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SUBJECT: Shift Burden of Proof/“Taxpayer’'s Rights Protection Act of 1998”

DEPARTMENT AMENDMENTS ACCEPTED. Amendments reflect suggestions of previous analysis of hill as
introduced/amended

AMENDMENTS IMPACT REVENUE. A new revenue estimate is provided.

AMENDMENTSDID NOT RESOLVE THE DEPARTMENT’'S CONCERNS stated in the previous analysis of bill as
X amended February 6, 1998.

X FURTHER AMENDMENTS NECESSARY .
DEPARTMENT POSITION CHANGED TO

X REMAINDER OF PREVIOUS ANALYSISOF BILL AS AMENDED February 6, 1998, STILL APPLIES.
OTHER - See comments bel ow.

SUMWARY OF BILL

Under the Revenue and Taxation Code (R&TC), this bill would do the follow ng:

Shift the burden of proof fromtaxpayers to the Board of Equalization (BOE)
with respect to sales taxes under certain circunstances. This provision does
not inpact the progranms adm nistered by the departnent.

Shift the burden of proof fromtaxpayers to the Franchise Tax Board (FTB) in
any court or administrative tax proceeding or in any evaluation of tax
conpliance with respect to factual or legal issues relevant to ascertaining the
liability of a “cooperating taxpayer.”

Require FTB to provide taxpayers, upon their request, with item zed receipts
proportionately allocating, in dollars, the taxpayer’s total tax paynents anong
speci fied nmajor expenditure categories.

Al l ow a taxpayer to nmake paynent of taxes by making a deposit in the nature of
a cash bond to stop the running of interest and still preserve thetaxpayer’'s
right to file a claimfor refund.
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Under the Unenpl oynment | nsurance Code (U C), this bill would do the follow ng:

Provide that interest shall not be charged on penalties and woul d nake rel ated
clarifying changes. This provision does not inpact the prograns adm ni stered
by the departnent.

Amend the due process provisions to allow taxpayers to nake partial paynments
and remain in the appeals process. This provision does not inpact the prograns
adm ni stered by the departnent.

SUMVARY OF ANMENDMENT

The March 2, 1998, amendnments made nunerous techni cal changes and nmade the
foll owi ng changes to the burden of proof provisions:

Provi ded that the burden of proof would shift fromtaxpayers to the BOE or FTB
in any evaluation of tax conpliance with respect to “legal issues” as well as
“factual issues.”

Modified the definition of “cooperating taxpayer” to specify that the taxpayer
must provi ded access to all avail able rel evant books and records “nuaintai ned by
t he taxpayer.”

These amendnents result in an additional inplenmentation concern regarding the
terms “l egal issues” and “maintained by the taxpayer” used in the burden of proof
provi sions since these itens are not defined. Undefined terns can lead to

di sput es between taxpayers and the departnent.

Except for Amendnments 1 and 7, which were included in the March 2 amendnent, the
departnent’s analysis of the bill as amended February 6, 1998, still applies.
Because the March 2, 1998, anendnents nade substantive changes only to the burden
of proof provisions, the policy and inplenentation considerations discussed in
the departnent’s prior analysis only for burden of proof are reiterated bel ow

1. Burden of Proof

Pol i cy Consi derati ons

This provision wwuld raise the follow ng policy considerations.

Shifting the burden of proof in any court or adm nistrative tax proceeding or
in any evaluation of tax conpliance would i npact every assessnment nade by the
departnent and could result in reduced conpliance and nore intrusive audits.

The Tax Executives Institute, representing approxi mately 5,000 corporate tax
professionals, indicated in a letter to the Congressional Ways and Means
Committee Chair that its organization fears that shifting the burden of proof
woul d result in a nmuch nore intrusive |IRS.

Because wage earners’ and retired individuals' records are supplied to the IRS
and FTB by enpl oyers and others, shifting the burden of proof to taxing
agencies in these instances woul d be sonmewhat insignificant. However,

busi nesses dealing primarily with cash transactions, those in the “underground
econony,” could benefit froma shift in the burden of proof. Such taxpayers
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may be nore likely to take aggressive positions on returns and contest audit
results. Audits would have to be nore thorough to obtain the proof necessary
to sustain audit findings.

Further, filing enforcenent efforts may be inpaired since deficiency
assessnments issued to taxpayers that do not file returns are sonetines based on
[imted i ncone information.

On the other hand, for many taxpayers the incone tax systemis their only
contact with government and the | arge bureaucracy frightens them Thus, they
may not protest or appeal audit findings even if they believe themincorrect.
Proponents believe that this provision wuld create a better bal ance between
governnent and taxpayers.

CGenerally in civil cases the burden of proof is on the plaintiff, the party
seeking corrective action. The taxpayer is the plaintiff in all California
Superior Court actions. |In addition, for tax cases the taxpayer has control of
the records and docunments necessary to ascertain the taxpayer’s tax liability.

Federal | egislation regarding the burden of proof has not been enacted.
Cenerally, state legislation is enacted after federal legislation to allow the
state to conform (where applicable) to new federal law. If this bill is
enacted and the federal legislation is not enacted or is revised to be
different, taxpayers may be confused by the differences in federal and state
|aw. Thus, state legislation in this area nmay be premature. Further, this
provision is nmuch broader than the proposed federal |egislation.

Currently, the taxpayer is asked to substantiate the anpbunts reported on the
return, and deductions are considered to be a matter of |egislative grace. The
I nternal Revenue Code (I RC) and R&TC have few statutes that specifically
require substantiation; the requirenent to substantiate an itemrests mainly in
case | aw regardi ng burden of proof.

Unli ke Tax Court or other federal courts, the adm nistrative revi ew of tax
cases by the BOE is currently performed in an informal environment w thout
extensive evidentiary rules. This is designed to provide a “user friendly”
forumto taxpayers contesting their assessnent. A shift in the burden of proof
woul d necessitate sonme formalization of the evidentiary elenents of these
proceedi ngs. Accordingly, this bill my lead to a “greater bal ance” between
the parties, but may lead to a nore formalized hearing process with a greater
need for professional representation for taxpayers.

| npl ement ati on Consi derati ons

This provision wuld raise the follow ng inplenentation consi derations.
Department staff is available to help the author resolve these concerns.

The ternms “adm nistrative tax proceeding,” “any evaluation of tax conpliance”
and “legal issue” are not defined. Undefined terns can |ead to disputes

bet ween taxpayers and the departnent. Unless administrative tax proceeding is
defined, it is unclear if the burden of proof would shift to FTB at some

i nternal departnment adm nistrative proceeding or at the BOE (which is the
external adm nistrative proceeding).
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The term “cooperating taxpayer” is defined by using several terns that can be
interpreted in nore than one way. Determning if a taxpayer was cooperating
woul d be difficult. The follow ng exanples illustrate some potential issues.
(1) Available. [If the taxpayer is deducting expenses passed through froma
partnership, would the partnership records be considered available to the

t axpayer? What about a taxpayer that does not maintain records or destroys the
records? (2) Relevant and Reasonable. Taxpayers and FTB may di sagree about
what is relevant or reasonable. (3) Maintained by the taxpayer. Are books and
records mai ntained by the taxpayer if they are in the possession of an agent
(bookkeeper, account), general partner or corporate parent?

The term “rel evant books and records” again uses terns that can be interpreted
in nore than one way (i.e., pertinent, directly related, issue at hand,
normal | y mai nt ai ned, average prudent busi nessperson).

Excluding federal or state tax returns filed wi th another agency fromrel evant
books and records could result in audit delays. In sonme cases those records
may no | onger be avail able. For exanple, since the statute of [imtations
under federal law is shorter than under state |law (generally three years

i nstead of four years), the return may no | onger be available fromthe IRS

One significant departnment workload is assessnments based upon federal Revenue
Agent Reports (changes nmade by the IRS to gross incone or deductions reported
on the federal return). Currently, such adjustnents are presunmed to be
correct. It is unclear whether this provision would renove that presunption
and require the department to prove that the changes made by the IRS to the
federal return are correct.

In refund cases or in protest cases where the taxpayer asserts a new issue
supporting their position, the departnment may not have had an opportunity to
obtai n supporting docunents fromthe taxpayer. It is unclear whether the audit
staff would be required to seek additional supporting data for all cases to
protect the state’'s interest in the event the case is protested or appeal ed.

Currently, FTB generally retains taxpayer records for a period of three to four
years and then destroys them as authorized under R&TC Section 19530. Shifting
the burden of proof to the departnent may require |onger retention of records
and increased costs for storage.

The potential of a shift in the burden of proof would require FTB to engage in
nore extensive evidentiary gathering activities. This may require personnel
additions to the audit and | egal staff.

The circunstances under which the burden of proof would shift for tax matters
al ready in progress are unclear. For exanple, if the taxpayer fileda protest
before the bill’'s effective date, but action was taken after the effective
date, would the burden of proof shift to FTB?



