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Introduction

Chapter 1728, Statutes of 1984 (AB 3338)
requires the Legislative Analyst to investi-
gate and report to.the Legislature on the
following three issues affecting sales and use
tax administration by the Board of Equaliza-
tion (BOE):

* The feasibility of providing a statutory
sales and use tax exemption for new
products not previously marketed in
California, subject to override by BOE
regulation on a case-by-case basis;

* The feasibility and cost-effectiveness of
requiring BOE to obtain, file and retrieve
information regarding specific types of
transactions reported by registered tax-
payers and the types of transactions cov-
ered by a board audit; and

* The manner in which this information
should be disclosed, in order to protect its

confidentiality to the greatest extent pos-
sible.

In this report, we describe the perceived
problems that led to the enactment of Chapter
1728, and attempt to assess the underlying
causes of those problems. Second, we exam-
ine whether it would be feasible to exempt
new products from taxation, and whether
such an exemption would improve the cur-
rent administration of the sales and use tax.
Finally, we analyze the feasibility and cost-
effectiveness of collecting information con-
cerning specific taxpayer transactions, and
the best means of protecting the confidential-
ity of such information.

This report was prepared by Juliet Musso
under the supervision of Peter Schaafsma. It
was typed by Lynn Kiehn and formatted for
publication by Suki O’Kane. ¢
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Execuﬁvg Summary

The state’s sales and use tax is comprised of
two separate but similar taxes. The sales taxis
imposed on retailers for the privilege of sell-

_ing tangible personal property in California.
- Theincidence of the sales tax is on the retailer,

which means that the retailer is responsible
for determining whether a given transaction
is subject to the tax and for remitting the
required tax to the Board of Equalization
(BOE): The retailer is permitted, however, to
recover the tax from the customer. The sales

. tax is complemented by the use fax, which is

charged to the consumer of a good purchased

~outside California, but  substantially

consumed inside the state

The BOE is re5pon51b1e for adrmmstenng
the sales and use tax. The BOE’s administra-
tive duties include registering taxpayers,

- providing information and guidance to tax-

payers, and collecting dehnquent taxes. The
BOE’s, primary tool for ensuring taxpayer
comphance is its audit program. BOE audi-
tors visit selected taxpayers in order to deter-
mine whether they have underpaid or over-

- paid their taxes. If BOE finds that the tax-

payer underpaid taxes, the taxpayer must

'pay to BOE the amount of the deficiency. The

timing of these “deficiency determinations”

is undesirable from a taxpayer perspectwe
This is because the retailer generally failed to
collect the tax at.the time of the sale and

cannot recover the taxes due after the fact. -

- Executive Summary

In recent years, a number of taxpayers have
communicated their concerns to the Legisla-
ture about the manner in which BOE admini-
sters the sales and use tax. Specifically, tax-
payers have expressed coricerns that (1) BOE
was arbitrary in its application of the tax law,

- often “reinterpreting” laws and regulations;

(2) BOE was inconsistent in'its administration
of the sales and use tax; and (3) BOE failed to
provide adequate guidance to taxpayers.
According to these taxpayers, this situation
has resulted in the identification of additional
transactions subject to the sales tax by the -
board at the time the taxpayers were audited..
These taxpayers stated that they had to pay

large deficiency determinations, even though

they made a good faith attempt to determine
the taxable status of their various transac-

tions and to collect sales tax where appropri-

ate. .

In 1984, the California Legislature enacted
Assembly Bill 3338 (Ch 1728/84) in response
to these taxpayer.concerns. This act requires
the Legislative Analyst to investigate and -
report to the Legislature on the following
proposals regarding the administration of
the sales and use tax by the BOE: ‘

* » Whether it would be feasible to provzde a
statutory sales and use tax exemption for
new productsnot prevxously marketed in
‘California, subject fo ovetride by BOE
regulatlon ona case-by—case basis;
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Executive Summary

* Whether it would be feasible and cost-
effective for BOE to obtain, file and re-
‘trieve information regarding the types of
specific transactions reported by regis-
tered taxpayers and the types of transac-
tions covered by a board audit; and

¢ The manner in which this information
should be disclosed, in order to protect its
confidentiality to the greatest extent pos-
sible.

In order to evaluate the concerns raised by
the taxpayer representatives, we relied on

several sources of information. These in-
cluded meetings and/or interviews with

Principal Findings

The pnnapal fmdmgs of this report are

*» There is little evidence to suggest that
- audit determinations commonly involve
-a reinterpretation of the law. Deficiency
determinations arising from application
- of the law to nmew products or new
technologies appeared rather infre-
quently in our sample of audit cases.
However, we did find that disputes over

the correct interpretation of the Sales and

Use Tax Law appear more likely to arise
in transactions involving (1) highly
technical or changing industries, (2)
" businesses providing tangible personal
~ property in the context of a service; or (3)
industries where multiple factors
determme taxability. . ‘

. We could not assess the frequency with

which BOE audits lacked consistency
over time or among individual taxpayers. -

However, claims of audit 1ncon51stency
occurred rarely in our limited examina-
tion of BOE audit appeals. :

‘s Although the pervasiveness and validity

- of taxpayer disputes cannot be deter-
- mined on the basis of available data, it is
BOE’s respon31b111ty to minimize such '

- representatives of key‘industries, interviews
with BOE staff members, BOE reports regard- '

ing common taxpayer errors discovered in

BOE audits, and the examination of a sample

of audit appeal hearing reports during the
1986 calendar year. Because the BOE doesnot
maintain up-to-date centralized reports con-
cerning the sources of taxpayer errors or
audit appeal issues and outcomes, it was not
possible for us to determine how frequently

- the cited problems have occurred. Our find-

ings are therefore based on our subjective
assessment of the limited mformatlon avail-
able for review. :

* problems through the provision of infor-
mation and tax guidance to taxpayers.

~ Our review of BOE's current taxpayer
assistance program indicates that the
board could improve its performance in
this regard Specifically:

- - In certain instances, BOE has not up-
- dated regulations to reflect statutory

changes or developments in a particu-

lar industry.

- Our review of BOE’s taxpayer mforma-
tion bulletins indicates that the board
does not generally provide advice to

taxpayers concerning precedential -

~ court decisions. Moreover, BOE's use

~ of a relatively informal process to gen-
erate new articles for the bulletin may
not ensure that information about re-
curring problem areas is provided. : -

. - The BOE’s approach to updating infor-
mational materials and providing guid-
ance to taxpayers is relatively passive.
The board has an inadequate taxpayer
outreach program. Moreover, the

" board has no easily accessible data.

upon which to base an analysis of the
sources - of - taxpayer eITOr Or assess
strategles for 1mprovmg comphance
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Executive Summary

Finally, the current business coding
system, which is used to compile statis-
tics and disseminate information to
selected taxpayers, does not adequately
describe the diversity of businesses that
exist in California because it has not
been updated since its creation in 1965.

» The feasibility of a general exemption for
new products appears ‘to be very ques-
tionable. This would, in effect, overturn
the traditional structure of the sales and
use tax, which defines all transactions as

“ taxable unless specifically exempt. Our
review indicates that this proposal would
require the establishment of a new ad-
ministrative mechanism to identify
which “new products” are covered by the

- exemption, and that this activity has the

potential to result in additional areas of
disagreement between taxpayers and the
board. Further, the proposal would do

Recommendations

Our analysis indicates that BOE should
improve its information management and
dissemination functions. Doing so should
lead to improved taxpayer compliance with
the Sales and Use Tax Law and reduce the
level of disputes between the BOE and the
taxpayer regarding the taxability of particu-
lar transactions. In order to improve BOE’s

ability to anticipate and respond to problem -

areas, we recommend the following:

o In order to improve. its sensitivity and
responsiveness to taxpayer concerns, we
recommend-that BOE enhance its out-

. reach program by holding annual meet-
ings with industry representatives. In
convening these meetings, BOE should
select taxpayers from industries that are
(1) characterized by a high level of recur-
ring taxpayer errors, as discovered in
‘BOE audits, (2) subject to rapid techno-
logical change; or (3) affected by major
legislative changes. In these meetings,

little to reduce the existing sources of dis-
agreement. Thus, a general exemption
for new products would do little to im-
prove the current administration of the
sales and use tax, while leading to in-
creased state administrative costs and
potentially significant revenue losses.

o Althoughiit is feasible to collect, store and

retrieve information regarding taxpayer
transactions, it is not feasible to make this
information available in an individual-

_ized form for the purposes identified in

Chapter 1728. Itis, however, feasible and
beneficial to prepare such data in aggre-
gate form for various other analytic,
administrative or educational purposes.
Our analysis indicates that information
from BOE audits would be particularly
useful for the purposes of improving
taxpayer compliance and reducing con-
flict between BOE -and taxpayers.

L

BOE should seek industry input concern-
ing perceived problems with application
of the sales and use tax within the indus-
try, and identify dctions that BOE can take
to improve taxpayer understanding of
the Sales and Use Tax Law.

In order to provide additional informa-
tion for evaluating problem areas within
the Sales and Use Tax Code, assessing
audit consistency, and focussing tax-
payerinformation efforts, we recommend
that BOE adopt a system for maintaining
and retrieving audit information in an
automated. format. This information
should characterize the major types of
taxable and nontaxable transactions con-
ducted by the taxpayer during the audit

“period, and identify each deficiency de-

termination in terms of the: relevant Reve-

" nue and Taxation Code section; the rea-

son for the determination, and the
amount involved. -We further réecom-
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Execu-tipe Summary

?_).

mend that BOE revise its forms to ensure ¢ In order to ensure that BOE regu'lations _
- that these data are umfonnly recorded by ' provide needed guidance to California
~ audit staff. . businesses, we recommend that BOE
¢ In order to provide a better data base for adoptits regulations for new statutes in
tax analysis and improve the level of a more consistent and timely manner. In
information on tax issues, we recommend “dd_'?‘o"' we recommend that BOE -
that BOE revise its business coding sys- Pleme?t"_’ program for the regular review
tem to reflect more fully the divérsity of of existing. regulations to ‘determ_me
businesses operating in California. In  Whether they are in need of revision to
revising the business code, BOE should reflect - mdustrtal or’ technolog:cal
attempt to develop separate coding cate- changes.
gories for major industry groups that e In order to ensure that the taxpayer
tend to be characterized by a high level of bulletins adequately address compliance
recurring taxpayer errors, or which re- problem areas, we recommend that BOE
ceive special tax treatment under current investigate additional methods of
‘Sales and Use Tax Law. In addition, BOE “identifying topics for the bulletins, and
- should develop a regular review pro- - include articles summarizing recent legal
gram to ensure that its business coding decisions of relevance to taxpayers.
~ system continues to accurately reﬂect genemuy <

Cahfomxa business groups

' Page5 -
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Chapter I: Compliance Problems

Chapter 1

Factors Contributing to
Sales and Use Tax

Background

The state’s sales and use tax is actually
comprised of two separate but similar taxes.
The sales tax is imposed on retailers for the
privilege of selling tangible personal prop-
erty in California. The incidence of the sales
tax is on the retailer, which means that the
retailer is responsible for determining
whether a given transaction is subject to the
tax and for remitting the required tax to BOE.
The retailer is permitted, however, to recover
the tax from the consumer. The sales tax is
complemented by the use fax, which is
charged to the consumer of a good purchased
outside California, but substantially
consumed inside the state.

The sales tax is measured as a percentage of
the retailer’s gross receipts from taxable retail
sales, while the use tax is measured as a
percentage of the purchase price of a taxable
item. The total combined state and local sales
and use tax rate is 6 percent. Of this, 4.75
percent represents state General Fund reve-
nue, while the remaining 1.25 percent is allo-
cated to cities and counties. In addition, Ch
786/87 permits counties, with voter ap-
proval, to impose aretail transactions and use
tax of up to 1 percent for transportation or
transit purposes. Chapter 1257, Statutes of
1987, authorizes counties with populations
under 350,000 to impose a transactions and
use tax for general purposes.

‘Compliance Problems

The sales and use tax is levied on most retail
sales, on leases of tangible personal property,
and on purchases from out-of-state retailers
for use in California. There is a variety of
exemptions from the tax, such as the exemp-
tions for most sales of foods for home con-
sumption and for sales of specified prescrip-
tion medicines.

Administration of the Sales and
Use Tax

The BOE is responsible for administering
the sales and use tax. The BOE’s administra-
tive duties include registering taxpayers,
providing information and guidance to tax-
payers, processing tax returns, auditing, and
collecting delinquent taxes.

The BOE’s primary tool for ensuring tax-*

payer compliance is the audit program. The
BOE selects accounts for audits based on the
level of expected additional tax assessments
and the history of the account. The BOE
auditors visit the taxpayers in order to deter-
mine whether they have under- or overpaid
their taxes. The BOE audits approximately 3
percent of its accounts annually. In 1985-86,
the BOE conducted 20,505 such audits.

The BOE provides an administrative ap-
peals procedure for taxpayers who disagree
with the results of anaudit. During the course

Page 6
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Chapter I Compliance Problems

of an audit and following its completion, the
BOE auditor discusses the audit findings
with the taxpayer, who is given an opportu-
nity to present additional information con-
cerning the findings. If the taxpayer dis-
agrees with the audit findings, a meeting is
arranged with the auditor’s field supervisor.
If points of disagreement still remain, the
field office may give the taxpayeran opportu-
nity to meet with a higher-level local BOE
representative for an informal discussion of
the case before a billing is made.

After the billing is issued, the taxpayer may
file a Petition for Redetermination of the

audit findings. Petitions are handled by the
headquarters audit staff members, who at-
tempt to resolve petitions through correspon-
dence or in an informal preliminary hearing
with a hearing officer from BOE's legal sec-
tion. If the headquarters audit staff cannot
settle the issue, the case is given a formal
hearing before the members of BOE. Follow-
ing the hearing, a Notice of Redetermination
is issued indicating BOE’s decision on the
case. If the taxpayer disagrees with BOE's
decision, an action may be brought in supe-
rior court only after any additional tax liabil-
ity is satisfied.

Taxpayer Perceptions Regarding Administration

of the Sales and Use Tax

Chapter 1728 was enacted in response to
the concerns that (1) BOE applied the taxlaw
in an arbitrary manner, often “reinter-
preting” laws and regulations; (2} BOE was
inconsistent in administrating the sales and
use tax; and (3) BOE failed to provide ade-
quate guidance to taxpayers.

First, taxpayers stated that the BOE “rein-
terpreted” the law, and then failed to inform
taxpayers of these new interpretations until
the issue arose in an audit. Some taxpayers
felt that there was little statutory or regula-
tory basis for these legal interpretations.
Furthermore, they felt that these “reinterpre-
tations” tended to lead to inconsistency in
BOE audit findings. The claims of inconsis-
tency appeared to be of two types, which we
will refer to as “vertical” inconsistency and
“horizontal” inconsistency. Specifically:

* Vertical inconsistency. Taxpayers com-
plained that BOE's application of the law
to a single business or industry at times
varied from one audit period to the next.
A transaction which the taxpayer had
successfully claimed as exempt in one
audit might be found to be taxable in a
later audit, even though no change in the

tax law had been communicated to the
taxpayer. For example, a retailer may fail
to collect tax on certain sales of computer
programs, believing them to be exempt
under the exemption for custom com-
puter programming. The BOE auditors
might not have questioned the claiming
of this exemption in one audit, but decide
in a later audit that the transactions don’t
qualify for the exemption.

* Horizontal inconsistency. Representa-
tives also claimed that BOE failed to
apply its interpretations of the tax law
uniformly to all taxpayers. They argued
that application of the interpretation var-
ied among BOE districts, so that the tax-
able status of an activity depended arbi-
trarily on the location of the activity.

Finally, taxpayers expressed concern that
BOE failed to provide adequate instructions
about the taxable status of various transac-
tions to retailers. They felt that, for certain
transactions, there were substantial gray ar-
eas of application, and that BOE did not ade-
quately clarify these areas for the taxpayer. In
some cases, taxpayers were concerned that
BOE representatives provided incorrect infor-
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Chapter I. Compliance Problems

mation to taxpayers, and then penalized tax-
payers who acted in good faith on the basis of
that information.

There was a perception among concerned
parties that these problems primarily af-
fected small businesses engaged in the mar-
keting of technologically innovative prod-
ucts. These taxpayers felt that the taxable
status of their products was more likely to be
ambiguous, resulting in a greater need for

Review of Taxpayer Concerns

We used the following information sources
to evaluate the concemns raised by the tax-
payer representatives:

* Meetings and/or interviews with repre-
sentatives of key industries, including the
computer software industry, the printing
industry, the medical product industry,
and the river rafting industry;

¢ Interviews with BOE staff members, at
both the district office level and at head-
quarters;

* BOE reports concerning common tax-
payer errors discovered in BOE audits.
Unfortunately, BOE no longer compiles
these reports, and the most recent report
completed covered the 1974-75 audit
period; and

¢ Examination of a sample of hearing re-
ports on audit appeals for the 1986 calen-
dar year.

Because BOE does not maintain up-to-date
centralized records concerming the sources of
taxpayer errors or audit appeal issues and
outcomes, we were unable to determine the
frequency of the cited problems. Our exami-
nation does indicate, however, that conflict
between taxpayers and BOE regarding the
validity of BOE audits arises frequently. In
1985-86 the BOE handled 4,337 taxpayer peti-
tions for redetermination of taxes, which
represented 21 percent of all audits com-~

guidance from the BOE. Furthermore, they
felt that the retailers of such products were
more likely to be small entrepreneurs who
lacked the resources to interpret and apply
the law properly. These taxpayers expressed
concern that BOE’s existing administration of
the sales tax presented a barrier to entrepre-
neurs and, as such, could impede small busi-
ness development in California.

pleted in that year. Most of these petitions (85
percent} were resolved by BOE staff prior to
hearing. Of the total, 354 (8 percent) were
resolved at a preliminary hearing, while 299
cases (7 percent) were heard before the
elected BOE members.

However, there is little available informa—
tion concerning the issues raised in these
appeals or the ultimate outcome of each case,
because the board does not maintain a central
file on petitions filed for redetermination of
tax obligation. Asaresult, it is not possible to
determine what proportion of cases were
resolved in favor of the board’s audit staff, or
ascertain the incidence of “reinterpretations”
in BOE audits or the extent of vertical and
horizontal inconsistency. OQur findings are
therefore based on our subjective assessment
of the limited information available for re-
view.

Based on our examination of a sample of
taxpayer disputes, we find little evidence to
suggest that audit determinations commonly
involve a reinierpretation of the law. Rather,
the disputes revolve around questions con-
cerning the application of existing law to the
particular configuration of facts characteriz-
ing a particular transaction. Many audit
appeals concerned relatively esoteric legal
issues, such as the treatment of fabrication
labor or government contractors. In other
cases, the disputes concerned factual matters

Page 8
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or lack of documentation. Deficiency deter-
minations arising from application of the law
to new products or new technologies ap-
peared rather infrequently. However, wedid
find some situations in which disputes ap-
pear more likely to arise. These include:

* Highly technical or rapidly changing in-
dustries. Disputes over the law’s applica-
tion appear more likely to arise in indus-
tries thatare highly technical or subject to
rapid change, such as the medical equip-
ment or computer software industries.
This is because new products sometimes
do not fit well with the definitions out-
lined in existing statutes or regulations.

For example, medical oxygen delivered
in metal cylinders has been exempt from
the sales and use tax since 1982. When the
industry introduced a machine that con-
centrated the oxygen in the patient’s
home for medical use, retailers viewed
the machine as tax-exempt, because its
primary function was to deliver oxygen,
and because they had previously deliv-
ered oxygen on a tax-free basis.

The BOE determined, however, that
sales of the machine were taxable because
the individual was purchasing a machine
rather than directly purchasing oxygen.
Legislation ultimately resolved this con-
flict by specifically exempting oxygen
delivery systems from the sales and use
tax.

* Service industries with “hidden” trans-
actions. Some taxpayers in service indus-
tries may not know that they are required
to collect sales tax on the transfer of goods
that are incidental to their primary busi-
ness. For example, some river rafting
firms serve meals on their overnight trips.
Until audited by BOE, however, the firms
were not aware that they had to collect tax

on the retail value of these meals. A
similar example involves the provision of
vitamin tablets by fitness services as part
of a comprehensive fitness program.

* Industries where multiple factors deter-
mine taxability. Conflicts also may arise
in industries where the taxable status of a
transaction depends ona variety of differ-
ent factors, including the type of good
provided and the way the transaction is
structured. For example, in the printing
industry, the taxable status of certain
inputs used to produce a print depends
on whether the printer or the client ulti-
mately obtains possession of those in-
puts. Thus, the printer must examine a
complicated array of facts concerning a
specific transaction to determine its
status under the Sales and Use Tax Law.

With respect to the issue of vertical incon-
sistency, BOE estimates that auditors proba-
bly overlook taxable transactions which were
claimed by the taxpayer as exempt in less
than 5 percent of all audits. According to
BOE, these oversights typically occur in cases
where the activity is of extremely small
magnitude, and either the transaction did not
appear in the audit sample, or the auditor did
not deem it cost-effective to inquire into the
transaction. We did not have enough infor-
mation to evaluate how frequently taxpayers
cite vertical inconsistency in appealing a BOE
audit. However, claims of vertical inconsis-
tency were rarely found in our limited exami-
nation of BOE audit appeals.

Problems with horizontal inconsistency
occur when auditors in different district of-
fices apply varying interpretations of the law
when auditing similar industries or transac-
tions. Again, based on available information,
we are unable to assess the frequency of hori-
zontal inconsistency.

Page 9



Chapter I: Compliance Problems

BOE Role in Improving Taxpayer Compliance

In sum, although certain taxpayers per-
ceive that BOE is not effectively administer-
ing the sales and use tax, the overall perva-
siveness and validity of such claims cannot be
determined on the basis of available
information. In our view, however, it is
BOE'’s responsibility to minimize such prob-
lems through the provision of information
and tax guidance to taxpayers.

In its Strategic Information Systems Plan,
BOE identifies the following critical success
factors, and indicates that strong perform-
ance is essential to BOE's success in meeting
its key objectives:

* Maintain a clear understanding by the
public of BOE programs and taxpayer
rights and obligations;

* Maintain effective communication/co-
operation between the BOE and industry
groups; and

* Maintain a positive image among the
general public.

The BOE cannot successfully administer its
business tax programs if taxpayers are not
adequately informed about the application of
the sales and use tax to their transactions, if
the public perceives BOE to be arbitrary or
capricious in its administration of various tax
programs, or if taxpayers perceive BOE to be
insensitive to their questions and concerns.
In our view, these kinds of problems can be
exacerbated by a lack of adequate communi-
cation between BOE and taxpayers. Further,
our review of BOE’s current taxpayer assis-
tance program indicates that BOE could
improve its performance in providing infor-
mation and technical assistance to taxpayers.

The BOE currently offers guidance to the
taxpayer through its regulations, and in the
form of publications, written advice, and
verbal contacts. Specifically, the major types
of information disseminated by BOE include
the following:

¢ Information provided at registration.
When applying for a sales and use tax
permit, the seller is issued a pamphlet
that provides general instruction about
tax collection and payment, lists addi-
tional information available from BOE,
and informs the taxpayer that he or she
may request written advice from BOE
regarding the tax status of a specific activ-
ity. -

* Regulations concerning specific transac-
tions. The BOE is responsible for drafting
and updating regulations to clarify and
define the provisions of the Sales and Use
Tax Law. BOE representatives provide to
new registrants any regulations appli-
cable to their area. In addition, BOE pro-
vides copies of regulations free upon
request.

* Tax tip pamphlets. The BOE has pro-
duced 67 tax tip pamphlets which discuss
the taxability of specific transactions.
These pamphlets are oriented toward
putting the law into simple language
which can be easily understood by the
layperson. The tax tip pamphlets are
updated when relevant statutes change.
In the past, they also have been written or
updated in response to requests by indus-
try representatives.

* Tax information news bulletins. These
news bulletins contain information about~
new statutes and regulations, proposed
regulations, and applications of existing - -
law deemed to be of general interest. The
BOE draws upon district auditors and its
Audit Evaluation and Training unit to
identify topics for the tax information
bulletins. These topics may be generated
by changes in the market place, legal
changes, or areas where BOE observes
recurring taxpayer errors. The bulletins
are produced quarterly, and are mailed
out to taxpayers with their tax returns.

Page 10
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In addition, taxpayers also may request
written advice from BOE concerning the tax-
able status of a specific transaction. Prior to
the passage of Chapter 1728, there was no
formal process for taxpayers to request a spe-
cific interpretation of the taxability of a trans-
action from BOE. The BOE provided general
instructions, regulations and tax information
pamphlets to taxpayers. Taxpayers could
query BOE regarding the taxable status of a
particular transaction; however, BOE had no
formal procedure for responding to such
inquiries.

Following the passage of Chapter 1728, the
BOE implemented a formal review process
for answering taxpayer inquiries, and began

encouraging taxpayers to make an inquiry if
they had any doubt as to the taxable status of
a transaction. These taxpayer inquiries are
answered by means of a letter referred to as
an exemption letter, or an Internal Taxpayer
Correspondence (ITC). The ITC letters cover
a wide range of topics, from the very basic to
the highly technical and complex.

The BOE reports that approximately 900
taxpayers used the ITC process between
January 1985 and September 1986 to obtain
information about specific transactions.
Chapter 1728 provides that BOE may waive
back taxes, penalties and interest if a retailer
fails to collect tax on the basis of such written
information provided by BOE staff.

Potential Means of Improving Information to Taxpayers |

Based on areview of the information made
available to taxpayers by the board, our
analysis indicates that improvement is war-
ranted in a number of areas, including the im-
plementation and updating of regulations,
the selection of topics for the taxpayer bulle-
tin, and in the board’s efforts to gather and
process information about recurring tax-
payer disputes.

Regulations. In certain instances, BOE has
not updated regulations to reflect statutory
changes or developments in a particular in-
dustry. Members of certain industries have
expressed concerns about the dated character
of the regulations governing application of
the sales tax to these industries. For example:

* Ch 1274/82 created an exemption for
custom computer programming. How-
ever, BOE did not adopt a revised version
of Regulation 1502, relating to the taxa-
tion of computer programming, until
October of 1987.

* Regulation 1529, relating to the motion
picture industry, did not receive any
major revisions between 1974 and 1987,

despite continuing changes in the tech-
nology and structure of the motion pic-
ture industry.

* Regulation 1541, relating to printing and
related arts, has not been substantially
revised since 1973. Given the existence of
ongoing changes in the printing industry
and, particularly, the increasing reliance
on automated printing technologies, it is
not clear that this regulation accurately
reflects the current state of the industry.

In order to ensure that BOE regulations
provide needed guidance to California busi-
nesses, we recommend that BOE adopt regu-
lations for new statutes in a more timely
manner. In addition, we recommend that
BOE implement a program for the regular
review of existing regulations to determine
whether they are in need of revision to reflect
industrial or technological changes. '

Taxpayer Bulletins. Our review indicates
that BOE generally does a good job of identi-
fying statutory changes and changes to regu-
lations in the taxpayer information bulletins.
Furthermore, BOE’s reliance on district audi-
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tors to submit articles for the bulletins ap-
pears to be a logical means of ensuring that
timely topics are selected for publication. In
reviewing the bulletins, however, we noted
that BOE generally does not comment on
court decisions relating to the application of
the Sales and Use Tax Law. Furthermore,
BOE's use of a relatively informal process to
generate new articles for the bulletins may
not ensure that information about important
problem areas is printed in the bulletins. We
therefore recommend that BOE investigate
additional methods of identifying topics for
Taxpayer Bulletins, in order to ensure that
these bulletins adequately address compli-
ance problem areas, and include articles
summarizing recent legal decisions of rele-
vance to taxpayers generally.

Information gathering and processing. The
BOE's approach to updating informational
materials and providing guidance to taxpay-
ers is relatively passive. To BOE’s credit,
various members of the staff appear to have
excellent professional relationships with
industry groups, and to have a remarkably
good understanding of industry develop-
ments. However, BOE isless accomplished at
formal outreach — keeping in touch with new
developments in industry, maintaining data

_bases on various aspects of sales tax admini-

stration, or identifying areas of the law which
might be causing taxpayer errors.

It should be noted that BOE has no easily
accessible data upon which to base an in-
depth analysis of the types or sources of tax-
payer errors disclosed by audit, the indus-
tries affected by these errors, the consistency
of BOE audits, the prevalence or causes of
auditor errors, or the ability of such innova-
tions as the ITC letter process to improve
taxpayer performance. Animproved ability
to obtain and retrieve audit information
would greatly enhance the ability of BOE and
the Legislature to understand sources of tax-
payer error and to assess potential strategies
for mitigating these errors. This issue is dis-
cussed in greater detail in Chapter IIL.

Finally, our analysis indicates that the sys-
tem used by BOE to code taxpayer accounts
as to type of business is seriously out of date.
The current business code system was
adopted in 1965, and has not been substan-
tially revised since that time.

The system assigns a numeric code to each
account according to the type of business. For
example, used car dealers are assigned busi-
ness code number 64. These business codes
are used to compile statistics concerning tax-
able sales by industry group, and to select
taxpayers for dissemination of information
relevant to a particular group. However, the
system is relatively crude, assigning many
different types of taxpayers to a relatively
limited number of coding categories. For
example, there is no separate category for the
computer software industry, a relatively
important sector of California’s economy.
Rather, computer software firms are assigned
code number 89, “Business Service Con-
cerns,” even though some firms may be pro-
viding tangible personal property rather than
services, This category includes a diverse
group of accounts, such as advertising agen-
cies, duplicating services, insurance compa-
nies and trade schools. Consequently, the
system does not adequately describe the
types of businesses that exist in California. A
more representative business coding system
would better enable the BOE to target indus-
tries and focus its information dissemination
efforts. In addition, a more refined system
would be useful for economic analysis and
the assessment of alternative tax policies. |

Our analysis concludes that the following
actions would improve the board’s ability to
anticipate and respond to problem areas. -

¢ In order to improve its sensitivity and
responsiveness to taxpayer concerns, we
recommend that BOE enhance its out-
reach program by establishing a program
of annual meetings with industry repre-
sentatives. In convening these meetings,
BOE should select taxpayers from indus-
tries that are (1) characterized by a high
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level of recurring taxpayer errors, as dis-
covered in BOE audits; (2) subject to rapid
technological change; or (3) affected by
major legislative changes. In these meet-
ings, BOE should seek industry input
concerning perceived problems with
application of the sales and use tax within
the industry, and identify actions that
BOE can take to improve taxpayer under-
standing of the Sales and Use Tax Law.

* In order to improve tax analysis and the
dissemination of information, we recom-
mend that BOE revise its business coding

system to reflect more fully the diversity
of businesses operating in California. In
revising the business code, BOE should
attempt to develop separate coding cate-
gories for major industry groups that
tend to be characterized by a high level of
recurring taxpayer errors, or which re-
ceive special tax treatment under current
Sales and Use Tax Law. In addition, BOE
should develop a regular review program
to ensure that its business code continues
to reflect accurately California business

groups. ¢
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Chapter 1I: Exemption of New Products

Chapter 11

Exemption of New
Products from Sales Tax

California’s sales tax, like that of most
states, is a general transactions tax. This
means that the sales tax applies to all transac-
tions involving tangible goods unless the law

‘specifically exempts a particular transaction.

Moreover, the retailer generally is respon-
sible for determining the taxable status of a
transaction, and for collecting the tax due on
it. The BOE assists the taxpayer in making
these determinations by providing general
information, interpreting statutory law
through rulemaking, communicating any
law changes or court rulings to industry
members, and by responding to taxpayer
inquiries concerning the taxability of particu-
lar transactions.

In this section, we assess the feasibility of
exempting all new products from the sales
tax, until the time they are specifically de-
scribed in BOE regulations. This proposal
represents a major change in the traditional
structure of the sales tax. First, an automatic
exemption for new products would limit the
generality of the sales tax by requiring identi-
fication of all new products which are subject
to the tax, rather than simply those which are
exempt from taxation. Second, under this
proposal, the retailer would no longer be re-
sponsible for initially determining the taxa-
bility of certain transactions. Instead, BOE
would be charged with the task of identifying
the emergence of “new products,” making
the initial determination as to the taxable

status of transactions involving these prod-
ucts, and drafting regulations for those prod-
ucts determined to be taxable.

Based strictly on the provisions of Chapter
1728, it is somewhat difficult to determine the
full extent of the proposed exemption. Chap-
ter 1728 refers to “all new products,” which
would seem to extend the exemption to any
tangible good not previously marketed in Cali-
fornia. In the broadest interpretation, the
exemption could apply to modified versions of
old products such as a new form of fabric
softener, a mew children’s toy or a new
kitchen appliance. However, industry repre-
sentatives involved with the drafting of
Chapter 1728 have indicated that they did not
intend such a broad application of the pro-
posal. In their view, “new product” refers to
those types of products that differ substan-
tially from existing products, orare provided
in a novel context, so that the application of
the Sales and Use Tax Law is not readily ap-
parent. '

In the remainder of this section, we evalu-
ate this proposal in terms of the following
criteria: .

¢ Feasibility. We evaluate the practical

feasibility of providing an exemption for
“new products,” given current law and
the administrative environment of BOE.

» Cost-effectiveness. We assess the cost-
effectiveness of providing an exemption
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for new products. First, we determine
the potential effectiveness of this option
for reducing taxpayer error and mitigat-
ing conflict between BOE and taxpayers.
We also identify other potential benefits

Feasibility

In practical terms, the feasibility of provid-
ing an exemption for new products would
depend upon BOE's ability to:

* develop a working definition of a “new
product” for purposes of the exemption;

* establish a viable system for identifying
the emergence of new products, as de-
fined; and

¢ implement a simplified procedure for
adopting regulations concerning the
taxability of such products.

Defining “new products.” As noted above,
although Chapter 1728 does not define “new
products” for purposes of the exemption,
concerned taxpayers have stated that the
exemption should apply to novel products or
transactions where there is a potential for
general misapplication or misinterpretation
of the Sales and Use Tax Law. In order to ad-
minister such an exemption, BOE would be
required to develop guidelines for taxpayers
and auditors to use in determining whether a
particular product or transaction represents a
“nmew product.” To do so, BOE must con-
struct criteria to define (1) whether a product
is “novel,” and (2) whether potential exists
for general misapplication or misinterpreta-
tion of the tax law. To the extent that BOE is
unable to develop a comprehensive, compre-
hensible description of qualifying “new
products,” taxpayers and auditors would
face much the same problems with interpre-
tation that currently characterize the sales
and use tax.

In our view, BOE would find it extremely
difficult to develop a detailed working defini-
tion of a “new product.” First, the concept of

provided by this option. Then, we ana-
lyze the impact of this proposal on state
administrative costs and state and local
revenues.

a “novel product or transaction” is vague and
subjective. Although the novelty criterion
would seem to exclude “new improved Tide”
fromthe exemption for new products, it is nbt
clear how it would apply to more sophisti-
cated technologies. For example, if a com-
puter capable of artificial intelligence were
created, some computer specialists might
view this to meet the novelty criteria and, as
such, qualify for the exemption. Other indi-
viduals might interpret this product to be a
mere variant of the existing computer tech-
nology. "

Second, BOE might find it difficult to deter-
mine the potential for general misapplication
or misinterpretation of the Sales and Use Tax
Law with regard to a particular “new prod-
uct.” Given the complexity of the Sales and
Use Tax Law, and the differing levels of so-
phistication among taxpayers, it could be
difficult to foresee whether a particular prod-
uct would cause industry-wide problems of
interpretation. Furthermore, in many cases,
only one firm will be initially involved in the
development and marketing of the “new
product.” Insuch cases, the concept of indus-
try-wide misinterpretation of the law makes
little sense. :

Identifying the emergence of “new prod-
ucts.” The proposed exemption for new
products would require BOE to monitor in-
dustry changes and identify the emergence of
potentially taxable new products. As de-
scribed above, however, BOE currently does
not make a focused, centralized effort to
monitor new developments in California
industries. Given its current passive ap-
proach to information gathering and re-
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trieval, BOE probably would have difficulty

identifying new products in a timely manner.
In practice, BOE might rely on audits to turn
up qualifying new products, rather than
identifying these new products in advance.
As a consequence, many otherwise taxable
products would be legally tax-exempt during
the period required for BOE to audit a firm
producing the product. Since BOE generally
audits on a three-year cycle, many products
would go without taxation for three or more
years. Furthermore, since BOE audits only 3
percent of all firms in any year, the taxability
of certain products might never be estab-
lished.

Adopting regulations to tax “new prod-
ucts.” The proposed exemption would re-
quire BOE to adopt a regulation for each
taxable new product in California. The BOE
indicates that the adoption of a regulation
generally takes at least nine months. The
length of time required to adopt any particu-
lar regulation varies, however, depending on

the complexity and degree of controversy
characterizing the proposed rule. Especially
controversial regulations may take longer
than one year to adopt due to the need for
time-consurming negotiation between BOE
and the industry members affected by the
regulation,

As described previcusly, BOE has had dif-
ficulty revising regulations in a timely man-
ner. For example, BOE first began working
on revision of Rule 1502, the custom com-
puter programming rule, in January 1983.
The first public hearing was held in October
1986. The revisions to this regulation ulti-
mately were adopted in October 1987. Thus,
the length of time required to specify the
taxability of new products in BOE regulations
is unknown, but potentially substantial.
Moreover, the current proposal would create
anincentive forindustry memberstoslow the
regulatory process in order to gain a pricing
advantage from their tax-exempt status.

Cost-Effectiveness of Exemption for New Products

As described above, many past disputes
between taxpayers and BOE have resulted
from misinterpretation or disagreement re-
garding code sections exempting particular
transactions from taxation. These problems
tend to occur in cases where exemptions are
vaguely described, exempt products change
rapidly, or transactions are very complex.
The apparent goal of exempting new prod-
ucts from taxation is to protect taxpayers
from having to pay back sales taxes to BOE
because they mistakenly judge a particular
new product to be exempt.

Would the Proposal Reduce Errors?

An exemption from the sales and use tax for
new products might prevent certain retailers
of new products or technologies from being
penalized for having misinterpreted the Sales
and Use Tax Law with regard to those prod-

ucts. We do not have the information, how-
ever, to predict the volume of transactions
that would be subject to this exemption, or the
extent to which the proposed exemption
would reduce taxpayer or BOE error. These
outcomes would depend on the way “new
product” is defined for purposes of the ex-
emption, and the number of qualifying new
products introduced in California in any
year.

Our analysis indicates, moreover, that ex-
empting new products from the sales tax
could create a new arena for misinterpretation
due to the difficulty of defining precisely
what constitutes a “new product.” This
would be particularly true in industries
marked by rapid technological development,
where products are in a state of continuing
evolution. Thus, although an exemption for
new products might reduce the number of
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retroactive determinations with regard to
certain new technologies, this measure also
would result in increased retroactive determi-
nations to the extent that certain retailers
mistakenly determined an “old” product to
be “new” and therefore exempt.

Furthermore, the proposed exemption only
addresses one cause of past disputes between
taxpayers and BOE. As described above, the
majority of disputes do not appear to involve
new products per se. Rather, many disputes
involve esoteric legal issues, factual matters
or lack of documentation. Exempting all new
products would not address many of the
difficulties taxpayers face in applying the
Sales and Use Tax Law.

Finally, this proposal does nothing to im-
prove communication between taxpayers
and BOE. Taxpayers have complained that
BOE has failed to inform them of changes in
the statutes or in BOE rules orinterpretations.
Exempting new products from taxation
would not ensure that retailers are informed
of statutory or regulatory changes with re-
gard to existing products. Moreover, this
proposal does not ensure that the managers
of newly formed businesses are adequately
informed of the application of relevant ex-
emptions, or of their responsibilities in gen-
eral under the Revenue and Taxation Code.

In sum, the benefits of exempting new
products from the sales tax are uncertain.
This proposal does not ensure taxpayer un-
derstanding of the sales tax, nor does it facili-
tate communication and cooperation be-
tween BOE and the taxpayer. Moreover, this
exemption is likely to introduce additional
complications and ambiguities into the Sales
and Use Tax Law, which mightimpederather
than improve administration of the sales and
use tax.

What Impact Would the Proposal
Have on State Costs and Revenues?
The proposed treatment of new products
could result in reduced revenues and in-
creased administrative costs to the state

General Fund, as discussed below. Given
that the proposal is not described in detail,
and given a general lack of information con-
cerning the industries that might be affected
by the proposal, it is not possible to estimate
these fiscal effects. However, we would
expect them to be potentially substantial in
magnitude.

Impact on administrative costs. This pro-
posal would increase administrative costs to
the state General Fund because it would re-
quire BOE to increase its information gather-
ing and regulatory activity above current
levels. The BOE would be required to moni-
tor industry changes, to identify the existence
of new products that were potentially tax-
able, and to process the regulations required
to allow these products to be taxed. As de-
scribed above, BOE currently does not gather
centralized information concerning indus-
trial developments in California. Industry
members would have little incentive to pro-
vide such information to BOE, because the
tax-exempt status of their products would
provide them a competitive advantage. To
the extent that BOE relies on the audit process
to uncover new products, these products
would go untaxed for periods of years or
more. Therefore, in order to identify new
products in a timely manner, BOE would
need to establish a new administrative func-
tion responsible for gathering information
concerning the development of new products
and new technologies in California.

The proposal also would increase consid-
erably BOE’s rulemaking workload, by re-
quiring BOE to identify taxable new products
in its regulations. In 1985-86, BOE spent
approximately $250,000 to process regula-
tions. During this period, BOE adopted 22
regulations. Since the cost of rulemaking
varies with the number and complexity of
proposed regulations, and because thereis no
information concerning the number or types
of new products marketed in California in
any year, it is not possible to project the regu-
latory costs associated with the proposal
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Clearly, however, there is a potential for a
substantial increase in these costs.

Impact on state revenues. This proposal
could result in sales tax losses of an unknown
but potentially substantial amount. First, the
state General Fund and local governments
would lose revenues to the extent that BOE
failed to identify all new products which
were potentially subject to the sales tax. As
described above, it seems likely that a certain
number of new products would go unde-
tected. Second, even if BOE succeeded in
identifying the entire population of new

Summary

The feasibility of a general exemption for new
products appears to be very limited. This is
because such an exemption would require a
substantial increase in administrative effort
to identify products new to the market and to
determine whether these products should be
considered “new products” within the scope
of the exemption. This determination would
necessarily create a new source of disagree-

products that were subject to taxation under
existing statutes, the state General Fund and
local governments would lose revenues dur-
ing the period required for BOE to adopt the
regulations designating the products as tax-
able. As discussed above, the implementa-
tion of these regulations probably would take
a period of approximately nine months, and
longer in some cases. In sum, although we
cannot project the revenue losses that would
result from this proposal, they would appear
to be substantial.

ment between taxpayers and BOE, without
contributing to the reduction of existing
sources of disagreement. On this basis, we
conclude that the proposal would do little to
improve the current administration of the
sales and use tax, while leading to increased
state administrative costs and potentially sig-
nificant revenue losses. ¢
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Chapter 111

Taxpayer/Audit Data Base
for Use in Hearing Appeals

Chapter 1728 directs us to determine
whether there are feasible and cost-effective
methods for the BOE to obtain, file and
retrieve information on the types of specific
transactions reported by taxpayers, and the
types of transactions examined by BOE
auditors. The act specifies that this
information would be used in taxpayer
appeals proceedings (administrative or
judicial) to determine whether other

taxpayers have paid the tax on the same
activity or transaction. In addition, the act
asks us to identify the manner in which such
information should be disclosed, in order to
protect its confidentiality. This section
describes the information currently collected
by BOE, examines the alternative means by
which BOE might collect and maintain
additional information, and discusses the
uses to which such information might be put.

Transactions-Level Data Currently Collected by BOE

Transactions reported by taxpayers. The
BOE requires all taxpayers to submit sales
and use tax returns with their payment of
sales tax liabilities. Although most taxpayers
file returns on a quarterly basis, current law
allows BOE to require taxpayers to submit
forms on other than a quarterly basis, if
deemed necessary to ensure the prompt
payment of taxes. In 1985-86, 2.7 million re-
turns were submitted by 750,490 taxpayers.

The sales tax return contains items describ-
ing the type of business, total volume of trans-
actions, selected exempt transactions, total
taxable transactions, and the amount of trans-
actions and use tax to be allocated to each
transit or transportation authority. The re-
ported items include total dollar sales and
total net taxable sales, as well as the following
items regarding deductible transactions:

¢ Sales to other retailers for purposes of
resale;

» Nontaxable sales of food products;

¢ Nontaxable labor (repair and installa-
tion);

¢ Sales to the United States government;

* Sales in interstate or foreign commerce .
to out-of-state customers; and

¢ Other exempt transactions.

The BOE currently maintains very little
information from the sales and tax return in
an automated format. First, not all items re-
ported on taxpayer returns currently are en-
tered in the BOE’s return processing pro-
gram. The items maintained in an automated
format include total transactions, total tax-
able transactions, a breakdown of sales sub-
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1]

ject to the transactions and use tax by transit
district, and taxpayer identification informa-
tion.

Transactions covered by a BOE audit. The
BOE audits business accounts on a regular
basis to ensure that taxpayers neither under-
pay nor overpay their taxes. These audits are
performed by auditors in the BOE’s 56 field
offices. Approximately 3 percent of all active
accounts are audited or given limited exami-
nation every year. In 1985-86, the BOE au-
dited 20,505 sales and use tax accounts.

In the course of conducting a field audit,
BOE auditors fill out a variety of audit work-
sheets. This information is summarized on
the Report of Field Audit (Form BT-414-A).

The information collected on this form in-
cludes the account number, date of the audit,
business type, taxing jurisdiction, the name
of the business, audit period, the amount of
the tax credit or liability, and an analysis of
the measure of tax by class of transaction. The
information on these forms could be used to
identify areas of taxpayer error, either in
overpayment or underpayment of taxes. Al-
though the forms do not currently capture
data concerning the total taxable and nontax-
able transactions conducted by taxpayers,
minor modifications in the forms could allow
such information to be collected. None of the
information collected on the Report of Field
Audit currently is captured in an automated
format. '

Potential Means for Capturing Transactions-Level

Information

The potential means the BOE could use to
obtain more detailed information concerning
taxpayer transactions include the following:

¢ Capture all information reported on the
current sales and use tax return in an
automated format. This information
could be captured in the BOE's return
processing program, and retrieved in an
individualized or an aggregate form.

* Revise the sales tax return to require the
taxpayer to itemize taxable and nontax-
able transactions. Again, this informa-
tion could be captured in the BOE's re-
turn processing program.

e Automate information from audit work-
sheets or from the Report of Field Audit.
This information could be filed in the
BOE'’s centralized mainframe informa-
tion management system, or could be
recorded in personal computer-based
files at the district level.

* Conduct surveys of taxpayers in certain
business categories to collect informa-
tion on the volume of specific taxable

and nontaxable transactions. This infor-
mation could be compiled in a personal
computer-based file or on the main-
frame computer and, again, could be
retrieved in an individualized or in an
aggregate form.

In the remainder of this section, we assess
the feasibility and cost-effectiveness of the
alternatives listed above.

Our analysis indicates that it is feasible to
obtain, file and retrieve information regard-
ing specific transactions, whether reported
by taxpayers or covered by a BOE audit. The
changes required in the BOE’s current infor-
mation processing system to store and re-
trieve such information would vary, depend-
ing on the source of the information.

Information currently reported on tax-
payer returns. Relatively substantial changes
would be required in information processing
to collect information currently reported on
taxpayer returns. First, BOE's return process-
ing computer program would have to be
revised in order to capture the items concern-
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ing deductible transactions. Additional staff
would be needed to code and keypunch the
information.

Second, to ensure the accuracy of the infor-
mation, BOE might need to enhance its en-
forcement of taxpayer reporting. Many tax-
payers fail to report accurate information
concerning their volume of deductible sales,
because current law does not penalize incor-
rect reporting of these items. Rather than
breaking down deductions by category, tax-
payers often report only net taxable sales, or
collapse exempt transactions of varying
types into one category, such as sales for
resale, or other exempt transactions. The BOE
has no information about the prevalence of
taxpayer errors on these items. If such errors
were common, the Legislature might desire
to enact penaities for failure to report or erro-
neous reporting on these items. In addition,
BOE audit staff would be required to review
theaccuracy of detail on the tax return, which
would detract from more productive audit
activities.

Adoption of a fully itemized taxpayer
return. Adoption of a fully itemized taxpayer
returm would require substantial revision of
the BOE’s current information processing
system. The BOE would be required to draft
new return forms and completely rewrite the
return processing computer program. Again,
to ensure accurate reporting, the Legislature
might enact penalty provisions with regard
to the itemized returns. The resulting in-
creases in data entry workload would require
the addition of key data entry operators,

Restrictions on Uses of Individual Taxpayer Information

Our examination of current law indicates
that BOE cannot legally release information
regarding specific transactions reported by
taxpayers or obtained in BOE audits forusein
administrative or court hearings. California
Revenue and Taxation Code Section 7056
prohibits BOE from making known in any

while review of items by audit staff would
divert audit resources which could be de-
voted to conducting productive audits. Fi-
nally, certain retailers might find it necessary
to revise their bookkeeping procedures to
comply with the revised reporting require-
ments.

Information covered in a BOE audit. Since
none of the information from BOE’s audit
reporting form is currently captured on the
computer, a new information processing
program would have to be established for
this purpose. It should be noted, however,
that BOE currently is developing such a pro-
gram for use in the field offices. In addition,
BOE audit staff would be required to utilizea
certain amount of time now devoted to field
audits to identify more specifically the nature
of the exceptions found in the audit and col-
lected on these forms. '

Surveys of selected taxpayers. Collecting
information by surveying selected taxpayers
would not require as substantial a revision of
BOE’s current information processing func-
tions. This information could be compiled in
a personal computer-based file or on the
mainframe computer and could be retrieved
in an individualized or aggregate form, In
order to obtain, file and retrieve such infor-
mation, the board would need staff to draft
survey forms, identify taxpayers for mailing
of forms, and code and enter the returned
forms. In addition, if taxpayer response were
poor, follow-up calls or surveys might be

necessary.
!

manner whatever the business affairs, opera-
tions orany other information pertaining toany
retailer or person required to submit a return
to BOE. This section specifically states that
BOE cannot release information concerning
the “amount of or source of income, profits,
losses, expenditures, or any particular
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thereof, set forth in any return, or permit any
return or copy thereof or any book containing
any abstract or particulars thereof to be exam-
ined by any person.” Thus, it appears that
BOE cannot make available information con-
cerning specific taxpayers which would be
later used in an administrative or court pro-
ceeding.

Cost-Effectiveness of Obtaining, Filing

and Retrieving Information

Benefits of Accéssible Transactions-
Level Data

As described above, BOE cannot, under
current law, release information regarding
specific taxpayers for purposes of an admin-
istrative or court hearing. Moreover, from a
broad perspective, it is not clear how such
information, whether aggregate or specific,
could assist in settling an administrative or
court dispute. Industry members have stated
that they would use the information regard-
ing taxpayer transactions to identify cases
where BOE was inconsistent in its application
of the sales tax. However, administrative or
court rulings concerning the taxable status of
a transaction are decided by applying the
Sales and Use Tax Law to the pertinent facts
of the case in question, not by examining
taxes paid by like entities. Thus, any evidence
of BOE inconsistency with regard to a different
case would not clarify the taxable status of the
case in question. As a result, it does not ap-
pear that making this type of information
available would produce benefits in terms of
the resolution of specific legal disputes.

This is not to say, however, that improve-
ment of the BOE’s information collection,
storage and retrieval processes would not
provide other benefits to BOE, the Legislature
and the taxpayer. The collection of itemized
data concerning specific taxpayer transac-
tions, whether collected from returns, audits
or through a survey method, could be benefi-
cial for several purposes:

In theory, it would be feasible to amend the
existing statutes governing the confidential-
ity of taxpayer accounts to allow the release of
such information under certain circum-
stances. However, this would appear to con-
flict with the taxpayer’s basic right to privacy,
as guaranteed by Article I, Section 1 of the
California Constitution.

» The information could be of use in esti-
mating the fiscal effects of proposed
legislation, and evaluating the economic
effects of various tax expenditure pro-
grams. As pointed out in our Analysis of
the 1987-88 Tax Expenditure Budget, there
currently islittle information with which
to evaluate the number or characteristics
of the beneficiaries of a tax expenditure
program. Moreover, in the case of a tax
expenditure program whose underlying
rationale is to encourage certain types of
behavior, there commonly is no record
of how the recipient’s behavior has
changed as a result of the special tax
treatment. The collection of the data
described above might provide some of
the information required to assess these
effects.

¢ The information could be used to evalu-
ate the audit program, to improve selec-
tion of priority accounts for the audit or
accounts receivable programs, and to
identify potential areas for improving
BOE administration of the sales and use
tax.

» Thedata could be available in aggregate
form to provide general information to
business taxpayers concerning the vol-
ume and taxability of certain transac-
tions.

It should be noted that the usefulness of the
information available from the sources iden-

Page 22



Chapter III: Taxpayer|/Audit Data Base

tified aboveis highly variable. This is because
the information currently reported on tax-
payer returns is relatively imprecise. First,
the coding scheme used to classify businesses
* by type is not well refined and has not been
substantially revised sinceits creation in 1965
to reflect the diversity of business develop-
ment and specialization. Consequently, it
does not adequately describe the current
business configuration of the state. For ex-
ample, there is no separate category for
computer-related industries, despite their
increasing importance to the California econ-
omy, The sales tax return information would
be more useful if BOE were to update the
business code system currently in use, as
recommended in Chapter I.

Second, the returns do not report any de-
tailed information with regard to the transac-
tions conducted by a particular retailer, such
as the specific type of product sold (e.g., cus-
tom versus “canned” computer software), or
the type of transaction (e.g., retailer treated as
consumer). As described above, many differ-
ent aspects of a transaction determine
whether it is taxable; such detailed facts are
not reported on the sales and use tax returns.

In practice, the information available from
the Report of Field Audit is subject to certain
of the same limitations as information from
sales tax returns. This is because the informa-
tion concerning taxpayer deficiencies or
overpayments might not always address the
specific aspects of the transaction which led
to the error. Again, since information from
the Report of Field Audit is not currently
automated, it is not possible to determine the
level of detail provided on these forms.
However, the consistency of the information
gathered on the Report of Field Audit could
be improved by revising the form to require
auditors to reference a statutory provision or
regulation for each type of error, and by revis-
ing the business code system, as recom-
mended above.

Costs of Obtaining, Filing and
Retrieving Information

The costs of obtaining, storing and retriev-
ing information from the various sources
described above varies considerably, de-
pending on the source and the level of infor-
mation required.

Information currently reported on tax-
payer returns. According to BOE, it would
cost $325,000 to revise the data processing
program in order to enter in an automated
format the information currently reported on
taxpayer returns. In addition, BOE estimates
it would need to add 39 key-data entry posi-
tions, and employ 80 to 100 hours of intermit-
tent help per month, which would increase
annual ongoing costs by $1.1 million.

Fully itemized return. To require itemiza-
tion of all taxable transactions on sales tax
returns would dramatically increase admin-
istrative costs to BOE. Accordingto BOE, itis
not possible to determine the increased
administrative costs associated with a fully
itemized taxpayer return. However, given
the costs cited above for automation of the
information currently reported by taxpayers,
we expect these costs to be in the tens of
millions of doilars. Furthermore, requiring
the itemization of deductions would increase
the reporting burden for all business taxpay-
ers.

Information from BOE audits. According
to BOE, to capture information covered in a
BOE audit from the Report of Field Audit
would require creation of a new information
processing program, at a one-time cost of
$14,000. However, since resources are al;
ready being allocated to development of this
program, these costs may be overstated.
Some minor additional costs might be in-
curred to revise the program to collect infor-
mation concerning taxpayer errors. The BOE
reports that seven additional staff would be
required to code audit forms. These positions
would increase annual costs by approxi-
mately $350,000. '
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Taxpayer surveys. According to BOE, the
costs of surveying selected taxpayer accounts
would be considerably lower than requiring
itemization of taxable and tax-exempt trans-
* actions on sales tax returns. The BOE is un-

Summary

Although it is feasible to collect, store and
retrieve information regarding taxpayer
transactions, it is not feasible to make this
information available in an individualized
form for the purposes identified in Chapter
1728, Furthermore, the utility of making such
information available is questionable from
the perspective of pursuing an individual
appeal of an audit determination.

QOur analysis indicates, however, that it is
feasible and beneficial to prepare such data in
aggregate form for various other analytic,
administrative, or educational purposes. For
example, the information could be of use in
estimating the fiscal effects of proposed legis-
lation or of various tax expenditure pro-
grams, in identifying areas of noncompliance
for which greater information should be
" provided to taxpayers, in evaluating the
audit program or improving account selec-
tion practices for the audit or accounts receiv-
able program, or to provide general informa-
tion to business taxpayers.

The costs of automating the various sources .

of information available to BOE are poten-
tially substantial and would vary, depending
on the source and the level of information
obtained.” The least costly information
sources available include the use of surveys
- to gather information on specific taxpayers or
transactions, while a fully itemized taxpayer
return would be the most costly means of
collecting information.
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able to estimate these costs, however, as they
would vary, depending on the number of
accounts surveyed and the level of detail
covered in each survey.

In our view, for purposes of improvihg
taxpayer compliance and reducing conflict
between BOE and the taxpayer, information

" from BOE audits would be more useful than

information from individual taxpayer re-
turns or from taxpayer surveys. Examination
of this information would enable the BOE to
identify sources of taxpayer errors,inorderto
guide their efforts in providing information
to taxpayers and updating regulations. Fur-
thermore, this information would assist BOE
in assessing the consistency of the audit pro-
gram, and identifying areas where auditors
and taxpayers might benefit from additional
training or published guidelines.

For these reasons, we recommend that BOE
develop an automated information manage-
ment program for the capture and retrieval of
information from the Report of Field Audit
(BT-414-A). This information should charac-
terize the major types of taxable and nontax-
able transactions conducted by the taxpayer
during the audit period, and identify each
deficiency determination in terms of the rele-
vant Revenue and Taxation Code section, the
reason for the determination, and the amount
involved. We further recommend that BOE
make the necessary revisions in the BT-414-A
to ensure that this information is uruformly
recorded by audit staff. ¢ :
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