operational problems unrelated to negligence. For example, significant
changes in sales volume from a prior audit may cause errors that result
from staffing problems rather than negligence. Similarly, a business
with a large volume of small dollar transactions may find it infeasible to
hire the level of staff that would result in the total elimination of errors.

! If the errors are too frequent in relation to the volume of transactions, or if they
the errors result in a higher ratio of understatement than would be expected of
a reasonable and prudent businessperson engaged in a business of similar kind
and size, or if there appears to have been an absence of due care, the 10

percent penalty should apply.

I DESTRUCTION OF RECORDS £5050507.50

All records pertaining to transactions involving sales or use tax liability must be
preserved for a period of not less than four years unless the Board authorizes in

writing their destruction within a lesser period.

Whether unauthorized destruction of records constitutes negligence depends on
the circumstances in each case.

Where-Records Accidentally Destroyed

When the taxpayer has exercised due care in preserving the records, bit-and
they records have-been were accidentally destroyed in spite of such care, the
taxpayer cannot be said to have been negligent in failing to retain records. In
reaching such a conclusion, the auditor should be satisfied that the records
were actually destroyed: and that the destruction was accidental.

Where-Records Intentionally Destroyed

Where records have been intentionally destroyed or destroyed as a result of
negligence or lack of due care on the part of the taxpayer, any tax deficiency
that is established will be presumed to have been the result of the taxpayer’s
negligence in destroying the records. The 10 percent penalty will apply unless
there is evidence that the deficiency is not the result of the destruction of the
records.___Please mnote that intentional destruction of records may be an
indication of fraud or intent to evade the pavment of tax (AM sections 0509.00 -

0509.75]).




NEGLIGENCE IN PREPARING RETURNS 05060508.00

DEFICIENCY DUE TO MISUNDERSTANDING 05060508.05

Where there is evidence that the tax deficiency resulted from a reasonable
misunderstanding by the taxpayer concerning the application of the tax, no
penalty will apply. However, where the taxpayer has been advised, as a result
of a prior audit or by other means such as a specific letter, documented
telephone call, or special industry notice, that the unreported items were
subject to the tax, it is indicative of intentional disregard and a penalty may
apply. The 10 percent penalty should not apply when there are mitigating
circumstances such as an attempt on the part of the taxpayer to report the
items, or changes in the taxpayer’s type of business or business operations that
affected reporting of the transactions in question.

TEST FOR NEGLIGENCE IN PREPARING RETURNS 95060508.10

As in the case of negligence in keeping records, the test for negligence in
preparing returns is whether the taxpayer failed to exercise that-the degree of
care whieh-weuld-be-exercised by the-an ordinary prudent businessperson who
is engaged in a business of a similar kind and size, and who in good faith has
attempted to prepare returns with a reasonable degree of accuracy.

MECHANICAL ERRORS ‘ 05060508.15

Mechanical errors in compiling returns do not constitute negligence unless they
such errors are sufficiently frequent or sufﬁmently large in amount to meet the
test for neghgence

ERRORS IN APPLICATION OF LAW _ 05060508.20

Errers-inErroneous application of the Sales and Use Tax iLaw when completing
returns does not constitute negligence unless there is evidence that the
taxpayer failed to exercise due care in determmmg Whether the transactlons in
question were—are subject to tax.

whetherThe taxpaver may be regarded as havmg exercised due care if the

taxpayer has acted in good faith and has made a reasonably diligent effort to
tearrdetermine how the tax applies to his-erherthe taxpaver's business. The

average taxpayer is—neither—a—lawyer—nor—ap—accountant—and—can only be

expected to exercise the amount of diligence due from an ordinary prudent

businessperson. ia-his-or-hereireamstanees:
DUTY TO MAKE INQUIRY 05060508.25

Where there is doubt concerning the correct application of the tax, the taxpayer
has a duty to make an inquiry. If the taxpayer fails to make an inquiry, the 10
percent penalty may apply. In general, lif the taxpayer does make an inquiry
and fails to act upon the results of the inquiry, the 10 percent penalty generatly
should apply.

EFFECT OF ERRONEOUS INFORMATION £5060508.30

H-=A taxpayer who was misinformed about the proper application of tax may be
relieved from the pavment of tax. mtm est and Dendh\/ if the tcumavel mpms Lhe
requirements for reliel under




ﬁ%ﬁﬂﬂeﬂﬁﬂ{ﬂﬂa—l\]( sunon 6H96 (A'M sections 0105.00 - 0105.10). 1 the
Laxpaver does nol qualily for RTC section 6596 relie(, the negligence penalty
should not be imposed-warranted if the laxpayer provides evidence thal the
laxpaver  contacted the Board  to inquirey  aboul the  proper
ap] 3]1(d mn/l(pm tmo of MA dnd was misinformed by Board slall was—nade—n
However, (he laxpaver remains liable for the

g : RS
apnh('able tax and interest.
a—Fhe-headeguar H
Mﬂfe—eh%&e{—eﬂﬁte&
e—Any—-representative—ot—th e—bozu f}—wh&—}s mhﬁt}f}«f')’d{" to—-the—taxpayer—as
guadified-and-wrasauthoris :

The taxpayer is required to furnish reasonable proof that the underreported tax
was the result of erroneous information from the Board. In addition, the
taxpayer should furnish a written statement of his or her interpretation of the
information seeureddrormthe-abeoveseureesprovided by the Board staffl.
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FAILURE TO REPORT PURCHASES SUBJECT TO USE TAX 85060508.35

The same standards which determine the application of the negligence penalty
to tax deficiencies arising from an understatement of gross receipts or an
overstatement of claimed deductions are used to determine the application of
the negligence penalty to a tax deficiency arising from failure to report
purchases subject to use tax.

MORE THAN ONE LOCATION « 95660508.40

A taxpayer operating under a consolidated permit who fails to include on
returns sales relating to a location for which a subpermit is held may be
presumed to be negligent for all tax due for that sublocation unless such
omissions are infrequent and do not constitute a substantial part of the total

deficiency.
OTHER TYPES OF NEGLIGENCE 85060508.45

While the twe—foregeingsituations described in AM sections 0508.35 and
0508.40 are rather obvious classes of negligence in preparing returns, it is not
intended that the imposition of the penalty for this reason be so limited, since
many other types of situations will be encountered where items have been
omitted from returns for no apparent reason except that taxpayer was

negligent.
WHERE-WORKING PAPERS ARE DESTROYED £59060508.50




preparation of the tax returns have been destroyed and the taxpayer is unable
to explain substantial deficiencies in reporting, taxpayer should be given a
reasonable opportunity to prepare new working papers or to explain how
amounts reported on returns were computed. Failure or inability on the part of
the taxpayer to do so will ordinarily constitute evidence of negligence and
warrant the imposition of the 10 percent penalty.



EVASION PENALTIES 05070509.00
GENERAL 05670508.05

Iln_General, Ppenalties for fraud or intent to evade are imposed only in
connection with deficiency determinations made by the Board. It is important to
remember that the Board has the burden of supporting the imposition of an
evasion penalty.

The RTC Ssections ef-the-Sules—and-Hses r—deatinglhal imposewith-sueh

a. RTC Ssections 6072 and 6094.5 — misuse of resale certificate to evade
tax, 10% percent or $500 whichever is greater.

b. RTC _Ssection 6485 — fraud or intent to evade delieieney
determinationtlax, 25%- percent of determination.

c. RTC Ssections 6485.1 and 6514.1 — registration of a vehicle, vessel, or
aircraft outside of this state for the purpose of evading tax, 50%-_percent
of tax due.

d. RTC Ssection 6514 — fraud or intent to evade tax by failure to file
return, 25%— percent of tax, in addition to the mandatory RTC Ssection
6511 failure to file penalty of 10%- percent.

e. RTC section 8587 — failure to remit sales tax reimbursement or use (ax
collected. 40 perceni of amounts representing sales tax reimbursement
or use lax collecied and not timelv remitted to the Board.

f. RTC Ssection 7155 — failure to obtain valid permit by due date of first
return for the purpose of evading tax, 50%—_percent of tax due before
permit obtained.

DEFINITION OF EVASION PENALTIES 85870508.10

Fraud may be defined as conduct intended to deprive the Sstate of tax legally
due. As-ilntent to evade may be defined as am-intent to escape the pavment of
tax through deception or misrepresentation. Although there may be a legal
distinction between fraud and aw-intent to evade, the terms will be considered
synonymous in this manual, and penalties imposed as a result of such act will
be referred to as evasion penalties.

EVASION VS. NEGLIGENCE PENALTIES 856%0508.15

Evasion is a step beyond negligence.  When negligence penalties are
recommended, the facts should indicate that the taxpayer failed to exercise due

care in keeping records or preparing returns or intentionally ignored certain

duties or requirements. The evasion penalties are to be applied if it can be

shown that the taxpayer not only failed to fulfill certain duties, but such failure

was intentional and for the purpose of evading part or all of the true tax

liability.

CONDITIONS WARRANTING AN EVASION PENALTY £5670508.20

Before an evasion penalty can be imposed, there must be clear and convincing
evidence that an existing tax deficiency is the result of a deliberate intent to




be explamed satlsfactorﬂy as being due to an honest mistake or to neghgence
and where the only reasonable explanation is a willful attempt to evade the
payment of tax, the 25%- percent evasion penalty should apply. The size of the
deficiency in relation to the tax reported should be taken into account. The
indication that a deficiency is due to intent to evade increases in direct
proportion to the ratio of understatement when it cannot otherwise be
satisfactorily explained.

EVIDENCE OF EVASION 05070509.25

It is very difficult to secure direct evidence that a taxpayer intended to evade a
tax liability. In most cases, it is necessary to rely on circumstantial evidence.
Certain aets-facts or actions are efsueh-by nature that-theyare-evidence thata
of a deliberate attempt has-been—made-to evade the payment of tax, and that an
evasion penalty is warranted. Fhose-eonmmonty-enecountered-inelude:Such facts

or’ actions include. but not limited to:

a. Falsified records, especially when more than one set of records is
maintainedkept:.

b. Substantial discrepancies bemeen recorded amounts and reported
amounts which cannot be explained:,

c. Willful disregard of specific advice as to applicability of tax to certain
transactions:,

d. Failure to follow the requirements of the law, knowledge of which
requirements is evidenced by permits or licenses held by taxpayer in
prior periods-.

e. Tax or tax reimbursement properly charged, evidencing a—knowledge of
the requirements of the law, but not reported:.

f. Transferring accumulated unreported tax from a tax accrual account to
another income account.

Under the "clear and convincing" standard, any assertion of intent to evade the
tax must be supported by as many of the above indicators as possible. _These
indicators of evasion must be documented. In addition to the findings of
substantial discrepancies and proper charging of tax or tax reimbursement,
other evidence of evasion must be included in the audit working papers. Such
evidence can include copies of falsified records, Board letters providing specific
advice, copies of previous permits and applications, and evidence of improper
transfers of unreported tax. A summary of the evidence must be provided in
the audit working papers. The summary must reference the schedules
providing the evidence of evasion and must provide an explanation of how the
evidence supports the recommendation for an evasion penalty.

BURDEN OF PROOF 05670508.30

As a matter of law, fraud is never presumed but must be proven and the
burden of proof is on the Board. However, the burden-standard of proof is not
beyond a reasonable doubt as in a criminal prosecution. (See Helvering v.
Mitchell (1938) 303 U.S. 391). Instead, the standard of proof in civil tax fraud
cases is "clear and convincing evidence" (In_re Renovizor’s Inc. v. BOE (9th Cir.
2002) 282 F.3d 1233). "Clear and convincing evidence" requires evidence so




clear as to leave no substantial doubt as to the truth of an assertion of fraud.
That is, there is a high probability that the assertion of fraud is true.

tax is the key element to provmg fraud The mere fact that a taxpayer has a
substantial tax liability does not in and of itself prove intent. Rather the
evidence must support intent. For example, a consistent pattern of
underreporting may indicate evasion, particularly if there is no other
explanation for the understatement. However, additional evidence sueh-as-(e.0..
falsified records) must be provided to support fraud when the underreporting is
random. In all cases where a fraud penalty is recommended, the district
administrator must submit evidence of a substantial nature that the taxpayer
knowingly committed specific acts with the intention of defrauding the State of
tax, which was legally due. (See AM Ssection 050%9.75.)

EVASION BY AGENT, PARTNER OR EMPLOYEE 85670504.40

Auditors should recommend the 25 percent penalty when a taxpayer's agent,
partner, or employee has acted with intent to evade tax payment, even though
strelr—the attempted evasion occurred without the taxpayer’s knowledge or
consent. This is because the fraud of the agent is imputed to the principal
except when the principal taxpayer is defrauded by the agent or employee. For
example, when tax has been understated to cover up money or property stolen
from the taxpayer, such an evasion will not be imputed to the taxpayer and the
penalty should not apply. Generally, if a taxpayer has not benefited from the
intent to evade, the evasion penalty should not apply.

AMOUNT TO WHICH PENALTY APPLIES 95870508.45

The evasion penalties under RTC sections 6485 and 6514 are imposed if any
part of the deficiency is due to fraud or am-rtentinient to evade. Therefore the
penalty will apply to the entire amount of the deficiency. In unusual cases
where—H—appearsil_may be inequitable to apply the penalty to an—the entire
deficiency.  beeawse—iFor example, a change in management during an audit
period may _have resulted in the discontinuance of fraudulent practices, or the
reverse,.;_ In such cases. (wo field-aundit-repertssets of Form BOE-414-A or Form
BOE-414- B} should be submitted. one includes the penalty and the other
without the penalty accompanled by a full statement of the circumstances
involved. , mitted: Headquarters
will make two determmatlons ac (ordmg1y——ane—mih—%he——peﬁa}wmaﬁd~eﬁe
withott.

Except for the penalties imposed under RTC sections 6485 and 6514, evasion
penalties should be applied only to the portion of the deficiency which was the
result of the act or acts that constituted evasion.

KNOWINGLY OPERATING WITHOUT A PERMIT 95070504.50

Sellers engaged in business at more than one Jocation must hold a permit for
ecaclh localion. or a subpermit {or each Jocation under a consolidated account.

Yereeril

RTC Ssection 7155 ef-the-Salés—and—Use-Fax—taw-imposes a 50%-
penalty of the tax due when a person,_{or the purpose of evading the payvment of
tax. knowingly fails to obtain a seller’s permit. This penalty may be assessed




when all of the following factors are present:
1. The taxpayer did not obtain a permit prior to the date the first tax return
was due.
2. The taxpayer, while operating without a permit, knew a permit was
required.

3. The average measure of tax liability during the period in which the
taxpayer operated without a permit was more than $1,000 per month.

In addition, the Section 7155 penalty may apply when a person is engaged in
business at more than one location but knowingly fails to obtain a permit or

subpermit for each location.
MISUSE OF A RESALE CERTIFICATE 0506+70509.55

RTC Ssection 6072 ef-the—Sales—and-Use-Taxtaw-imposes a penalty of 10%
percent or $5OO Whlchever is greater for each transaction Whefe~when a

purchaser,

eﬂg&geé—m-bﬁsmess—as—a—seﬂei— for personal gam or to evade the payment of the
ifi th

ngaged in business as a selle RTC . Ssectlon 6094.5 e{—{—he—Sa}es-aﬁd%se—’r"ax
Law—imposes the same penalty—30% or—$500—whichever-is—greater—for—each
transaetion—where—when thea purchaser knowingly gives—issues a resale
certificate for personal gain or to evade the payment of the-tax, for the property
which ke-er—she-the purchaser knows at the time of the purchase will not be
resold in the regular course of business._The normal statute periods apply to
RTC section 6094.5 penalty — three vears for taxpayers who have permits and
ﬁle returns: eight years for Laxnavers who do not file returns: ten vears for

The misuse of a resale certificate penalty generally applies in the following

situations:
» _The purchaser. who does not hold a seller's permit, issues a resale
certificate with an erroneous seller's permil number or gives the valid

number of a permit held by another person. or

e _The purchaser's permit was closed out prior to the date of purchase. or

e The purchase, regardless of amount. is one of a series of purchases
which were not intended to be resold by the taxpaver in the regular
course of business. or




¢ The purchaser knowingly issued a resale cerlificate for personal gain or
to_evade (he payment of the tax. In these cases. the penalty should
normally be applied rvegardless of the amount of the purchase and
whether or not_the purchase is one of a series of intentional misuses of
the purchaser's seller’'s permil privileges. or

¢ _The purchaser has been advised either through prior audit{s) or other
contact with Board stafl on the proper use ol resale certilicales and/or

the application of tax to purchases made for their own use.

The penalty generally does not apply in the following situations:

¢« The dollar amount ol the purchase is very small. the purchase does not
appear 1o be one of a series of intentional misuses of the seller's permit
privileges by the purchaser, and there is no indication that the purchaser
has knowingly issued a resale certificate for personal gain or 1o evade the
pavment of the tax, or

¢  The purchaser has purchased business supplies or similar items and il
appears {0 be due to a misunderstanding of the law rather than an

intentional misuse. or

e The item: purchased has been reported on the purchaser’s sales and use

It is the act ol misusing a resale certilicate. without regard to the amount,
which_warrants the imposition of the misuse of a resale certificate penalty.
Therefore, the penalty applies in those instances where there is a pattern of
intentional misuse by the purchaser. even though the amounts involved may be
small. However, il the facts in guestion do not clearly support a finding that a
resale certificale has been misused. then the penalty for misuse of a resale
certificate does not apply.

In those instances where a number of small purchases {rom the same vendor
are_noted. a single, rather than multiple. penalty of 8500 or 10 percent
(whichever is g¢reater) generally applies unless the purchaser has been
previously advised of the consequences of misusing a resale certificate.

If the misuse involves large amounts with the intent of evading the tax. the 25

percent fraud penalty under RTC section 6485 for intent to evade the lax
should be considered il the evidence exists to supporl the imposition of the

Multiple  S500 penallies may_be warranted in cases where there is an
eslahlished patiern of misuse ol resale certificates for malierial amounts with
multiple vendors.

Exhibit 1 is a sample letter o be issued to a puwrchaser who is purchasing
langible personal property_that is unusual for the tvpe of business the
purchaser is engaged in. I we are nol requesting thal the purchaser provide
support for a speciflic transaction. we should make our inlent clear. As this




letter is addressed (o purchasers whom we suspect may be misusing a resale
certificate, the tone must be explanatory.

Exhibit 2 is a sample letter that mav be sent to purchasers when we have
enough information to impose the misuse of a resale certificate penalty.

Investigations and Audits

Leads regarding suspected misuses of resale certificates are to be treated as
priority assignmments. An auditor should investigale the purchaser to determine
whether a misuse of a resale certificate has occurred. In those instances where
the purchaser states that the merchandise was resold. the auditor must verify

" this statement by tracing the sale(s) to the taxpayer's sales invoice(s). sales
journals. general ledgers. sales tax returns and/or other related books and
records.

If the taxpaver states or the

the auditor's examination discloses that

purchasers’' records to determine whether othe] m1suses have occurred. If
misuse of a resale certificate is confirmed and the person is engagfed in

activity 10 ensure that all sales have been Dronerlv 1‘(—‘1)01'16(1 and exemptions

properly claimed. Staff should close out accounts when the purchaser is not
- required (o hold a permit.

The District Administrator will be responsible for approving recommendations
to impose the misuse of a resale certificate penalty and whether or not
prosecution should be sought. In every instance where the RTC section 6072 or
6094.5 penalty is recommended. Form BOE-414-A or Form BOE-414-B must
be accompanied by a memorandum signed by the District Administrator.

addressed to _the Chief, Headguarters Operations Division [(see AM section

0509.75). In addition to penalty comments. comments on whether

hrosecutions are recommended should be made on Form BOE-414-A or Form
BOE-414-B.

OUT OF STATE REGISTRATION OF VEHICLE, VESSEL OR AIRCRAFT  0587050¢.60

RTC Ssections 6485.1 and 6514.1 provide a 50%—_percent penalty on a
purchaser who registers a vehicle, vessel, or aircraft outside of California (i.e.,
in another state or foreign country) for the purpose of evading the tax. The
standards of proof for this penalty are similar to those for fraud in general.

The penalty under RTC sections 6485.1 and 6514.1 may not be asserted in
conjunction with a penalty under RTC section 7155 (failure to obtain a permit)
or section 6485 or 6514 (fraud or intent to evade). However, this penalty may
be asserted in conjunction with penalties under RTC section 6511 (failure to
file) or RTC section 6072 or 6094.5 (misuse of resale certificate}.

The penalty will generally be applicable when the purchaser is a California
resident who purchased a vehicle, vessel, or aircraft for use in California and
earr—is unable (o provide se—convincing evidence for registration out of state.
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FAILURE TO REMIT TAX

050¢.65

[lor reporting periods beginning January 1. 2007, RTC section 6597 imposes a
40 _percenl penalty _on__any  person  who knowingly collecls  sales  lax
reimbursement (Regulation 1700, Reimbursemend for Sales Tax’) or knowingly
collects use tax. and fails to timely remit thal sales tax reimbursement or use
lax {tax) to the Board. The penalty is discrelionary and mayv only be applied
when all the conditions listed below arce mel:

1. The unremilled lax averages over $1000 per month for the reporting
period.

2. The total unremitied tax exceeds five percent of the tolal tax reported in
the same gquarterly reporting period in which the tax was due.

3. The taxpayer does not provide a credible explanation showing the lailure
to remit the fax was due 1o reasonable cause or circumstances bevond
the laxpaver's control (see Regulation 1703(cl(3)(D)) and occurred
notwithstanding the exercise of ordinary care and the absence ol willful
neglect,

See Exhibit 3 for examples that illustrate whether the 40 perceni penaltv
applies.

The 40_percent penalty applies only to_the unremitied tax established on an
actual basis for the reporting periods where the taxpaver knowingly collected
and failed to remit the tax. As with other evasion penalties. the application of
the 40 percent penalty can_extend the time for which determinations can be
made bevond the otherwise applicable statute of limitations (AM section
0509.70].

When a taxpaver provides an explanation for failure to remit the tax. it will be
the District Administrator’'s responsibility 1o determine whether there are
sufficiently compelling reasons o justify the taxpaver's failure to remit the tax.
Unless there is clear and convincing evidence that refutes the taxpavers
explanation for failing to remit the tax. stafl should accept the explanation as
meeting the taxpaver's burden of proof that their failure to timely remit the lax
was_due to reasonable cause and or circumstances bevond their control. 1If the
penalty is not_applied, the auditor must document the {axpaver's explanation
on_Form BOE-414-A. Reporl of Field Audil or Form BOE-414-B, Field Billing
Order.

If the penaltv is applied. the face of the audil report must include the noiation
Penalty_of 40% has been added for unremitied tax collected” and the "General
Audit Comments” section must include a comment that the 40 percent penally
is recommended. Audil control staff will enter Line Illem Number 23 on the
Noncompliance screen and the code “UTC” (Unremitied Tax Collected] on the

Principal and Interest screern.

When an audit recomumends the 40 percent penaltyv. a memorandwn is required
from the District Administrator to the Chiel, Headquarters Operations Division.
See AM section 0509.75 for more information on this memo.
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MULTIPLE PENALTIES 085670508.6568

However-amauditer-showldnetimpeose-+Two or more fraud or evasion penalties
may _not be added against-to the same deficiency determination when the

penalties apply to the same series of acts or course of action_in the same
reporting periodss:,

. If a person with intent to evade tax fails to obtain a permit and falls to

failure to obtam a permlt) or RTC the—Ssection 6514 penalty (25%
percent for fraud or intent to evade tax by failure to file return) may be
imposed, but not both.
* The-RTC Ssection 7155 penalty should not be applied in conjunction
with a section 6485 penalty (25%-_percent for intent to evade).
RTC section 6597 penalty (40 percent for knowingly collecting and failing
to timely remit tax} should not be applied to liabilities for which a fraud
or evasion penalty, or a negligence penalty has already been assessed in
the same period.

However, Hunder certain circumstances, more than one penalty may apply to
the same determination:

e The-RTC Ssection 6511 penalty (10%—_percent for failure to file return)

should be applied along with aRTC Ssection 6514 penalty (25%- _percent

for fraud or intent to evade tax-byfeilurete-filereturn). A-Seetion-RTC
section 6511 penalty may be applied with RTC a-Ssection 7155 penalty
(50%-~ per( ent for failure to obtain a perrmt) #-when appropnate

qecuon 6597 penalty (40 percent for knowmglv collecting and failing to
timelv remit tax).

The series of acts or course of action involved in the misuse of a resale
certificate for the purpose of evading payment of tax on purchases are different
from those involved in failing to obtain a permit for the purpose of evading the
tax on sales. Therefore the following penalties may apply to the same
determination:

» A-RTC section 6511 penalty (10%-_percent for failure to file a return) may
be applied with a-RTC section 6072 or 6094.5 penalty (improper use of
resale certificate) since the-RTC section 6511 penalty is not for fraud or
intent to evade the tax. Similarly, +he-SRTC section 7155 penalty (50%
percent for failure to obtain a permit) may be added to the same
determination if appropriate.

STATUTE OF LIMITATIONS FOR EVASION PENALTIES £5070508.70

The application of evasion penalties can extend determinations beyond the
otherwise—appHeablelhree or eight-vear statute of limitations set forth in RTC
sectlon 6487 or ten -vear statute of limitations set forth in RTC section 7073 (d)
. Therefore, tax can be assessed and penalties
1mposed for pnor penods in which the taxpayer intentionally understated kis-ex
her-the tax liability. However, proof that the taxpayer intentionally understated
his-er-herlhe tax liability within the otherwise applicable statute of limitations
(three, er—eight or ten years) is not by itself sufficient to support an evasion




penalty for periods outside the statutory period. Ideally, evasion should not be
asserted for periods outside the applicable statutory period (three or eight
years), unless records for the ewHawedcexpired periods are available, and such
records they-establish an actual tax liability; and support the assertion of fraud.

Where ¢vasion was not disclosed in the audits haveprevousty—beern—aaee—of
prior periods bul discovered in a subsequent audit, the prior periods will be
included in the subsequent audit if the following conditions are met: ase—+e
W?W%%Gd%%@%d%ﬁ@Hﬂ%ﬁé@é—m—ﬁ+b&6q%ﬁHﬁdi ts-even
thougk s—eHseovered—in—periods S : seerent—atreits
’dﬂ}e%%ﬂief{‘—}s—d—éeﬁﬁﬂf‘—%h()\iﬁﬁg

1. that-eLvasion was present during the periods previously audited, and

2. that—sSuch evasion was not discovered at—the—tHmeduring (he prior
beeauseaudits  because information necessary to its detection was

because of some other act(s] or fraud by the taxpayer.

APPROVAL OF EVASION PENALTIES 85670509.75

&Wﬁéﬁ@ﬁ%éﬁﬂ%@%h@%@%—%ﬁﬁ%ﬁ@ﬁ%—%ﬂ@%&dﬁ%ﬁ&%@

provided-to-the-teagpatier-or-a-representetive-wrti-H-is-approved -by-the-Progrem
Plarming-Meanager

When an audit recommends the evasion penaltv, a memorandum is reguired
from the District Administrator to the Chiel. Headquarters Operations Division.
Upon the approval of the District Administrator or someone acting on his or her
behall. and after the completion of district auditl review, the memorandum along
with the audit report and working papers will be forwarded to the Chiel,
Headquarters  Operations  Division  for approval., with a copv of the
memorandum to the Chiel, Field Operations Division. Equalization Districts 1 &
2 and Out-of-Siale District. or the Chief, Field Operations Division,
Egualization Districts 3 & 4 and Centralized Collection Seclion.  The laxpayer
may not _be furnished o copy of the memorandum wuntil the Chiel. Headguariers
Operaglions Division has approved the evasion penaliy.

The memorandum must clearly state the evidence which supporis  the




taxpaver's intent to evade the payment of tax and must identifv the elements or
indicators of {raud applicable {o the specific case. Any confidential evidence
that is nol included in the audit working papers musi be atiached to the
memorandum. The memorandum must explain why the evasion penalty is
appropriate versus the negligence penalty, and how the taxpayer benefited {rom
the evasion. It must not include lengthy comments or comments that are

already part of the audit verification comments. If the quarterly reconciliation

of the audited and reported amounts supports the recommendation of the
evasion penalty. such information should be summarized and not be shown on

a_quarterly basis. If an audit includes related taxpayers. a separate
memorandum must be prepared for each taxpaver for whom the auditor
recommends an evasion penalty.

In those cases where criminal tax evasion is suspected and potential

hrosecution is contem )lated the case should be referred to the Invesu sations

'and Out of- State Dlstrmt or Chiel. Field Operations Dmslon, Equalization

Districts 3 & 4 and Centralized Collection Section. Criminal prosecution

comments should be made only on the copy to the appropriate Chief, Field

Operations Division.




MISCELLANEOUS 05080510.00

FAILURE TO OBTAIN EVIDENCE THAT
OPERATOR OF CATERING TRUCK HOLDS VALID SELLER’S PERMIT  05080510.05

Any person making sales to an operator of a catering truck who has been
required by the Board pursuant to RTC section 6074 ef-the-Sales-and-Use-—Tax

'}jzﬁl\* to obtain evidence that the operator is the holder of a vahd seller’s permit
‘ ' = and who

exceed five hundred dollars $500] for each such failure to comply.

FAILURE OF RETAIL FLORIST TO OBTAIN PERMIT £5680510.10

Any retail florist (including a mobile retail florist) who fails to obtain a seller’s
permit before engaging in or conducting business as a seller shall, in addition
to any other applicable penalty, pay a penalty of five hundred dollars ($500).
For purposes of this regulation, “mobile retail florist” means any retail florist
who does not sell from a structure or retail shop, including, but not limited to, a
florist who sells from a vehicle, pushcart, wagon, or other portable method, or
who sells at a swap meet, flea market, or similar transient location. The term
“retail florist” does not include any flower or ornamental plant grower who sells
his or her own products.

PENALTIES IN BANKRUPTCY CASES 08581-350510.2C

b&ﬁkklﬂ%“@&ic%&ﬂu%ﬂ@h*ﬁiﬂ@@@dﬂ%&s Ileweveﬁ%peﬁﬁ}ﬂe%«%}e(—mnewﬁ%
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N

In_bankrupicy cases. iax penalties for pre-bankruplcy periods should be
determined in the same manner as for persons not in bankruptcy. Penalties
are_not entitled 1o the same priority_treatinent as pre-bankruptey taxes and
accrued interest. However. penallies mavhe entilled 1o a distribution under a
lesser priority. The Special Procedures Section will make an evaluation whether
o include penalties in a prool of claim to be filed in a bankrupicy case. When a
tax penalty is not discharded in a bankrupicy case. the penallies associaled
with the tax liability_are likewise niol discharged and any penalty should be
included in the delermination so it can be collected from the tax debtor.




The date the bankruptcy petition is filed must be noted in the audit. Pre-
petition and post petition penalties should be separately identified.

RECEIVERS, TRUSTEES AND DEBTORS IN POSSESSION 0501-400510.25

Reeeﬁﬁei-s—ef—{rrustees of bankrupt cy estates and debtor&r-ln——possessmn may
: i —operateing the

b—aﬁiﬁ—&p{-—busmess of a dehtor Accordmgly, penaers which attach by reason

possession while operating {-he—b&H{%p%-a_ busmess W111 be b111ed a-g&rﬂs{—s&eh
reeetver—to the trustee, ex-debtor-in-possession. and bankruptcy estate.

NEGLIGENCE AND EVASION PENALTIES — DECEASED TAXPAYERS85684-450510.30

Negligence and evasion penalties will not be included in determinations made
after the death of an individual taxpayer. It is obvious that the malfeasant in
such cases would not suffer the penalty, but-and the effect would be to reduce
the assets for distribution to the estate of the deceased. However, such
penalties are applicable to the negligence er-evasion—of the administrator(s) or
executor(s) of the decedent’s estate. or their intent to evade the pavment of tax.

NEGLIGENCE AND EVASION PENALTIES — DEATH OF PARTNER  05061:500510.35

If a partnership is properly subject to a negligence or evasion penalty, that
penalty will still be imposed even if the partnership is thereafter dissolved due
to death of one of the partners.

ASSIGNMENT FOR THE BENEFIT OF CREDITORS 0501-550510.40

Any person who makes an assignment for the benefit of creditors and who owes
an amount which became delinquent either before or after the assignment was
made is charged with penalty and interest, when applicable, the same as other
taxpayers.




SAMPLE WARNING LETTER — MISUSE OF A RESALE CERTIFICATE EXHIBIT 1

STATE OF CALIFORNIA
STATE BOARD OF EQUALIZATION : BETTY T, YEE

First District, San Francisco

BILL LEONARD
Second Dislrict, Ontario/Sacramento

MICHELLE STEEL

www.boe.ca.gov
Third District, Rolling Hills Estates

Date
JUDY CHU, Ph.D.
Fourth District, Los Angeles

ABC Company
One Main Street ‘ Sonts Contoker
Sacramento, CA 95814

RAMON J. HIRSIG
Executive Director

In Reply Refer To:
Account number

Dear Mr. Jones:

The Board of Equalization has reviewed the records of one of your vendors and found resale certificates
were issued by your company for items that do not appear to be of a type normally resold by your
business. While the resale certificate may have been properly issued, in some cases businesses are not
aware of the proper use of resale certificates.

The purpose of this letter is to remind you that resale certificates may only be issued for merchandise you
intend to resell. Your seller’s permit does not allow you to purchase property without tax for personal or
business use. In fact, a purchaser who knowingly issues a resale certificate for the purpose of evading
payment of the sales and use tax may be subject to one or more of the following penalties:

o A penalty of $500 or 10% of the amount of tax due, whichever is
greater, for each misuse of a resale certificate.

o A 25% penalty for intent to evade the tax.

e Revocation of the seller’s permit.

At this time, we are not asking for any further information or action on any specific transactions.
If you have any further questions or concerns, please do not hesitate to contact us at the above address or

call our Information Center at (800) 400-7115. You may also visit our website at www.boe.ca.gov.

Sincerely,



SAMPLE LETTER IMPOSING PENALTY FOR MISUSE OF A RESALE CERTIFICATE EXHIBIT 2

STATE OF CALIFORNIA

STATE BOARD OF EQUALIZATION

www.boe.ca.gov

BETTY T. YEE
First District, San Francisco

BILL LEONARD
Second District, Ontario/Sacramento

MICHELLE STEEL
Third District, Rolling Hills Estates

JUDY CHU, Ph.D.
Fourth District, Los Angeles

Date
JOHN CHIANG
State Controller
ABC Company
One Main Street : REAMorI; J. g‘le‘Ic‘?
xecutive Direclol
Sacramento, CA 95814
In Reply Refer To:
- Account Number

Dear Mr. Jones:

We have reviewed your response to our letter and the statement concerning “Property Purchased Without
Payment of California Sales Tax.” Based on the information you provided, it has been determined that a
$500 penalty for Misuse of a Resale Certificate is applicable. This penalty is in addition to the tax and
interest on the same transaction.

The penalty for Misuse of a Resale Certificate is authorized pursuant to section 6094.5 of the Revenue
and Taxation Code which states as follows:

Any person, including any officer or employee of a corporation, who gives a resale
certificate for property, which he or she knows at the time of purchase is not to be
resold by him or her or the corporation in the regular course of business, is liable to
the state for the amount of tax that would be due if he or she had not given such
resale certificate. In addition to the tax, the person shall be liable to the state for a
penalty of 10% of the tax or five hundred dollars ($500), whichever is greater, for
each purchase made for personal gain or to evade the payment of taxes.

Please respond within the 10 days of the date of this letter if you do not agree with the imposition of any
portion of this decision. I will consider any additional information that you provide before preparing my
recommendation.

While there is no interest imposed upon penalties and interest, interest does continue to accrue on the
amount of unpaid tax. For your convenience, I have enclosed Form BOE-1, Audit Payment Information.
If you wish to make a payment toward any amount of tax, please return the bottom portion of the form
with your payment and include the phrase “Misuse of Resale Certificate Billing” with your remittance so
that we may properly credit your account.

If you have any further questions, please feel free to contact me at the telephone number or address shown
above.

Sincerely,

Enclosure: BOE-1, dudit Payment Information




Examples — Application of 40 Percent Penalty Exhibit 3

The Jollowing examples illustrate whether the penalty is applicable.

Dm ing a uudrte]h reporting l)(‘ﬂ()d cl laxpaver's loldl tax collected is %10 000,

collected. The {otal unremitied 1a\ is $2 500. The average monthly unremu(ed
Lax is 8833 (82. ‘500 + 3 months), which does not exceed S1. OOO per month

40 Delcem Dendltv mmosed DUI‘SUdI’H 1o section 6597 does nol apply.

Example 2

month However five percent of the total amount of tax colle(ied in the same

quarter in which the tax was due is $25.000 ($500.000 x .05), which is more

than the total unremitted tax of $20.000. Since the unremittied tax amount
(820.000) does not _exceed 5 percent. {$25,000) of total tax reported in the same

guarter in which the tax was due. the 40 percent penaliy does not apply.

Example 3

During a guarterly reporting period. a taxpaver collected $22.000 in tax but
remilied only $10.000. as delermined bv an audil investigation. The total
unremitted tax is $12.000. The average monthly unremitted tax is $4.000
$12.000 + 3 months). which exceeds $1.000 per month, and five percent of the
total tax collected in the same quarier in which the tax was due is 81,100
(822.000 x .05). Since the average monthly unremitted tax (84.000) exceeds
both the 81,000 per month and the five percent of the total tax collected in the
same quarter in which the tax was due (§1,100), the 40 percent. penalty may be
applied to the §12.000 liability, unless the failure to remit the tax when due
was due to reasonable cause or circumstances bevond the person’s control.
(i.e.. the Board lacks clear and convincing evidence thal the person’s otherwise

reasonable explanation for failing to remit the tax is false).




	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

