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Navigating California’s Tax System

e live in a great state, but we pay a price for it. California’s

taxes are high, and its tax system is complex. While many

states adopt federal tax law wholesale so your state tax is

a percentage of your federal, California's legislators pick

and choose. Even administratively, our state tax authori-
ties adopt some rules but not others. And our agencies and tax dispute
resolution system is unusual.

You probably rely on tax professions to steer your tax boat through
California’s stormy waters, and you should. As a tax lawyer for the last
30 years, I've seen many California taxpayers go to great lengths to
reduce their California tax exposure, some even moving out of state. Un-
less you're prepared to do that, here are 10 things you should know as a
California taxpayer.

Four years, not three: The basic federal income tax statute of limita-
tions is three years. That means once you file a return, the Internal
Revenue Service usually has three years to audit. This is measured
from your actual filing date if you file on time or late. If you file early, it is
measured from the due date.
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Giving the Franchise Tax Board more time: Although the Franchise Tax
Board must normally examine your tax return within four years of when
you file it, they sometimes will contact you, asking for more time. They
will send a form, asking you to sign it to extend the period of limitations.
Some taxpayers just say no, but that usually triggers an assessment,
so you should usually agree. You may be able to limit the scope of the
extension to certain tax issues or to limit the added time (say to an extra
year). You should seek professional advice if you receive such an inquiry.

Compromising California taxes: There’s a lot of hype on the Internet
and television about deals with the IRS. Some of it is true, although
“pennies on the dollar” is a regrettable phrase that often sets quite
unrealistic expectations. So select carefully if you're hiring someone to
try to get you a “deal” with the IRS. You might get more time, and might
get penalties waived, and you might even get the amounts compromised
based on substantive arguments. But “pennies on the dollar” isn't too
common.

Double or triple that advice when it comes to California. Tax profes-
sionals all know that a California tax controversy is much harder to settle
than a federal one. That has always been true, but it seems even more
pronounced today.

No Tax Court: You may know that if you have an IRS dispute, you can
fight it administratively with the auditor and the IRS Appeals Office. If
necessary, you can then go to U.S. Tax Court (where you can contest the
tax before paying), or perhaps the U.S. Court of Federal Claims, or the
U.S. District Court (if you are willing to pay the tax first). Although you
are well-advised to have a lawyer, many taxpayers don't, and there are
abbreviated procedures and relaxed rules of evidence in Tax Court.

The California Franchise Tax Board, which
administers California’s income tax, gets an
extra year, so it has four years not three.

When the statute never runs: California,
like the IRS, gets an unlimited time to come
after you if you never file an income tax re-
turn. The same goes for false or fraudulent
returns. In certain other cases (see below),
California gets unlimited time to audit.

Following federal audits: Most people
know that state and federal tax authori-
ties talk to each other. And they exchange
information. What you may not know is that
if an IRS audit changes your taxes, you
are obligated to notify the Franchise Tax
Board within six months. If you don't, the
California statute of limitations never runs.
That means you might get a billing 10 or
more years later.

Amending tax returns: This concept
applies to amended tax returns too. If you
amend your federal return, California law
requires you to amend your California return
within six months if the change increases
the amount of tax due. If you don't, the
statute of limitations-the period of time
within which the California Franchise Tax
Board can audit you-never expires.




nlike many states, though, California doesn't have a tax

court. It has a State Board of Equalization (SBE), which is a

five member administrative body (the only elected tax com-

mission in the U.S.) that functions much like a court. If you

can't resolve your income tax dispute with the Franchise Tax
Board, you can appeal it to the State Board of Equalization. It will hear
your side of the case and the counterarguments of the Franchise Tax
Board.

The State Board of Equalization rules on the law, but they also have
equitable powers. In fact, it's not uncommon for the State Board of
Equalization to bend the rules if they believe the taxpayer is honest,
forthright, and sympathetic.

The State Board of Equalization doesn't just hear income tax ap-
peals. They hear also sales and use tax and even property tax appeals.
Confusingly, in addition to the five member State Board of Equalization
(the ruling body) there’s also a large agency called the State Board of
Equalization that administers sales and use taxes.

“One Way"” Appeal and Going to Court: If you win before the State
Board of Equalization, that decision is binding on the Franchise Tax
Board. The Franchise Tax Board can’t appeal or go on to another body or
court. If you lose at the State Board of Equalization, you can bring suit in
California Superior Court for a de novo trial of your tax dispute. That one-
way appeal right, something only the taxpayer has, sometimes frustrates
the Franchise Tax Board, but it's a nice taxpayer protection.

Of course, if you do sue in Superior Court, you will have a regular
judge, not a tax specialist. Most federal tax disputes are heard in U.S.
Tax Court, where you'll have a judge with special tax training. Superior
Court also offers you the chance for a jury trial.
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Sales and Use Taxes: You can't buy things in California without being
aware of our sales tax. Sales tax doesn't apply to services, but it does
apply to sales of goods. It is imposed on the retailer, but it's usually
passed on to the purchaser.

The use tax is the mirror image of the sales tax and is payable at the
same rate. It applies to the storage, use, or other consumption of prod-
ucts that you buy out of state and bring into California. So if you buy a
new outfit from a mail order or Internet company, you can incur California
use tax.

Most such small purchases probably escape use tax. But when it
comes to business, it's a different story. If you buy new computers for
your office and ship them in from Texas, you are liable for California use
tax. The State Board of Equalization (the agency, not the five member
hearing board) administers the sales and use tax. If you have a dispute,
you may end up before the five member State Board of Equalization.

Property taxes: Property taxes are collected by your local city and
county tax collectors. They include real and personal property taxes,
as well as some more arcane ones. California’s property tax system
includes Proposition 13, which generally uses a base year and allows
reassessment when there is a change in ownership. Since 1978 when
that system started, there are many exceptions and overlays.

Still, virtually all property tax is about value, and whether and to what
extent there’s been a change in ownership that can trigger reassess-
ment. Ownership and valuation issues cover most of the waterfront.

A word about personal property taxes. If you own a business-say a law
office-you should be filing a personal property statement listing your fur-
niture and equipment. There's more enforcement on personal property
taxes these days than there used to be.

This discussion is not intended as legal advice, and cannot be relied
upon for any purpose without the services of a qualified professional.



