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Strategic Options For Taxpayers —
California Tax Procedure 101

By Charltes P Rertig, David Roth & Corv Stigile’

I PROCEED WITH CAUTION

The “tax gap” is often defined as the
difference between what taxpavers owe and
what they voluntarity pay. As of 2001, the
internal Revenue Service ("IRS”) estimated
the nationa! tax gap 1o be over $310 hilfion
tollowing pursuit of collections and receipt
of late paymenis. Based on this figure,
California’s tax gap {for the personal and
business income taxes) has been estimated
o be about $6.5 billion per vear for fiscal
vear 200472005, The enforcement resources
of the IRS and each California taxing
authority are dedicated to reducing the tax
gap. As such, representation of clients
involved in ar audit or dispute with the
California Franchise Tax Board (“FTB™), State
Board of Equahzation (“BOE”), or
Employment Development Department
(“EDLY) requires the exercise of considerable
judgment, discretion, and caution. There are
often unknown, potentiaily sensitive issues
that might unexpectedly arise during the
course of any audit. Throughout an
engagement, representatives must balance
their duties to the client with their ethical
and legal obligations.

Effective representation reguires that a
representative understand the entire
Californis adminisrative process and the
mherent Hmtations involved gt each stage
of  the adminisirative  procvess.
Representatives must be able to
acknowiedge their own limitations as well
as the possibly unrealistic anticipations of
thewr chients. A prompt reselution avoids
the ongoing costs and frustraiion inherent
in any administrative process. It is
somenmes better 1o resolve a matter early
in the adminisirative process than to let it
possibly continue indefinitely, Unlike fine
wines, the facts rarely improve with time.

i, BEPREPARED

Foliowing receipt of an gudit notice,

the representative should thoroughly
review the return(s) to be audited and
attempt to determine if there are any
potentially sensitive issues that may arise
during the course of the audit. The
representative must also review and
reconcile the taxpayer’s books of account,
income statements, bdlance sheets,
general ledgers, summary records of
husiness operations (e.g., cash receipts and
disbursements journals, sales journals,
ete. ). and the taxpayer’s federal and state
returas (e.2., income tax returns, sales tax
returns, information statements, efe.).

With respect to audits of returns for
individuals or closeby-held businesses, the
representative should attempt to reconcile
bank deposits with reported gross receipts
tor the periodi{s) under audit. Further, the
returns of any refated entities—entities in
which the taxpayer may hold an interest
or entitigs controlled by the taxpayer—
should also be carefully reviewed. Any
apparent discrepancies must be reconciled,
It may be beneficial to provide
reconcliation  schedules  to  the
government auditor early i3 the audit
process if, during preparation for the audit,
the represestative has determined thas
there are umintentional inaccuracies in the
Felun,

Following receipt of an audit notice, o
s sometimes beneficial to contact the
audifor tn order 1o possibly streamline the
scope of information being sought. Most
initisf audit notices are accompanied by a
relatively lengthy list of generic
information that is requested to be
available at the commencement of the
audit. Contacts with the auditor prior w
the audit may allow the representative 1o
narrow the information being soughs
thereby reducing the overall efforts
ivolved and possibly limiting the length
of the audis,
i the representative s not appropriately
prepared. the audit should be posiponed.

It is unlikely that the government would
oppose @ representative’s timely request
{i.e., arequest that occurs more than a few
davs prior  to  the scheduled
commencement date of the audit) for 2
postponement of the audit. Most auditors
have many different mattors pending and
can readily schedule other appointments
it a reguest for posiponement is obtained
within a reasonable tfime before the
scheduled commencement of the audit,
The government frequently requests
that the audit occur at the taxpayer’s place
of business, such that refevant books and
records will be readily available.
However, a representative should likely
schedule the audit to oceur in a secure
environment, away from the taxpayer’s
place of business or, if the audit must occur
at the taxpayer’s place of business, away
from the tax or accounting departments
of the taxpayer. Further, the government
auditor should not be placed near auditors
for other federal or state agencies that may
be auditing the taxpayer at the same time.
Casual  conversations  befween

s government representatives are usually

not beneficial for the taxpayer.

it is mcumbent upon the representative
10 assist the government i understanding
the nafure snd fype of the taxpaver's
husiness activity. If there are significant
mternal controls, the representative shoutid
thoroughly deseribe the relevant internal
centrols as a method of providing
credibility to the taxpaver and the
taxpayer’s return{s).

Positions presented during the course
of the gudit should be well documented.
Copies of any documents provided must
be separately retained. Al requested
documents and information should be
provided in a timely and orderly fashion,
Abhough the representative may already
have copies of documents being provided.
copies of any reguesied documents
should be made in duplicate—one copy
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for the government and an extra copy fo
he madntained in a separate file
specifically dentifving documents
provided during the course of the audin
Feis important 1o know exactly which
documents are
gavermnment.
Buring the course of an audit, the
representative should attempt 1o Hinit the
scope  of the inguiry: avoud the
presentation of false or misleading
information: avoid false stutements by the
taxpayer and  the taxpaver's
representative; and it the information
provided 50 as to avoid the waiver of any
potential privileges. It is generally
recommended that separate files be
prepared for relevant documents that
might be requested by the government
and documents that contain potentially
confidential, privileged information,
Counsel should typically make
determinations as to any potential
priviteges that might apply with respect
to information or documents that may be
requested by the government during the
course of an examination of the taxpayer’s
returns. A privilege may not be invoked
if the otherwise privileged information
has already been disclosed. In this regard,
where potentially privileged information
may exist, it is especially important o
carefully review all relevant information

of importance to the

and documentation with the mtention of

avoiding any inadvertent disclosures,

it 15 generaily advisable o attempt 1o
exolve any civil fax dispute at the carliest
spportunily. A jengthy audit mayv be

3 i.hs nerspective of the

s addming
PEOUESE. ped aud
likely to uncover potentially sensitive
issues that could genersie increused tax
deficiencies. penasines, or the ;)usfsmmzy
of criminal sanctions. Ateach stuge. make
a determinaiion as o the benefits 1o be
derived from pursting the remaiming
issues as compared 1o the economic and
personal costs of proceeding. Also.
determine the potential impact on other
tax yvears not invelved in the current
examination. Sometimes, the bese action
evei if you think

Is o bring it (6 a ciose—
the government’s position is erroneous,
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Finally, the administrative process
should not be abused merely because of
the taxpayer’'s desire to delay the
determination and collection of any
pufemmi Habiliey. Collection-related
sssues should be sorted out through an
offer in compromise or an instaliment
payment arrangement that would be
negotiled through the pormal collection
process following conclusion of the audit
process.

The compliance functions of the
Califorma taxing aothorities have been
significantly enhanced due o increased
transaction and information reporting,
better developed aundit plans and
techniques focusing on specific industries
or issues, interactions with other federal
and state agencies, and substantially
increased access to computerized data
banks. In addition, with respect to
individuals involved in cash-intensive
businesses (e.g., restaurants, bars, etc.}, or
Schedule C businesses. there has been a
movement away from the mechanical
examination of a return in favor of a
somewhat generic investigation of the
taxpayer’s financial activites. Further,
increased coordination with the IRS and
other state taxing authorities may increase
California’s efficiency in certain targeted
audits.

Varicus investigative techniques
employed by the California taxing
authorities have often compromised the
rclaiif}nshiﬁ between the non-lawyer tax
practitioners and their clients. Tax
pmm%mncrs authorized to pmgmu have

i law PG FOlions

relating

there remains ahc potentisl f‘sz z;]iu;‘ zaaiioaz
disclosed to the non-lawver tax
practitioner 1o be disceverable by the
government or others in subsequent
criminal tax or civil litigation.

It there are potentially sensitive issues,
the tuxpayver should be interviewed by
sel in order o determine whether

COuUS
there is a need to fully preserve potentially

privileged information.  In tum, counsel

should consider engaging the sume or a
different accountant o coordinate the
audit on behalf of the taxpaver. Under
the docirine of Unired Stares v Kovel ' the
investigative secountant may be clothed
with an extension of the aterney’'s
privitege. Further, and of dgnificans
importance fo the accountani, the
accountant might become the subject of
& malpractice sction If not engaged by the
taxpayer’'s counsel in the event
information revealed to the accountant
during or in preparation of an audit is
ultimately required to be unnecessarily
disclosed to others.

Effective representation of a taxpaver
during an audit requires a thorough review
of the taxpaver’s general financial
activities not otherwise set forth on the
returns, A taxpayer’s rotal financial
situation may be evaluated to assure that
the tax return accurately reflects
reportable mcome. Information set forth
on & return may be compared with the
taxpayer’s financial lifestyle or business
activities,

Historically, conventional audit
techniques have been discovered to be
grossly inadequate for the purpose of
demonstrating an understatement of
taxable income. Consequently, the
government has often resorted to one or
more indirect methods of detecting
unreporied income. such as the bank
deposits net worth, mark-up or the
expendﬁm‘eg method. Indirect methods
may generally be pursued, even though
the taxpayer’s books and records appear
reiiable. In fuct, the indirect method may
provide strong evi the
TaApaver's books andg records
otherwise unrehiable.” In Holland v Unired
Stares. the Supreme Court stated:

dence that

Aare

“To protect revenue from those who
do not render true the
govermment musi be free to use all legal
evidence avatlable to it In determining
whether the story told by the taxpayer’s
books accurately reflects his financial
history.”™

acceunts,

Further,
s hasis of providine relisble e
a basis of providing rehiable estirnates of
& taxpaver’s taxable income has been
consistently affirmed on the basis that “To

the use of indirect methods as

Winter 2006




reguire more would be tantumount to
holding that skit{u
mvincible barrier w proot.”™

Better-equipped  California tax
authorities have been able to ferret owt
potentially sensitive issues o a mannar
often compromising the relationship
hetween a taxpayer and thelr non-iawyer
rax pracutioner. Historically, 1 more in-
depth finencial investigation did not
accur until there was otherwise an
inability to reconcile a taxpayer's income.
Calculations based on an indirect method
have always required corroboratioa
through proper and competent evidence,
including interviews with the taxpayer,
records furnished by the taxpayer, and
third-party sources.

Prior to the commencement of an audit,
a representative should review any
relevant IRS Audit Guidelines issued
pursuani to the IRS Market Segment
Specialization Program (“MSSP7). The
MSSP has been designed to improve
compliance by focusing on taxpayers as
members of particular groaps. These

i concealmenr 18 an

groups have been defined by type of

business (e.g., gas stations, grocery stores,
ete.), technical issues (e.g., passive
activity logses), types of taxpayer (e.g.,
returns lacking economic reality}), of
method of operaticn {&.g.. cash
businesses). By focusing on the tax
compliaace of particular groups, agents
have gained expericnce on specific issues

i be examined for targered taxpayers,
whether or not the ssues are setforth on a

peises sel i

sewment profife. o whe

ANUAT E%
mconsisient
INCOME SeSy nConsisie
standard of biving p;\,mE (FH
4 where the tax
the faxpay
activities may become a
harometer for judging the accuracy of the
raxpayer’s returns based on miormation
developed through MSSP and audits of
other taxpayers,

There are approxinutely 30 publicly
avaiiabie IRS Audit Guidelines that have
been preparad pursuant @ the MSSPE
Audit Guideline sets forth typical

R
apiice are

As a resuli,

EEOET
resides.

2CONOMmIc

Each
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methods of auditing s particular group of
taxpaver, details typical sources of
income, and lists questions w e asked of
the taxpaver and their representative
during the audit, ete. 1t may be somewhat
irresponsible for a representative e
proceed with an audit without having
become generally familiar with any
potentiatly MSSP  Audit
Guidelines.

Arveview of recently issued MSSP Audit
Guidelines would lead a tax practitioner
to conclude that the IRS examination of a
return actually beging before the first audic
meeting. The Audit Guidelines direct the
government to conduct & comprehensive
pre-audit analysis. The analysis occurs
prioy 1o the auditor actually meeting the
taxpuyer or the taxpayer's representatives
and consists of both asset searches
¢through California Departnent of Motor
Vehicle records, real property records,
court records, ete.), and income searches
(through transcript information detailing
Form 1099 income from interest,
dividend, rental income, etc., and from
currency reports). The audit process then
entails the usual document requests and.
in certain cases, the gathering of third-
party information, a request for a taxpayer

relevant

interview, and other forms of fact
wathering.
Aunditors often seek testimonial

evidence through interviews of the
taxpayer and third parties. A question
most often presented is whether the
taxpayer and others should consent to
interviews, foree the issuance of \uhp@cm

¢ Constitutionsal

fthere

i not
and chould ipvoke thelr Fiith

Cofsent TG un

wendment privilege against self-
A
I

incrimination. It may bg p; ¢

"

information whens con
possibility of propelling a civil tux
examination infe a criminal tax
investigation/prosecution,

Auditors often seek 1o interview
taxpayers near the commencement of an
audit. Unfertunately, near the
commencement of the audit, the
represemtative typically does not have

sufficient information

o determine

e TPDRY

whether there are potentially sensitive
issuey that might agise during an interview
of the wxpayer. I possible, 1t is often
preferable to postpone o taxpaver
mterview i the representative is otherwise
able w provide prompt responses
relevant 1nguiries.

H a taxpayer interview 1s necessary and
otherwise unavoidable (it is alwavs
avoidable in a potentially criminal
sensiive issue casel, the interview should
occur far into the audit process, allowing
the representative to appropriately assist
the taxpayer in preparing for the
iaterview. Under any situation, the
representative fust prevent presentation
of false or misleading information or the
presentaton of false statements by the
taxpayer of the taxpayer’s representative,
Presentation of false statements or
documents significantly enhances the
potential for penalties and a possible
criminal imvestigation/prosecution, which
may include an investigation of the
representative.

Prior to a taxpayer interview, the
representative should attempt to obtain
the actual guestions or determine areas
that the auditor desires to examine. An
interview at the representative’s office
provides the taxpayer with a more
supportive environment for what might be
an extremely agonizing experience. The
taxpayer should be less intimidated and
should feel more comfortable than in the
unfamiliar confines of a government
oifice.

All rel

vant information must be
closely :

slausible

zed i delenning

or nol such ssges arg sel
retrn. Altho

explanations for potentiall

%

; foimgen vy o
OIS M

o= ;nwm%i

sensitive
course of an
sonsive statements by the
raxpayer should not merely be repeuis
o an auditor. Any potentiad explanation
siwsuld be supported by credible evid{tnw
to aveid further inquiries arsing from the

issires that arise during the

auddit, re

£

explanation.

During the information gathering stage

af an audit, an auditor may either ask for

information verbally, or ;
sformal Information Docusient R et
i responses re an HIR are not
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forthcoming or are clearly insufficient, the
auditor m;z} issue an administrative
subpoena. The taxing authorities have
proad authonty 1o subpoena books and
records from the laxpaver. or any person
hiving custody of records,
asceriain the correctness of the wxpaver’s
return, 1o make a return, or to determine
the fability of a taxpayer”

The subpoena will set forth the dage,
time and place where the subpoenacd
party is to appear, although at least ten
days prior notice of appearance is
required.” Comphance with the subpoena
may take the form of 4 formal question-
and-answer session under oath, an informal
interview, or the submission of (or
providing access to) the records being
summoned. The witness summoned is
entitled to decline to produce documents,
or Lo answer parficular guestions, if a
good-faith basis exists for an objection o
compliance.”

If a taxpayer fails to comply with a
subpoena, the government may proceed
with enforcement through the Attorney
General’s Office in superior court. To
succeed in enforcing a subpoena, the
goverament must demonstrate that the: 1)
investigation is being conducted pursuant
to a legitimate purpose; 2) inguiry is
relevant to that purpose; 3} information
sought is not within the possession of the
government; and 4) government has
followed the required administrative
steps.” Jurisdiction to enforce a subpoena
is i the superior court for the judicial
disirict in K;Eyi’i 'ﬁ%}e sumﬁ'aezxad DErSon

in arder o

resides.

ugb;g}m;w'
Typicaliy,
aforee

compliance with the ‘\iii‘ii‘ii}tfﬁé’s through a

superior court proceeding, i necessary.
A. Sensitive Issues May Reguire a Team
Approach

In civil tax auvdits that inciude
potentially sensitive issues {ie., where
there may be exposure to significant tux
adiustments or penalties), taspavers often
team of representatives,
counsel and a
aoevountant. Engage

accountant by counsel ¢

engage 2
forensic
ment of the
should extend the

including

attorney-chient privitege 1o advice
rendered by the awcmmtan{ purstant o
the engagement.”” Although the IRS
Restructuring and Reform Act of 1998 (a3
conformed in California) extends common
law protections of confidentiality to tax
advice rendered between g taxpaver and
a federally-authorized tax practitioner (1o
the extent such communications would
be considered privileged if they occurred
between a taxpaver and counsel). the
statutory privilege only applies 1o non-
coiminal administrative tax matters and
non-criminal tax proceedings,

As such, the statutory privilege is not
available when it is wuly needed the
most—when a civil tax proceeding moves
into the criminal arena. Itaiso may not be
available in certain state-related tax
proceedings, or non-tax civil Hiigation. ™
On the contrary. if the accountant is
appropriaiely engaged by counsel, the
commeoen law attorney-clivnt privilege will
apply to all communications rendered in
furtherance of the legal services being
provided to the client, both during the

investigative stages of the sudis, and if

necessary, during any subsequent civil or
criminal litigation.

The critical inguiry 18 often whether
counsel shouid retain the taxpayer’s prior
accousitant or a new accountant.  Many
practittoners prefer to engage a new
accountant o avold the necessity of
delineating between non-privileged
communications {communications prior

to coesnsel’s engagement of the
&a‘m;‘;zmzum‘% and privileged

TURICATIONS

agement of the

{iﬁ{}é‘%’%%}’

accounianil
* i

Counsel’s  eng

avocuniant shodld be in wrin
should indicate that the accouniant i
acting under the

conneclion with counsel’s rendering of

direction of counsel in

chignt,
communications between the accountant
and the client are confidential and are
made sclely for purposes of enabling
counsel to provide legal advice; the
awcountant’s workpapers are held solely
for counsel’s use and co

R '1 -
fezal  services 1o the

venieace and
subject to counsel’s right (o demand their
return and the accountant is (¢ segregate

their waork papers, correspondence and

other documents gathered during the
course of the engagement and designate
such documents as property of counsel.”

I TAX PROCEDURE BEFORE THE
FRANCHISE TAX BOARD (FTB)

The FTB administers the California
Personal Income Tax Law and the Bank
and Corporation Tax Law by auditing
returns, assessing deficiencies, preseribing
regulations, and issuing rulings. A three-
member Board consisting of the
California State Controller, the California
Director of Finance. and the Chair of the
California BOE ras the
administrative agency known as the
FTB." The state’s General Fund is the
primary source of revenues frem which
California’s operating expeaditures
derive. The FTB administers programs
that generate more than 30% of the state’s
General Fund revenue, In 2004, the FTB
accounted for 61.6% ($47 .4 billion) of the
General Fund revenues. Personal Income
Tax revenues accounted for 30.1% i$38.5
bithion). and tax revenues from business
entities, incloding cerporations, limited
lability companies, general partnerships,
Limited partnerships, limited liability
partnerships, and umpt organizations
accounted for 11.5% (58,8 billion) of the
General Fund.

The FTB Mission sistement provides:

gove

“The purpose of the Franchise Tax
‘%v‘*ru is 1 coliect the proper amount
!. {CE.-‘":

evenue, and operate other
strusied o us, af the leass

ke ?*iﬁ_} i pﬁ' conting

2 quatity of our producs
ard services: iii’fu% N & manner

the

fiig ’Fﬂ,si U'L.‘,,E;LL of

fegrity,

niblic confidence in our ir

ficiency and falmess,

]

The FEB™s Staement of Principles of

Tax Administration provides:

“The primary function of the Franchise
Tax Board is to administer the
Revenue and Taxation Code. Tax
policy for raising revenue is
determined by elected officials

With this in mind, it is the duty of
the Franchise Tax Board o carry out
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that policy by correctly upplving the laws
enacted by the Legislature: o determine
ihe reasonable meaning of vartous Code
provisions i light of the legislative
prrpose inenacting themm; and (o perform
this work in a fair and impartial manner,
with neither a government nor araxpayer
point of view,

At the heart of administration is
interpretation of the Code. It is the
responsibility of each person in the
Franchise Tax Board, charged with the
duty of interpreting the law, 1o try
tfind the true meaning of the statuiory
provision and not to adopt a strained
construction in the beliet that he or
she is “protecting the revenue.” The
revenue is properly protected onlky
when the true meaning of the statute
is ascertained and applied.

The Franchise Tax Board also has
the responsibility of applying and
administering the law in a reasonable,
practical manner. Issues should only
be raised when they have merit, never
arbitrarily or for trading purposes. At
the same time, employees should
never hesitate to raise a meritorious
issue. Itis also important that care be
exercised not Lo raise an issue of 10
ask a court to adopt a position
inconsistent with an established
Franchise Tax Board position.

Administration should be both
reasonable and vigorous. It should be
conducted with as little delay as
possible and with great courtesy and
considerzioness, It she

should ?3:3
eds
E% should,

be wigorous oy requiring

and sound administration,

however,

somphance with &
refentless in iy aitack
devices and frawd.”

Adumnisuratively. the FTB s asthovized
to conduct audits of tax returas to
determine the correct tax lability and
may conduct more than one audit of a
particular taxpayer for & tax vear.” In
connection with s audit activities, the
FTB has the muthority to:

* Examine any books, papers, records,

or other data relovant tax liabilites:
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* Reguire the attendance of a taxpaver
or the taxpayer’s representative for an
interview  during  an  andit
examination:

* lssue subpoenas secking facts or

records deemed relevant 1o the audiy

determination,

¢ Enforce compliance with the
subpoenas it issues by application o
the appropriate Superior Court:

* Require books, papers, and other dara
refevant to tax administration to be
made available for examinaiion or
copying;

* Require information to be provided,
including addresses and telephone
numbers, of persons designated on
tederal and California tax forms; and

* Assess an additional tax liability or
determine a refund following an
examination of the applicable tax
refurnds),

A, Selection of Returns for Examination
Cahifornia personal income (ax returns
are generally selected for audit: 1)
through  the  Federal/Caiifornia
information Sharing Program; 2) through
areview of tederal audit reports furnished
by the IRS; 3} as a result of taxpayer
uompimmu with the statutory
requirement of filing an amended return
or providing information regarding
federal adivsiments w 53@?; the {ederal

£,

H

vear has been
% ar 43 through
enikg of rerums according
ty selection oriteris established

FTR.

The FTB sudits approximately 300,060
returns fied by individuoals
and from
Sacramenio headguarters or field offices
iocated in California, Hlinois, New York
and Texas. FTB audits occur in the form
of either an office audit or & field audh,
An office audit utilizes correspondence
the taxpaver and does aot
usuvally involve meetings between the
taxpayer of their representative and the
FTB. A field audit typically involves

Gine IR Tor s ‘*%if

Fehming

by He

IRCOme {3x

businesses each vear i

{0 confact

attempts by the FTR representative to
conduct the audit at the axpayer's place
of business or at the office of the taxpayer's
representative

B. Top FTB Audit Issues
The FIB's pnimary complizgnce issues
include:

® fax Shelters. Tax shelters are a top
priority for b(}{h personal tncome tax
and business entities. Taxpayers who
do not fulfiil the California reporting
reguirements can  expect the
assessment of penalties for the failure
to  disclese the appropriate
information.

*  Bad Debt/Worthless Stock. FTB
examinations of Schedule D losses
have sometimes revealed that the debt
reported is not worthless in the year
claimed, was not a valid debt,
payments were never received or the
taxpayers made no attempt to collect
on the debt.

* State Adjustments From Final Federal
Adjustments. California law requires
the reporting within six months of
receipt of final federal adjusunents.

* Sale of Property through a §1031
Exchange. FTB examinations of
§103t exchanges often raise
questions regarding related party
traasactions, the timing of the
transaction and busis calculatic

® Sowrcing of Income and Resides

FYE examinations of (an guestion
sourcing of deferred compensation
sipch as stock options, The acorual
provision of Rev. & Tax. (¢
17554 was repealed effective
January |, 2002, The Residency

Frogram continues o

focus on
purported changes m domicile and
resdency status before the taxpayver
receives a significant income
distribution.
. FTB examinations
focus on the definition of zross
receipts.  distortion.  and  the
numerator assigmnent of receipts

Sales Fuctor.
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particularly receipts from intangible
inconie.

FTB
examinations analyze excess cash or
liguid investments and the sules of
stock or purtpership interests (o
determine whether the resulting
income s business or nonbusinegss

* BusinessiNonbusiness,

OIS,

* Luwerprise Zore Credit, FTB i3
focusing on the possible issuance of
invalid hiring vouchers, If found w©
be unreasonable, the taxpaver is
provided the opportumty to obtain a
valid voucher.

* Manufacturers Investmeni Credit
(MIC;. Although the MIC was
repealed effective January 1, 2004,
there are open examinations for pre-
2004 tax vears. The primary focus is
on qualified property, qualified costs,
and the payment of sales tax.

. FTB Notice of Proposed Assessment

The FIB may issue an assessment of
additional tax, interest and penalties, i)
15 a federal or state audit results in a
redetermination of the tax hability; 2)
there is a mathematical error on the refurn;
33 the taxpayer fails to file a return or files
an incomplete or false retumn; or 4} if the
taxpayer has received an erroneous
refund.® I a lability is determined, the
FTB will issue a Notice of Proposed
Defictency Assessment (UNPA™) The NPA

mputation of the add

2Eiad Lik

Ar NPA 1y

i

penalty, and inferest due.

deemed presun v valid,

£ ¥TB Appeals Procedure

Within 60 days of the date of the NPA,
the taxpaver must submit a wiitten Protest
to the FTB.Y if a Protest 1s not sent o the
FTB within 60 days of the date of the NPA,
the Hability set forth in the NPA becomes
final ™ There are no statutory provisions
for extension of the 60-day period. Once
final, the assessment s due and pavable

within 15 days of the date of Notice and

Dernand for Paymentissued by the FTB.
There i3 no particular form required for
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4 written Protest to the NPA, but the fact
that a particular tax assessment is being
protested nwst be made abundantly clear,
The Protest hled on behalf of the taxpaver
must be m writing, clearly identify the
raxpuyer, include @ copy of the NPA,
spectly the factual and legal basis for the
Protest, and request an oral hearing with
an FTB Hearing Officer. The Protest
should be mailed, by certified mail. return
receipt requested.  The Protest must be
signed by the taxpayer or their authorized
representative.  In certain situations, the
Protest may be filed on FTB Form 3333
{“Protest™yor FYB Form 33532 (*Notice of
Protest Re: Federal Audit Adjustment™).
Foliowing a timely Protest, the FTB
will assign the matter to the Protest Unit
or its Legal Branch if an oral hearing has
been requested. Matters involving

significant habilities or complex legal .

issues will generally be assigned to the
Legal Branch. 1f there are undeveloped
factual issues, the matter may be referred
back to the auditor who handled the office
audit or the field auditor for further
development. FTB Hearing Officers do
not rescive matiers based on the relative
hazards of Litigation.

An FTB hearing is an informal meeting
between the FI'B Hearing Officer and the
taxpayer and/or their representative. The
FTB auditor will not be present.
Although the Hearlng Officers are based
in Sacramento, hearings are typically held
at the local FTB office most convenient
for the taxpaver. If necessary, there may
be more than one hearing. 1t 1s possible
o conduct hearings by telephone or

trough video-conferencing, 3 i 1% not

bl to schedule the requested hearing

=

AR
1 an area conventent for the xpayer or
if the wwxpayer lails 1o appear ar a
scheduled hearing, the Hearing Officer
may require that the hearing be
rescheduled in Sacramento. The purpose
of the hearing is © provide the taxpayer
with the opportunity to refuie the NPA,
The taxpaver 15 afforded an opportunity
to present pertinent information,
decumentation, and arguments in support
of their position. Protest hearings
normally lust one houvr, abthough, if
requested 1n advance. 1t may be possible
to extend the time frame for the hearing,

If additional documentation is

requested by the Hearing Officer, a
reasonabie period of time may be slowed
to provide the documentation. [ no other
documentation s o be provided, the
Hearing Officer will consider information
presented durtng the hearing and wil}
make a recommendation as to the
correctness of the proposed assessment,
ft is often beneficial to request the ability
to submit a detailed written summary of
the taxpayer’s position with supporting
documentation within a reasonable time
following the hearing. Following the
hearing, the FTB Hearing Officer will
review the {ile and the information
presented and will either withdraw,
modify, or affirm the NPA in the formof a
Notice of Action {"NOA".

E. Appeals to the State Board of
Equalization

Within 30 days of the date of the NOA,
the taxpayer must file a written appeal to
the California BOE?* The BOH is a
separate and distinct administrative
agency completely independent {rom the
FTB. Two copies of the Appeal and any
supporting documents must be mailed, by
certified mail, return receipt requested, to
the BOE {(not to the FTB). Generally, the
postmarked date on the Appeal is
considered o be the filing date. If the last
date of fiking an Appeal falls on a Saturday,
Sunday, or holiday, the filing deadiine is
extended 1o the next business dav.
However, an Appeal to the BOE may not
be filed until the taxpaver has sxhausied
their administrative review rights within
the FTH.

There are no statutory

H

rovisions for s

o

exiension of the 3d-day tme pericd
within which to file the Appeal :o the BOE.
Generally. if the Appead is not timely filed,
the wxpayer's recourse would be o pay
the tiability and file » Clalm for Refund
with the FTB. I suchevent, the FTB will
review the Clalm for Refund and will issue
a Notice of Action on Cancellation, Credit,
or Refund. In such event, the taxpaver
must file an Appeal {0 the BOE within 90
days from the date of the FTB Notice of
Action on Cancellation, Credit, or Refund.
I an Appeal is not dmely filed, the sue
witf be deemed finaily resolved as set forth
in the NOA or the Notice of Action on
Cancellation, Credit. or Refund,
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The Appeal to the BOE need not be on
any particular form, but must be in writing,
provide two copies of all supportng
documentation, and should provide the
following information:

* Taxpayer’s name and address:

* Taxpayer’s soctul security number or
corporation number:

* The wmount of tax and tax years)
involved in the Appeal;

* The date of the Notice being sppealed
{and a copy of the NOA should be
atrached);

* A clear presentation of the relevant
facts involved;

* A clear presentation of the legal
points and authorities, including
statutes and regulations, supporting
the taxpayer’s position;

* Request an oral hearing before the
BOE.

The Appeal must be signed by the
taxpayer or the taxpayer’s authorized
representative. The BOE will provide a
copy of the Appeal and supporting
documentation to the FTB. Evidence
previously submitted to the FTB will not

be submitted to the BOE unless
resubmitted by the zzﬂc‘pawf at or
in this

following the t

imic of ih, Apmea

Tiake

supporting

ROE

mation, <ince ihe wiil
H rorder based on the
.'“lp cal ang briefs submitted by the

taxpaver asd the FTB, Once filed, the
B('EE- 1 provide the taxpaver wih an
acking ccoffiming that it

has received the taxpayver’s Appeal.

If the BOE determines that as Appeal is
incomplete, it may provide the taxpaver
with an opportunity up to 90 days o
srovide supplemental information. [f the
raxpayer fais w supplement the origingl
Appeal with additonal informuation when
reguested by the BOE. the Appeal imay be
dismissed. Otherwise, the FTB will then

California Tax Lawyer

have 90 days to file an iaitial brief
responding to the taxpaver’s Appeal.
Thereafter, the taxpayver may have an
additional 30 days o file a reply brief
responding to the briet submitted by the
FTB. Inextraordinary situations, the FTB
may be provided up to an additional 30
days to file a supplemental brief in
response to the taxpayer's reply brief, If
the FTB files a supplemental brief, the
taxpayer will usually have an oprion to
file a responsive brief within 30 days
thereafier, The responsive brief will be
the final brief in the briefing process. It
may be possible, in the discretion of the
BOE, to modify the briefing schedule in
the event of extreme hardship, or if the
taxpayer and the FTB stipulate to an
extension.

When the briefing process has been
concluded, the BOE will issue a letter
requesting whether the taxpayer desires
tor 1) have the case decided by the
members of the BOE without an
appearance by the taxpaver or its
representative; 2} appear before the
members of the BOE o present the
tuxpayver’s case; or 3) have the Appeal
dismissed.

F. The BOE Board Hearing

Informal hearmgs are conducted before
the five Members of the BOF in
Sacramento, Culver City (Los Angeles),
San Francisco, or San Diego. Currently,
the ta*{péyt‘:z' generatly has the burden of
proving any disputed {acts, The purpose
of [ht,- hcmm is iu ;}i“(i\-’ldff the taxpayver
srivgity o
i

Afthough r;s,rssgs are

horities.
wratly hnited @0 30 minues or lesg,

testify at the hearing.
Prior to the hearing, & summary of the
*‘;ﬂaum witl be provided by the BOE tegal
The taxpaver s then provided @ briel
w;g';puf{min} in which to state their
position and preseat any relevant
Thereafier, the FIB will state
is position and present evidence it deems
refevant, The taxpaver is usually then
provided u brief opportunity o reply 10
the FTB's presentation. Throughout the
. the BOE Board
Members may ask questions and comment
documentation

YiTnesses s

\:!dﬂ

evidence.

foresoing procesy

upon information and

they deem important e a resolution of the
ssues mdispute. s extremely important
10 appropriately respond to any issues
raised by & BOE Bouard Member during
the hearing.

Typicalty, it is beneficial o avoid a
lengthy restatement of the facts at the
commencement  of the hearing.
Hopetully, the factual issuves have been
thorotighly explained in the written briefs
that have been filed with the BOE. A
general overview of the facts is usually
sufficient, Howewver, it is important to
focus on key facts or disagreements and
to be prepared with clear and concise
answers 10 potential inquiries on the
taxpayer’s weakest positions.

Foltowing the hearing, the BOE Board
Members may: 1) order the matter taken
under submission: 2} decide the matter at
the conclusion of the hearing day; or 3)
order the matter to be taken under
submission, but postpone the decision,
such that the taxpayer and the FTB can
present additional information for
consideration,

Marters taken under submission are
typically forwarded to the BOE Legal
Division for preparation of a suggested
opinion of Summary Deciston for
consideration and adoption by the BOE
Board Members. Opinions, if adopted by
the BOE Board Members, can be used as
precedent for other tax cases. In contrast,
a Summary Decision is applicable only
to the matter vnder copsideraton and may
not be cited as precedent.

Generally, matters that are faken under
submission by the BOE Board Members
and matters for which the mxpayer b
waived the

right 1o a hearing are pul on &
aonr-appearance agenda and voted on
during a regularly scheduied public
mecting.  in such event, the taxpaver is
narmally nof informed of the date its
matter 15 being considered by the BOE
Board Members. L once the BOLD
Beard Members make a determination, the
maxpayer will be provided a copy of the
adopted opinion or decision and a cover
fetter stating the dute on which the BOE
Board Members their
determination.
If the taxpayer or the FTH ¢

with the decision of the BOE
Members. they muay file a Petition for a

{PAEVEY
He Sy

reached

lisagrees
Board
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Rehearing within 30 dg\\ of the date of
The Perition for
wofacts or

the Bouard decision.
Rehearing must set forth ne
refevant points of law. and should clearty
lE’idiL&tt how they would affect the
gutcomie of the Appeai. A copy of the
Petition for Rehearing should be provided
ta the FTB. which will be ufforded an
apoortunity 1o reply. Rehearings sre
mully only granted where: 13 newly
diseovered facts are presented, i the Facts
coultd not reasonably have been
discovered prior to the initial hearing; 23
there has been a change in the law; or 3}
the BOE has substantial reason 10 believe
its original application of the law was
EITOReOus.

In the event of a rehearing, or the BOEs
denial of the Petition for Rehearing, the
BOE Decision becomes final 30 days after
the date of its decision.” Thereafter, any
assessment, plus interest and penalties,
becomes dire and payable within 15 days
of the date of Notice and Demand for
Payment issued by the FTB.*

H a dispuze remains fotlowing the
foregoing procedures, litigation may be
commenced by filing an action in any
superior court where the Attorney General
for the State of California maintains an
office. Except for matters dealing with
residency, the fiabilities at issue must be
satistied and an administrative Claim for
Refund must be fited with the FTB before
a Complaint for Refund may be
commenced 1 superior court,

An h&%;;zmtm‘f;w Claim for Refund
st b

exfension of 1
from the a&m of gve
if there has been a walver exie

statute with respect o oa deficd
assessment, the Himitation date for g uftzm.i
i3 the same as that for filing an NPA ™
The Clain for Refund may be appeaied
wi the BOE or o Complaint for Refund may
be filed upon the earlisr of receipt of
Neotice of Disaliowance from the FTB, or
six monihs following the fiting of the
Refund, 1f a Notice of
Disaliowance is issued by the FTR, the

Ciaim for
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Complaint for Refund must be filed in
superior court within 90 days of the dai;
of the Notice of Disatlowance

Otherwise. the action on the claim is tma?

G. Tax Depaosits

Taxpavers desiring to make a tax
deposit to suspend the acerual of interest
on any resulting deliciency should follow
the procedures outlined in FTB Notice
2005-6 and IRS Revenue Procedure 2003-
15, 2005-13.

H. FTB Settlement Bureau

Priorto 1992, the FTB did not have the
general statmtory authority to settle civil
tax disputes based on the relative hazards
of proceeding to litigation,” QOn the
contrary, most disputed tax issues
resulting from an IRS examination are
resobved through a negotiated setdement
with the Appellate Division of the IRS on
the basis of the relative “hazards of
iitigation™. Previously, resolution of civil
state tax disputes was curtailed by 8 1990
California Attorney General opinion
staring that the provision in the Califoraia
Constitution prehibiting the gift of public
funds™ prevented any California taxing
agency from compromising a tax claim .
This opinion effectively preciuded the
efficient administrative resolution of
Califor 1ia tax CONMIGVErsies.

Lacking authority to negotiate a
settlement on the merits, many California
{ax Cﬁ;pﬁ?i‘ﬁ were subjected o sometimes-
teagthy delavs resulting from the
z‘zaiﬁ’ii]‘;i&{i‘;‘ii‘%?‘“

review

foresoing

procesures,

el outeome of a dispused tax mﬂ*u

i huve s cubstantiad

ersonal oF business affairs.
In 1992, the FTH received watutory
:é;if‘;{ ity to resolve civil mx dispures on
“harzards of
I‘hc FYB created the
Setitement Buresu for the purpose of
balancing the relative hazards of Htigation
assoctated with ongoing franchise or
inceme tax disputes.”  The FTB
f‘"{-éﬁéuzauﬁ Burcau representative. acting
similar @ that of an IRS
‘x, peals Officer, provides a meaningtul
opportunity 1o reach a resclution that s

ait.lg&m'm'f

‘:L‘i{'“ 5

reasonable and acceprable to the taxpaver.
but wiich is also in the best interests of
the State of California. The resolution i
based on a reasonable evaluation of the
costs and risks associated wi[‘b the
litgation of the disputed issues. ™

More recently, in Notice 2006-27, the
FTB set forth its suthority ™ for settlement
of admnistrative civil tax matters. There,
the FTB also set forth the appropriate form
for tuxpayer's requesis for settlement.
Generally, such settlement requests
require a disputed (i.e., non-final civil rax
matter and submission of a written
settlement offer setting forth:

* Taxpayer’s name and current address;

* Representative’s name, current
address, fax and telephone number;

Taxpayer’s Social Security number
or taxpayer ldentification number;

The tax year(s) and amounts in

dispute;

Current administrazive starus of the
tax dispute (protest, appeal, or claim
for refundy;

L]

Copy of representutive’s power of
artorney (FTB Form 35200, undess a

valid form is already on file with the
FTR:

* Good faith setlement offer {and
pavment erms i any, including the

zrounds |

vani, the

iver’s financial stittus shouid be

T the g

able o satisly a Bubitlty being

asserted:
ER S crrio el fliecticcios oo all
idennficaton and EHSCUNSION OF an

issues in contertion, including lega
and factual groumds for positions
tuken by the mxpayer iie.. refative
hazards of proceeding to Hiigation):

and

* Alisting of 5l NPAs and Claimis)
Retfund for the taxable years invodved

that are not part of vour settlement

10
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reguest. Provide the present status of
each NPA and Claim for Refund and
the amount(s’ invalved.

The FTB settiement authority extends
1o most disputed matters after ssuance of
a NPA. However, settlement offers may
not be submitted for: 1) axpayers
invoelved in a bankruptey proceeding; 23
miatiers that have proceeded w a hearing
before the BOE: or 31 matters that are
otherwise final (Le., habilities that are
already determined to be due—and not
subseet to refund—and are in collection
statogy, 7

The normal FTB administrative process
is suspended following submission of a
settlement offer to the Settlement Bureau,
If the seutiement offer is rejected, it is
returned to the same stage of rthe
administrative process for consideration
of the taxpayer’s position in the manner
previously deseribed herein. However, it
should be acknowledged that informarion
provided to the Settlement Bureau is not
later made available to other FTB
representatives ia the event the settlement
proposal is rejected. There is an informal
policy against processing settlement
offers once the BOE has issued a Notice
scheduling the matter for a hearing before
the BOE Board Members. This policy is
intended to preclude taxpayers from
intentionally delaying the witimate
determination of their matters by

attermpting (O submit settlement offers in
an #fort o postpons & BOE hearing,

i ihe seitiement of a ui‘»i}dlt mivolvi

d the FTB Chief

approved. a written sunwvmary of
settlernent s avatiuble w the public that
sets torth the name of the wxpayer, the
amount invelved. the amount pawabie;"
refundable pursuant to the settlement,

SUAHAry
in the best interes
California, and the Atlo ]

conclusion  as  to whether  the

" the

of the reason wix;{ settleme

recammendation of settiement was
reasonable from an overall perspective.

The FTB Seudement Bureau's offort o
settte disputed tax matters has been
extremely successful, A 1994 Report
issued by the Califoraia Swate Auditor
concluded that the settlement authority
granted (o the FTB generally shortened
the tax-dispute process, which had
averaged 36 to 46 months, (o about three
months. ™ The Auditor’s Report also
conciuded that the portion of the FTB tax
liability agreed to through the settlement
process was within the same range as for
cases resolved through sdministrative and
litigation proceedings.”’ The tax-
sustained rate (the ratio of taxes agreed to
by both parties to be paid pursuani to the
settlement divided by the total taxes in
dispute} in settiement is approximately
60+% for cases resolved by the Settlement
Bureau, compared with a range of 43% 1o
68% for cases resolved through other
administrative processes, including
Protests to the FTB. Appeals ro the BOE,
and Superior Court Hitigation.”

The Setilement Bureau settled 184 civil
tax mateer disputes during calendar vear
2004, The 184 seutled cases involved §1.4
bitlion in disputed liabilidies. Of the $1.4
billion in dispute, $763.5 million was
sustained. OF the cases settled, 31 cases
were seltled under the FTBs “small case”
authority. These cases are approved by the
FT8’s Chief Counsel and the Executive
Officer, and reported to the three-member

runchise Tax Board. The three-member
PTG approved all remaining cases,

‘oilowing the fssuance of an NPA, |
i : «SEE‘E%E i

iy e E/i tor {o the
& notice of & b()i,
respect o oan NOA,
submit iiix;‘
ain FTB
Heartng (Mficer has had the opportunity
wr render a recommendation. IV an FTB
Hearing Officer recommends a resolution
that is adverse 1o the laxpaver, it may be
nore difficuit for the Settiement Buresn
e acknowledge the reasonableness of the

advisable w

settlement  proposal.
Subimission of asettdement proposal 10 the

Settlement Burequ represents an

actditional opportunity for the resolution
of the disputed Issues that should not he
ignered in the administrative progess,

L. FTB Investigations Bareau

The Special Age of the FTB
lwvestigations Bureau identify and
investigate cases of tax evasion, imud and
employee misconduct. They present cases
to varicus district attorneys for
prosecution, working closely with various
task forces on felony cases involving
embezzlement, grand theft, Medi-Cal
fraud. insurance fraud and other charges.
Often, press releases are issued with respect
1o successful prosecutions as a form of
deterrence to encourage the compliance
of others.

s

V. SALESAND USE TAX PROCEDURE
BEFORE THE STATE BOARD OF
EQUALIZATION (BOE)

The BOE is comprised of five Members,
A Board Member is elected from each of
the four Equalization Districts within
Cahifornia and has the duty of
investigating the administration of the
faws within the district from which thev
are etected and from which the BOE has
statewide responsibility. The fifth Board
Member is the State Controlier, who is
elected at large, and serves ex officio,

The mission of the BOE is to serve the
public through fair, effective and efficient
tax administration. The BOE administers
and hears appeals for the state’s sale and
use, fuel, aloohol, wobacco, and other taxes

and collecs e

(¢4

»es that fund specific state

More than one mitlion

PUOgrams. H
businesses are registerad with the agent

in additon o adnmnistering key revenue
programs, tie BOE plays a sign
n Califorais PIOPEILY X assessitient and
adoringstration. as the
appeilate body for franchise and potential

it also acis

personal ncome e appeals.

The Sales and Use Tax Department {the
“Department”) directs the administraion
of the Sales and Use Tax Law within the
State of California. The four Equaiization
Districts sre divided inie O
adminisirative districts, each under the

direction of a Disrict

alifornia

Admimistrator
Certinn administraiive districns include
smualler feld offices.
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The Department is functionally divided
o audit and compliance activities, The
audit staff's mission is o audit the records
of taxpayers to determine the accuracy of
the self-assessed tax and recommend,
when necessary, amounts 10 be assessed
or refunded. The District Principal Auditor
has the ultimate responsibiiity for the
audit staff at each disrict office.

The compliance staff is responsible for
enfarcing the provisions of the Business
Tax Laws and Regulations administered
by the BOE. The District Compliance
Supervisor has the ultimate responsibility
for the compliance saaff ar each district
office. The compliance staff performs the
tollowinyg functions:

¢ Registration—Identifies the correct
legal ownership required o report and
pay business taxes.

* Collections—Collects delinguent
taxes, prepares and serves Notices o
Withhold pavments from a retailer,
tnitiates and prepares warrants,
requests recordation of certificates of
liens, requests len releases, partial
releases, and subordination of liens,
locates, seizes and sells assets subject
to levy, and makes recommendations
for revocation of licenses or permits
for failure to pay delinguent tax
liabilities.

* Close-Outs——FExamines the books,
records, snd returns of an account
being closed aut in order 1o determine

when an

AUGH 1% Dot warranted,

3

Mizcellaneous—The

smphance

stail also clears delinguencies, nakes
demands 01 £5CIOWS, Prepares escrow
withholding orders and 1ssues escrow
clearance.

A. Sales and Use Tax Summary
Overview

Every busingss {person. partnership,
COrpoTation. ete.) desiring 1o engage in or

conduct business as a seller within th

California Tax Lawyer

Stute of Califorma must file an application
tor a permit with the BOE for each place
of business.™ The permit must be
displaved at the place for which it is
issged.” Permit applications can be
obtained from anv disirict office of the
BOE.

The sales tax measured by gross
receipts from retail sales iy imposed on
retatlers for the privilege of selling
iangible personal property at retail ™ A
retail sale is a sale for any purpose other
than resale (by the purchaser) in the regular
course of business in the form of wangibie
personal property.™ Al gross receipts of
a retailer (Le., seller engaged in the
business of making retail sales) are
presumed to be subject to the sales ax.
The burden of proving that a sale is not a
sale at retail is upon the person making
the sale unless, in good faith, the seHer
receives a resale certificate from the
purchaser indicating that the item is being
purchased for resale ¥ Resale certificates
must generally be received at the time of
sale. Such certificates must: 1) be signed
by and bear the nume and address of the
purchaser; 2} indicate the number of the
permit issued io the purchaser: and 3)
indicate the general character of the items
sold 1n the regular course of the
purchaser’s business.®

B. BOE Audit Procedures
The initial taxpayer contact by the
audit staff may be by telephone or letie
Auditors ravely visit the business location
w%’zhmzi t};s‘:vi:mf-:iy scheduling an
foa ?3?;{3&'}?6?
fay incommencement of the
31 the siatute z.f' mitatons
aested.”  BOE auditors
preder W conduct the audit & the
wyer's business location since the
nt books and records are usually
maintaiged at that ocation. However, the
audiion may o conduct the audai at g
the office of the
representative, ete . aithoogh it is not
unusual for an aaditor to request the
OppeTtURtY 10 visit the laxpayer’s business
premi i order to obiain a hetter
understanding of the business operations,
Al the commencement of the audit, the
representative should be prepared
discuss the taxpaver’s husiness operations

FOGLRESEs &

different location (e.g.,

and accounting methods in order to
enabie the Auditor to more quickly and
accurately complete the audit process.
Auditors typically request:

* Books of account, income statements,
balance sheets. general ledgers,
summary records of the business
operations {L.¢.. sales journals, cash
receipt and disbursement journals),
and  other relevant financial
information.

State and federal income fax returns.

* Original source documents
supporting the entries and the books
of account, including sales and
purchase orders tvpically generated
in the normal business operations,

* Resale certificates. exemption
certificates or other documents
supporting claimed exempt sales.

¢ Copies of sales tax returns and the
work papers and schedules used 1o
prepare the returns.

* Statements of accounts maintained
at financial institutions.

It is not unusual for a BOE auditor to
perform tests {0 determine if a complete
audit might otherwise be required.
Typical tests inchude: reconciliation of the
recorded total sales with total sales
reported on the refurns (ncome Hy refumns
and sales tax rerurns) reconciliston of

th the amouni of
the saies 1ax returms;
abned resal

A f

sales wx r&p{;r’{ﬁé on
.ﬁ{:t?sm:ééiazim of ¢

e sales o

e—-r 4o
L]
e
o

ith reported rmri{ up ;361@@;;&;!& s ‘mé
reconciliztion of bank deposir information
wiih reporied gross sales,

During an audit, auditors frequentty
circulate “XYZ Letters” to the taxpaver’s
customers 1o confirm the amount of
purchases for resale and verify purchase
invaices previcusly provided o the
auditor. For exumple, XYZ Letters might
sCcompany a copy of a suspect purchase
invoice, when an auditor questions
whether the sale is properly classified as

12
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an exempt sale XYZ Leuers
frequently reguest that the customer
return a completed form directly o the
auditor, together with a copy of the invoice
received by the customer at the tme of
sale. Customers are requested 1o complete
a form indicating the following whether
the questioned iterns were purchased: 1)
for resale and were, in fact. resold by the
customer; 2 sale and are being heid by
the customer in resale inventory; 3) by the
customer for their own use, and the
customer remitied use tax directly to the
BOE: and 43 for the customer’s own use
and mot for resale. If the item was
purchased for the customer’s GWi Usc On
2 claimed exempt sale basis and was not
for resale, the seler witl face liability for
the sales tax,

If issues remain in dispute following
consuitations with the auditor, the
representative should request a meeting
with the awditor and the auditor’s Field
Supervisor. Prior to the meeting, the
representative should obtain a complete
copy of the audit workpapers and copies
of all notes, memoranda. and completed
responses regarding any XYZ Letters or
tests performed by the auditor. Since tests
are frequently performed by auditors on a
sample basis and are then projected out
over the entire audit period, small
inaceuracies in the performance of a test
can result in significant erronecus
determinations.
dispute remaing

if a following

consuliation with the auditor’s Feld
‘%‘imcrt%m;: i%éi‘

audit i'\ rev%gw«»‘é for
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I a dispuie remains
foregoing procedures,
Sacrumento will issue a “Notice of
Determitnation”. An informal Petition for

edetermination must be postmarked by
1S, mail no later than 30 duys from the
date of the Notice of Determination aad
should be sent by certified mail, retum
receipt requested.™ There is no particuiar
form for the Petition for Redetermination,
but it must be in writing, identfy the items
being protested, and state the specific
hasis upen which the taxpayer believes
that the determination of tax is incorrect.
In addirion, the Petition should include
the taxpayer’s permit number and request
a hearing (i.e., Appeals Review
Conference and an Oral Hearing before
the Members of the BOE). A copy of the
Notice of Determination should be
attached o the Petition.

If the Petition for Redetermination i3
timely mnailed, the liability will not
become final unril the administrative
process has been completed. 1f a Petition
for Redetermination is not mailed within
30 days from the date of the Notice of
Determination, the determinafion
becomes final and the ikability set forth
in the Notice of Determination must be
paid. There is an additional 10% penalty
iF it is not paid within 30 days after the
fiability becomes final”® Once the
Liability is paid, a umely Claim for Refund
must be filed,

following the
the BOE in

. Appeals Review Section Conterences
Most pciii%ﬁm are z"cfei‘rv:d' o the

audditorn, the audditor’y
the District Pri ;};;;;;;fsm:m:, The request
fow the mieeting must occur within tea days
T9-A betiar A 794
Letter will not be issued if the statute of

f the
indicate u discussion would not be
tnstead. the taxpayer will
receive o letter indicating thut the andit
nas been forwarded to the BOE in
Sacramento to be determined (e, bitled).
“Report of

of the dae of the

limitations may expire of facts

advizabie

together with a copy of the
Field Audit”,

C. BOE Appeals Procedure

Naetificanon oF a conlerence

office convenient for ?hc iax;}dgcf 8
generally provided at feast 30 days %}sfm‘c
the conference dale. At t?k, informal
*f the

iy the

auditor, fhe auditor’s sx}pcwm}r and.,
perhaps. the disirict principal auditor; are
afforded an opportunity o present their
position 1o the Appeals Review Section
representative,

The Appeals Review Section
representative will consider the wguments
and
P!L\LMLL

written evidence
The Appeals Review Section

any oral or

representalive will have access o the
entire file prepared by the anditor during
the inftial examination. However, the
taxpaver may supplement their petition
prior to the conference or. with the consent
of the Appeals Review Section
pepresentative, 1 WIitlen sumfnary may be
submitted within a reasonable period
following the conference.

Fotlowing the conference, the Appeuals
Review Section representative will either
request & re-audit or will prepare a written
“Decision and Recommendation™ setting
forth their analysis, conclusion, and
recommendations. The recommendations
are subiect to approval by the Board
Members, If the taxpayer or the audit staff
does not agree with the Decision and
Recommendation, they may request
reconsideration of the matter by the
Appeals Review Section representative
and/or an oral hearing before the
Members of the BOE. The letter from the
Appeals Review Section accompanying
the Decision and Recommendation will
inchicate that within 30 days of the date of
the letter, the raxpayer must either request
an oral hearing before the Metmbers of the
BOE or file a request for reconsideration,

It is sometimes possible to obtain an
extension of the 30-day time period to {ile
a request for reconsideration. In an
shundance of caution, any requested
extension should be accompanied by
another request for a hearing before the
Board Members. uis typically preferable
toy request reconsideration of an adverse
decision to clarify any dispuied fucls of
leosl positions. Further, in the event of 4
§ ring, the Boamd Members

receive a

copy of the reg

reconside

ratlon, buf may 0o
receive any other papers filed by the
raxpaver in connection with the Appeals
Review Secton conference.
E. Board Hearings

Hearings conducted before the Board
Members on sales and sse tax Bsues are
similar to hearings conducted with respect
1o FTB income or corporate and franchise
tax issues. Prior to the hearing, the
Decision and Recommendation and a
Summary prepared by the Appeals Revie
Section staff witl be provided 1o b
saxpayer, the faxpayer’s rcprcseﬂ%ative.
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and the Board Members. I a request for
reconsideration was submitted after
wsuance  of  the Decision
Recommendation. it will also be provided
1o the Board Members. At the conclusion
of the hearing. the Board Members may
order the matter redetermined without
adjustment, grant the petition i part or
in full, order a re-audit or further
investigation, or take the case uader
consileration and refer it to the Appeals
Review Section Staff for further
investigation. Detatled Rules of Practice
before the BOE are available at
www.boe.ca.gov.

if a re-audit is ordered, it will be
resubmitted to the Board Members at a
later date on a non-appearance basis.
Typically, the taxpayer is not afforded an
opportunity to respond to the re-audit
repore.  Thereafter, a Notice of
Redetermination will be issued setting
forth the decision of the Board Members.
A redetermination becomes final 30 davs
afier the date of the Notice of
Redetermination.  With respect to sales
and use {ax issues, there are no provisions
for the filing of a Petition for
Reconsideration of a decision rendered by
the Board Members.

and

F. BOE Settlement Section

In 1992, the BOE received settlement
avthority along with the FTB, The BOE
Senlement Section was created for the
purpose of resoiving
determined by the Board’s Sales and Use
Tax D tpent and related Claims for

Refupd,™ Ina manner sh

deficiencies

, the BOE Senle

:

HE TEVIEWS adminisirative file

wl attermpts o res ¢ sales
and use fax is upon the

potential hazards of proceeding on the
merits of the dispute in a hearing before
the Board Members. Like the FTBE's
Sertlement Bureau, the BOE Settfement
Section lacks jurisdiction to sertle cases
involving taxpayers in bankropiey or tax
trabilities that are already final™

The FTB Settlement Burean is within
the Legal Branch of the FTR. However,
the BOE Seitlement Section is within the
Auwdil Branch of BOE. Th
administrative dispute process 1s normall
suspended i a seutlement proposal i

'
[he

&

submitted 10 the FTB Settlement Bureau.
However, the administrative dispute
process s ot typically suspended if 2
Setttement Proposal is submited o the
BOE Settlement Section.

The BOE's settlement program is
available to wxpayers who have a petition
for redetermination, late protest or claim
for refund pending in connection with 4
tax or fee Hability administered by the
Board. Sertiement proposals may be
considered for civil tax or fee matters in
dispute under the sales and use tax
program of certain special tax and fee
programs. The settlement program does
not include audits in progress or
collection mattess. Also, Hiigation cases
are handled outside the settlement
program. The settlement program is
intended to expedite the resolution of tax

and fee disputes consistent with a

reasonable evaluation of litigation risks
and costs. Therefore, a taxpayer’s inability
to pay the disputed liability is not
considered under the settlement program.

Setilements are processed in a manner
substantially identical to that of an
income tax dispute with the FTR.®
However, if a settlement offer is rejected,
the taxpayer may seek reconsideration by
submitting a written request to the Chief
Counsel of the BOE explaining the
easons the raxpayer belleves the
settlement proposal was reasonable under
the . circumstances. Additional
information  regarding the BOE
Settlement Section s available in BOE
Publication 7/

The BL

ppeals Procedures,
ment Section’s efforrs

% dispures have 4

uh. A 1994 report issued by the

Fanl M - - A
Californin State A

» boon

SLCCESET

ror concluded thar

the setffement authority granied o the
B0E shortened the tax -dispute process o
about mine months, from an average of
seven to 46 months.”™  The report al
concluded that the amount of BOE mx
fability agreed to through the settlement
process was al a rate similar o that for
cases which are resolved through other
BOE administrative proceedings and
litigation.™ The tax-sustained rale wus
43% for cases resolved pursaant 1o the
seftfernent authority,
range of $4%: 10 51% for cases resolved
through the BOE administrutive processes

KRG

compared with a

and Superior Court hitisation.

The taxpaver’s financial status is
generally not relevant 10 the seitlement,
although i1 should be disclosed if
paviient wenns would be required in the
event the settfement offer is accepred.
There is an informal policy 1 both the
FTB Sertiement Bureau and the BOE
Setilement Section 10 require payment of
the agreed liability within 12 months
foilowing written notification of
acceptance of the settlement offer,
Typically, a lump-sum payment of the
agreed liability will be required.

All settiement proposals (FTB and
BOE) should set forth a reasonable and
objective basis for the settlement, fairly
and objectively evaluating  the
appropriate hazards of litigation. The
proposal should disclose all relevant faces
and legal autherities and must he
submitted in writing, identify the
taxpayer, the taxpayer’s account number,
the audit period{s} in dispute, the current
administrative states of the dispute, and
the amount of the settbement offer and any
terms of payment. Submission of a
settlernent proposal is not a substtute for
a umely Protest to the FTB or a timely
Petition for Redetermination to the BOE.

G. BOE Investigations Division

The  Investigations  Division
admipisters the BOE's criminal
iavestigations program. They plan,
rize, divect, and control all criminal

OTg;

goals of the Im

wridentifly g evasion problems. identity

new iraud schemes. and acrively

mvestigate and assist ia the

&

OTOSECuIon

of crimes committed by dividuals whe
are violating the faws administered by the
BOE.

Vi TAX PROCEDURE BEFORE
THE CALIFORNIA EMPLOYMENT
DEVELOPMENT DEPARTMENT
(ED)

The EDD s responsible for the
administration  and  collection  of
emplovment tixes i California, As one

of the targest tax coflection agencies in
the nation, the EDD handles all

14
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sdministrative. education. custome
service, and enforcement functions for the
audit and collection of unemplovment
imsurance,  disability  inxurance.
employment trzining tax. and personal
HICOme X with §w§dim Euch vear, EDD
collects more than 531 billion in payvrol]
taxes. including nearly 325
persoaal income tax, processes more than
30 milbon emplover pavroll tax
documents  and  remittances, and
maintains records for more than 17 million
workers,

The EDD Mission statement provides:

Bilion in

“The Employment Development
Depuartment promotes California’s
economic growth by providing services
to keep employers, employees, and job
seekers competitive.”

The California Unemployment
Insurance Code (“CUIC”) and the
Government Code authorize the EDD to
conduct payroll tax audits of businesses
operating in California.
an EDD audit is to ensure that all workers
and wages that are subject o the
empioyment tax provisions of the CUIC
have been properly reported. Generally,
an EDID audit covers a three-vear period
comprising the 12 most recently
compleied calendar quarters. However, in
cerlabn situations, the audit period may

. ugidiiafs B

Y R 1?;:552;

and organt 'l;ii'ﬁé}{: of
cords, and
Bt arise. A
wal conmroversy Beiwesn a wap

and  the EDRD

the

characterization of workers as either

relates 1o

employees or mdependent contraciors.
Although a taxpuyer
beheve that it 15 appropriately teating

may reasonably

workers as independent contraciors, there

ars various stalutory vistons thit

pre

automaiieally devin cortaln workers o he

employees (statutory emplovess™,

The purpose of

California Tax Lawyer

During the course of the audit, the EDD
auditor wilt review the books and records
o verify the business ownership and type
of eatity (e.g., sole proprietorship,
partnership, corporation, ete. ) verify the
proper reporting of acknowledged gross
wages and taxable wages: verify thut the

taxpayer appropristely withheld and
reporied Personal Income Tax for was
paid to employees; verify that
individuals paid for services were
properly classified as either emplovees or
independent contractors in accordance
with the provisions of the CUIC and the
common law factors; and discuss any
unreported paymenis made for personal
services in the nature of the working
relationship with the proprietor and the
workers, As part of the audit, the EDD
auditor will often arrange for an exit
inferview fo discuss the audit findings,
identify any other information that should
be considered. and aftempt to resolve any
disputed issues. If a lHability is
determined, a Notice of Assessment will
be issved. Information developed by the
EDD during the audit wil likely be shared
with the [RS under an information
exchange agreement reswlting in a
corresponding IRS examination.

o

res
H

B. Notice of Assessment

Tae EDD does not have a formal
mternal appeals procedure. Rather, the
formal Appeal of 4 Notice of Assessment
is to the California Viaemployment
Insurance Appeals Board. Prior o
ssuanee of an assessment and a formal
Appeal, g representatt

ih the aud

P T o
ve stiould request

[tisetH

&y

Notice of Assessiient, 2 mxpaver must
subwit & Petition for Reassessment 1o the
California Une insurunce
Appeals Board ™ An Administrative Law
Tudge of the Board may “for good canse™

grant an addizonal 30-day period within
which the Petition for Reassessment imusi
be filed.™ If the Petition for Reassessment
s o tmely filed, the assessment is final
and the EDD Cithl g

collecton action.

mployment

provesid with enforced
ii a Penition is tmely
fited, all collection activity is suspended,

although interest would continue 10
any liability ultimately
determined © be due.

The Appeals Beard is technically {under
statute a division of the EDD.Y The Bowd
consists of seven members, five of which
are appointed by the Governor, with the
others appointed by the Speaker of the
Assembily and by the Senate Rules
Comumittee, The Board positions are fulf-
time and two of the Members of the Board
must be artomeys. The Chairman of the
Appeals Board is designated by the
Goverpor® Members of the Appeals
Board serve a term of four years.™
Administrative law judges are appointed
by the Appeals Bouard to hear and render
decistons i matters in which petitions are
fited with the Board. An administrative
law judge is to be impartial.® The
Appezls Boeard appoints a Chief
Administrative Law Judge who is required
10 be a member in good standing of the
State Bar of California.®

A hearing befere an administrative law
judge of the Board is an informal
proceeding, although witnesses may be
subpoenaed and are subject to
examination and cross-examination by
the taxpayer (or their representative), the
EDD, and the administrative law judge.
The proceeding is normatly recorded and
rules of evidence are not strictly applied.
Rules pertaining to proceedings belore
the administrative law judges are set forth
in Title 22, California Administrative
Code, 3 3020, The administrazive
law judge fypically allows substantial

acarue on

ef Sagp.
i i’k‘,zzrmmm o be g}vsx ented and will
n they determine

admimistrative faw

information
Foip

ige typically takes
senfed uander

issvance of thei

constderation
¥ writien decision at a fater

date.

. Appeal of ALJ Decision

Vwmm I days following service of the
avtice of the administrative law judge’s
decision, either the mxpaver or the EDD
may file an appead 10 the Board ™ If an
appeal s ot tmely filed, the decision of
the adminisirative law judge becomes
Fnal. Normally, appeals from the decision
of an zadﬁm:;mzu e law judge are

determined by the Appeals Board bused
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on writien briefs. withour oral argument.
However, oral argument can be requested
i the appeal. On appeal. the Board may
decrease or increase the assessment, The
decision of the Appeals Board becomes
final 30 days after service of the notice of
its decision.

Mutters appealed to the Appeals Board
from the decision of an adininistrative law
judge are assigned to two Members of the
Board for consideration and decision ™ A
decision rendered by two Members is
considered a decision by the Board, If
two Members do not concur, the Chairman
of the Appeals Board or another Member
designated by the Chalrman is assigned
10 the panet to resolve the impasse, At the
request of any Member of the Appeals
Board, a case will be considered and
decided by the Appeals Board en banc,
Decisions by the Appeals Board en bane
are determined by 2 majority vote of the
Members.® Certain decisions may be
designated as precedential by the entire
Appeals Board.

Following a decision by the Appeals
Boeard, either the EDD or the taxpayer may
seek judicial review. However, the
taxpayer must satisfy the entire liability,
file a Claim for Refund, and thereafter,
exhaust all administative remedies under
the California Unemployment Insurance
Code.” Judicial review cannot be
obtained through a partial payment of the
liabtiity (contrary to feécra dispu{i:a;
involving employment-related taxes)”

3. EDD Settlements ?r@gmm
¢ nuthority

The EDD did ot receiy

fe covii tax disp

employment tax- z;ia:u} dispules was
through the administrative process that

asually resulied in

an ali-or-nothing
proposition. A expediticus
resolution was only available through the
commencement of 4 bankruptey
proceeding followed by the prompt filing
of a motion secking a dcie*'mimztion af
any potential tax labilig™ Information
regarding the EDD Seulements Program
i set forth in EDD Pablication DE-23158P,

As part of the Employment Taxpayer's
Bill of Rights Act of 19957 the EDD

Hore

joined the FTB and the BOE in the
seftlement process. The EDD received
autherity to recommend a settlemens 1o

the Appeals Board of any civil
employment tax dispute relating fo
assessmenis,’ refunds and

overpayments.” or adminisirative
appelate review.” The EDD senfemem
authority, largely patterned after the F1B
and BOE settlement statutes, initially
became effective on January 1, 1997.%

Settlements between the EDD and an
emplover on the status of 2 worker as an
employee or independent contractor (a
worker-classificasion dispute) may also
include an agreement on the prospective
classificarion of the worker and any other
worker similarly simated.”™

Settlements with the EDD settlements
office are final and non-appealable, uniess
there is & showing of fraud or
misrepresentation of the material facts.™
The EDD does not have the ability to
settle liabilitjes for taxpayers involved in
a bankruptcy proceeding or lizbilities that
have become final.” As in the case of
settlements with the FIB Seulemem
Burcau™ and the BOE Settlement
Section,™ the California Atorney General
reviews settlements with the EDD to
determine whether they are “ressonable
from an overall perspective™ and may
rnake appropriaie recommendations.®

VI, WHEN ALL FELSE FAILS—
TAXFPAYERADVOCATE

v Righis %{*H;LL; @
g,izﬁ‘? the rig

ate for assistancs if

ise unable o resolve an issue in
ihL ordinary process. when they want
information regarding procedures relating
i d particular set of circumstances, or
when there are apparent rights violations
i the areas of audit or compliance. The
Taxpayer Advocate’s Office will review
the issues and relevant facts to be certain
the rights of the rxpaver and of the state
huve been properly protecied. For
additional mformation see Calrfornia
Taxpayer Advocates. BOE Publication
145, i unable 1o otherwise obtain the

informution, refer to the Internet site for
cach agency: FTB iwww.fib.ca.govy, BOE
{www. bop.ca.govy, and EDD
{wwwedd.cagovy

VI KNOW WHEN TO HOLD ‘EAM . . .
ANOWWHENTOFOLD ‘EM

Bube Ruth once stared “it's hard to beat
a person who never gives up!”™ An
appropriate resolution often flows from &
combination of preparation, patience and
persistence. Know your facrs and
carefully analyze the issues that have been
identitied and the relevant legal
authorities. Once you step up to the plate

~waich the ball very, very closely!
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