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fyou're like most dealers, you keep a

journal of all vour sales, You file yvour sales

invoices, DMV reports, and related sales
documents in customer deal folders. With
these records, you think o sales tax audit by
the State Board of Equalization [Board)
would be inconvenient, but nathing to really
waorry about.

Think again. The Board has been
hammaring used vehicle dealers with assess-
ments ranging fram hundreds of thousands to
millions of dollars. Many of these assessments
far exceed the dealers” true liabilifies. They're

imposed not because they're right, but

because the dealers con't prove they're wraong,

Awdits this big usually result from either
one of two avdit methods. The dealers aren’t
prepared for these methods, because the
audits "ge around” most of the vsual sales
records. Here's how they work and how you

can prevent them frem burying your business.

Methed 1 — DMV Reports

Board auditors can, and offen do, oblain
information fram the DMY about the reports of
sale [ROS) issued to eoch dealer. An auditor
can determine how many repors were issved
to o dealer within a given audit period (gener-
ally three years) as well as the assigned report
rumbers. Usually the retail ROS are the ones
of interast, since wholesale reparts generally

involve nontaxable sales for resale.

The Board has been
hammering used
vehicle dealers with
assessments ranging
from hundreds of
thousands to millions

of dollars.

The audit approach is simple enough.
Rather than relying on the dealer's sales journals
and deal folders, the auditor starts with the total
numhber of retoil ROS issued during the audit
peried. Then the ouditor subiracts the following:

- The number of recorded retail sales
made during the audit period;

- The number of voided reports on hand;

- Any unused reports from the audit

period that the dealer has retained.

ns

dits

IF the remaining number of reporis isn't
close lo zero, the audiler assumes the missing
reports represent unrecorded faxable sales.
The number of missing reports is muliiplied by
your average vehicle sale price, and sales tax
is ossessed on the result.

This methad also can be applied by using
test periods within the audil period. |F the test
indicates a tax understatement, a percentage
of error is computed and projected to the rest
of the audit period.

In a recent audit of o dealership with three
laeations, a report of sale count resulted in
ossumed additional sales of more than $12
million, creating a sales tax liakility of well over
$1,250,000 including interest and penalfies.
According to the dealer, some of the missing
ROS hod been returned to the DMY; some had
been lost; and some had been destroyed when
the: related sales didn’ go through. Unfortunately,
the DMV was unable or unwilling to provide
infarmation aboul reports that the dealer had
returned, and the auditor was unwilling 1o ollow
for lost or destroyed forms.

The lesson here is obvious: keep complete
records of your reports of sale. Save unused,
voided, or damoged documents, and if you
return forms le the DMY, record the numbers
and obtain o dote-stamped, signed receipt.
An auditor's ROS count can't hurt you if all of

your forms are accounted far.
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Method 2 - Bank Deposits

Like the ROS approach, a bank deposits
audit goes behind the normal backs and
records lo create an estimated sales figure. IFthe
estimate exceeds the sales reported 1o the BOE,
the ouditor assesses sales tax on the difference.

Onee again, the approach is simple.
First, the auditor abiains the businass bank
slatements and odds up oll of the depasits.
Then, the dealer is asked for evidence
supporting any deposits that resulted fram
non-sales aclivilies, such os loan proceeds,
transfers from cther bank aceounts, or
insurance recoveries. These receipts are
deducted fram the lotal deposits, and the re-
maining deposits are treated as sales aclivifies.

The depasits are further reduced by
proceeds fram any nontaxable sales ransac
fions that the dealer can support, such as sales
to auclioneers, outolstale sales, DMY fee
collections, ond sales tax collected. Whatever's
left is presumed to be toxable sales, and if it
exceeds the taxable sales thal were reported,
sales fax is assessed on the difference.

The bigges problem with this kind of
esfimate is that it proceeds from bank state-
menis that may go back three or more years.
Unless clear records of all deposits hove been
kept, it is virtually impossible to identify every
bank transter, loan deposit [especially from
persenal loans], advance, refund, repayment,
or ather non-sale source of funds included in the
account. Without decumentalion, any or all of
these bypes of depaosits may be presumed to be
taxable soles. Your word alone will not be
enough to overcome the presumplion.

Where mulliple locations and for bank
accounts are invalved, or where the dealer is

involved in on additional business, a bank
deposils oudit con create a particulary large
false liability. Advances, repayments, and
transfers of funds are commaon in these circum-
stances, but without a record, such deposits
may be freated as oddiional sales when the
audil comes up a couple of years later. The

dealer is putin the miserable posilion of

proving the deposits did not arise from soles, ol
o time when no cne can remember the sources.
The sclution is to moke note of the source
of every deposit, particularly thase nat eriginal-
ing from sales, The process can be as simple os
writing “transfer” or "advance from owner” an
your copy of the deposit slip and in your cash
receipls journal. Creating the habit now of tak-
ing a few seconds to write down a simple de-
scription could save you thousands, hundreds
of thousands, or more, when the auditor loter

knocks on your door.

Mentaxable Sales — Helding Your
Exemplions

Let's soy you can track every report of sale
and identify every bank depaosit. You have o
complete set of books, and all of your deal fold-
ers are infact. When an auditer shows up,
you're home free, right?

Mot necessarily. Even though the auditor
now may accept your tolal sales as correcl,
your nonfaxable sales will have to be docu-
mented. Ta illusirate, ler's lock at the twa most
commaon types of exempt sales made by auto
dealers: sales for resale and sales to outokstate

customars.
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Outofstate sales: Simply selling a car
to a non-Californio resident does not make the
sale nontaxable, even if the customer drives the
car sut on a anedrip DMY permit. For the
exemphion to apply, the dealar must daliver the
car fo the customer outside the state, either by
having an employes drive the car there or by
hiring o carrier to take it. The dealer then must
retain proof of the out-okstate delivery, such os o
bill of lading or driver expense receipts. If the
customer has a California address or is
otherwise known to the deoler as o California
resident, the dealer alse must obtain o signed
stotement [preferably notarized ot the paint of
delivery) that the vehicle is being bought for use

outside the stale.

Sales for resale: Recording o sole as
wholesale does not guarantee that the Board
will accept it as nentaxable. For the sale fo be
exempt, the buyer must | 1) actually be buying
the car ta resell it, and |2) give you a com-
pleted, signed resale cedificate. The cerificate

then will be good for fulure sales to the some

parhy unfil revoked, unless the form specifias tha
it's anly intended for the particular sale in-
volved. [Mote: a copy of the buyer's sales tax
permil is not o resale certificote ond generally
will not be accepted as such by an auditor.)
Resale certificates must be taken in good
faith. For exompla, most auditors will accept o
completed certificate for o vehicle sold ta an
aulo avclioneer but will question o certificate for

a car sold to The Acme Furniture Store,

A little extra care
now just might
prevent a disaster

later on.

Conclusion

Keeping the right records doesn't just help
you frack the progress of your business; it also
can pratect you from being billed for more tox
than you owe. A lille extra core now just might

prevent a disaster later on. ¢

Dan Davis is o partner in Associoted
Sales Tax Consullants, a firm specializing in
multistate sales and use fax audif defonse,
complionce assistance, and overpayment
reviews. He may be reached af (BB8)
34691202, or ddavis@aslc. com.



