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Sales and Use Tax Accounting

Learning Objectives

Introduction

Identify various methods used to remit sales taxes

Determine requirements for obtaining a sales tax license
Recognize different sales tax collection situations

Discern the proper presentation of sales tax liabilities in a bal-
ance sheet

e Identify situations in which use tax is to be paid

There are more than 11,000 sales tax jurisdictions in the United States, as
noted in the following table. Many of these jurisdictions tax the same
transactions differently. Given the multitude of sales tax variations, it
should be no surprise that the United States is considered one of the most
challenging sales tax environments in the world.

Number of Sales Tax Jurisdictions in the United States?

State
Alabama
Alaska
Arizona
Arkansas
California
Colorado
Connecticut
District of Columbia
Florida
Georgia
Guam
Hawaii
Idaho
lllinois
Indiana
lowa
Kansas
Kentucky

Total
Sales Tax
Jurisdictions State
805 Missouri
109 Nebraska
131 Nevada
400 New Jersey
401 New Mexico
305 New York
2 North Carolina
1 North Dakota
67 Ohio
162 Oklahoma
1 Pennsylvania
4 Puerto Rico
12 Rhode Island
635 South Carolina
1 South Dakota
1,028 Tennessee
594 Texas
1 Utah

Total
Sales Tax
Jurisdictions
1,491

252
19

2
145
78
106
154
96
594

79

46
258
129

1,659
321

! Source: taxfoundation.org; data provided is as of 2020
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Total Total
Sales Tax Sales Tax

State Jurisdictions State Jurisdictions
Louisiana 388 Vermont 16
Maine 1 Virginia 175
Maryland 1 Washington 385
Massachusetts 1 West Virginia 62
Michigan 1 Wisconsin 76
Minnesota 98 Wyoming 24
Mississippi 3

Local governments are under increasing financial pressure, and so
are more likely to conduct sales and use tax audits. If a government audit
team finds irregularities in a firm’s sales and use tax remittances, it can
charge significant fines and penalties. Further, business owners can be
held liable for these fines and penalties, even if the organization has
ceased operations. If the audit team suspects that fraud is involved, it can
even recommend the filing of criminal charges against the owners or im-
posing a lien on the assets of the organization. Consequently, the ac-
countant needs to have a system in place for dealing with these taxes, and
with a high degree of transactional accuracy.

Businesses tend to place little emphasis on their sales and use tax
systems, as this may initially appear to be an obscure part of the account-
ing function. Further, there is some cost involved in the proper admin-
istration of sales and use taxes, which management may not be willing to
pay. We will show in this course that sales and use taxes are actually a
high-risk area that can trigger substantial government penalties if a busi-
ness does not invest a sufficient amount of resources in it.

In the following pages, we will address the nature of sales and use
taxes, the administrative requirements for obtaining a sales tax license,
the calculation, accounting for, and payment of sales taxes, sales tax au-
dits, sales tax exemptions, and a number of related issues.

What are Sales and Use Taxes?

A sales tax is a tax imposed on the sale of tangible personal property and
certain services, and is calculated as a percentage of the sales price. The
tax is collected by the entity selling the property to a third party, and is
remitted to the applicable government entity at regular intervals. The
most common arrangement is to have state-collected taxes, where all
sales taxes are sent to a state’s Department of Revenue, which retains the
state portion of each tax and then distributes the remainder to the appli-
cable county and city governments and special taxation districts. Home-
rule or self-collected counties, cities, and special taxation districts man-
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date that those collecting sales taxes remit the taxes directly to them
(which greatly increases the volume of required sales tax reporting).

Sales taxes are a key form of revenue for state, county, and local
governments. In fact, only five states do not currently impose a sales tax.
Those states are Alaska, Delaware, Montana, New Hampshire, and Ore-
gon. Of the states that do impose a sales tax, there are eight single rate
states that impose a single statewide tax rate. This leaves 37 combined
rate states that allow local government entities to add their own sales
taxes to the baseline state sales tax rate. Thus, certain locations within a
combined rate state could charge a state sales tax, county sales tax, and
city sales tax, and perhaps even additional taxes for one or more special
districts.

EXAMPLE
The city of Lakewood, Colorado has an overall 7.5% sales tax, which is derived
from the following types of sales taxes:

Jurisdiction Rate
Colorado sales tax 2.9%
Jefferson County sales tax 0.5%
Lakewood sales tax 3.0%
Special district sales tax (two special districts are involved) 1.1%
Total sales tax 7.5%

A person purchases $200 of taxable goods within the city limits of Lakewood
and is charged a 7.5% sales tax for a total charge of $215.00. Of the $15.00 of
sales tax charged to the person, Colorado receives $5.80 ($200 x 2.9%), Jeffer-
son County receives $1.00 ($200 x 0.5%), the city of Lakewood receives $6.00
(5200 x 3.0%), and the special districts receive $2.20 (5200 x 1.1%).

We have noted that a portion of a sales tax may be allocated to a spe-
cial district. These districts are intended to collect sales taxes to pay for a
specific type of activity. A special district tax may be short-term, lasting
only until an underlying expenditure has been paid off. Examples of spe-
cial districts are:

e Cultural activities district, to support the arts community.

e Stadium district, to pay for the construction of a football, base-

ball, or other stadium.

e Health services district, to support low-income or no-income

health care.

e Local improvement district, to pay for many types of local infra-

structure.

e Regional transportation district, to pay for buses, light rail, and

so forth.
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A business must collect sales taxes if nexus (see the Sales Tax Nexus
section) is present. If not, the entity buying the goods or services is in-
stead liable to the government for this tax. However, if the buyer pays
the tax, it is now called a use tax, rather than a sales tax. The amount to
be paid is the tax rate applicable to the buyer’s location, and the tax is
paid to the government entity with jurisdiction over the buyer’s location.

What is Tangible Personal Property?

We just noted that sales taxes are charged on the sale of tangible personal
property. Tangible personal property is everything other than real estate
that is used in a business or rental property. Examples of tangible per-
sonal property are listed in the following exhibit.

Examples of Tangible Personal Property

Art Furniture Machinery
Clothing Household goods Signs
Computers Jewelry Supplies
Equipment Leasehold improvements Tools

What are Taxable Services?

We noted earlier that certain services may be subject to sales tax. Years
ago, services were generally considered exempt from taxation. However,
as state governments have become more mired in financial troubles, they
have limited the range of sales tax exemptions in this area in order to col-
lect more tax revenue. Depending on the state, repair and maintenance,
equipment installation, data processing, landscaping, building mainte-
nance, and telecommunication services have all lost their exemptions
from taxation.

Sales Tax License

The first step in the process of collecting sales taxes on behalf of a state
government is to apply for a sales tax license, which is a permit to collect
sales taxes on behalf of a government. This can generally be done on-
line, after which the government mails the business a printed sales tax
license for a nominal fee. The license must be renewed at regular inter-
vals, also for a nominal fee. If there is a change in the type of business
ownership, such as switching from a sole proprietorship to a partnership,
the state usually requires a new license. A sample sales tax license fol-
lows. States typically require that the license be posted in a prominent
place.
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Sample Colorado Sales Tax License

DEPARTVENT OF REVENUE SlaIE COINLY
DENVER CO 80261-0013 COLORADO LARIMER s
m::; c‘:y:ec: USE Gggggm LIABILITY INFORMATION|  ISSUE DATE LICENSEVALID | —
SALES TAX for all references |county| oty |incusty type |sabitycate | MO | Oy [ year DECEMBER 31 ; .
LICENSE . I al 1 Nov 09/ 11 2013 f
THIS LICENSE MUST BE POSTED AT THE FOLLOWING LOCATION THIS LICENSE IS NOT

IN A CONSPICUQUS PLACE: TRANSFERABLE

TR T AR S T R A A I

|
. S édm%“‘k

Executive Direclor
Department of Revenue

The key part of the sales tax license is the account number noted on
the certificate; the business references this number whenever it remits
payments or sends correspondence to the government.

If an organization only does business within a single state, then it on-
ly needs a sales tax license from that state. However, if (as noted later in
the Sales Tax Nexus section), the firm maintains locations, inventory or
personnel in other states, it must also obtain sales tax licenses from those
state governments. Also, if a business has more than one physical loca-
tion within a state from which sales are made, a separate sales tax license
must be obtained for each one. Further, if a business generates sales at a
location other than its regular business location (such as a craft show), a
special event license must be obtained. A variation on the special event
license is a multiple events license that is good for a longer period of
time, such as one or two years.

An organizer of a multi-vendor event may be able to obtain a special
event license in lieu of having each individual participating vendor ob-
tain a separate license. The organizer then collects and remits sales tax
on behalf of the vendors.

Sales Tax Calculation

The general process flow for a sales tax transaction is for a business to
charge the sales tax to its customers, which the business is then responsi-
ble for remitting to the applicable government. This usually means that
all sales taxes are sent to the Department of Revenue of the state gov-
ermmment, which then forwards that portion of the sales tax owed to the
county and city governments to those entities.

To calculate sales tax, use the steps outlined below to set up the cor-
rect sales tax for a new customer. For an existing customer, it is only
necessary to use the final three steps for the sales tax calculation. These
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steps are needed to ensure that a business does not over-charge or under-
charge a customer for taxes. The procedure is:

L.

Determine whether the business has nexus for a customer. Nexus
is when you have a place of business within the boundaries of a
government jurisdiction, or use your own vehicles to transport
goods there, or send your employees into that area on business.
If there is nexus, set up the appropriate sales tax percentage in
the database record of the customer for which you want to record
a sale. This may include the compilation of separate sales tax
percentages for the applicable state, county, city, and special tax-
ation district. For example, if the state tax is 4%, the county tax
is 1% and the city tax is 2%, then the grand total tax charged to
the customer will be 7%; the customer does not see this break-
down of individual taxes by government jurisdiction.

If a customer is exempt from sales taxes, make sure that it has
sent a valid sales tax exemption certificate (see the Sales Tax
Exemptions section). Then create a flag in the database record of
the customer that no sales tax is to be charged to it. Also, verify
that the items being purchased fall within the requirements of the
exemption certificate; if not, sales tax must still be charged, even
though there is an exemption certificate on file.

Create an invoice to document the sale to the customer. The
software should automatically pull the applicable tax rates from
the database record for the customer and apply it to the total of
all items listed on the invoice.

If some customer purchases are exempt from sales taxes, flag
these items on the invoice and verify that the calculated sales tax
does not include them.

Record the sales tax liability in the accounting records. If an in-
voice is sent to the customer for later payment, the entry is a deb-
it to the accounts receivable account and a credit to the liability
account for sales taxes payable. If the customer paid in cash at
the point of sale, the entry is a debit to the cash account and a
credit to the liability account for sales taxes payable.

Note: It is usually mandatory to separately state the grand total sales
tax on an invoice. It is not allowable to state that the sales tax is in-
corporated into the prices being charged.

In order to receive updates on the correct sales tax percentages, file
to do business with the various governments in whose jurisdictions the
company has nexus. It may be sufficient to file to do business at the level
of the applicable state government.
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The sales tax rate to be charged to a customer depends on whether
the state government requires sales taxes to be calculated where the sale
originates or where the goods are delivered; the concept is incorporated
into the following example.

EXAMPLE
Ninja Cutlery operates a retail store. When a customer buys products at this
location, he is charged the local 6.75% sales tax, and this tax is then remitted to
the state, county, and city governments that have jurisdiction over the store
location. This is origin-based taxation.

Ninja also operates an Internet store. When a customer buys products from the
store, Ninja delivers them to the customer’s location. Ninja charges the cus-
tomer the sales tax for the location to which the goods are delivered, and re-
mits the sales tax amount to the state, county, and city governments that have
jurisdiction over the delivery location. This is destination-based taxation.

If purchased goods are turned over to an independent contractor for
delivery to the customer, the store location is considered the point of sale
for the purpose of determining sales tax. For example, a buyer acquires
carpeting from a carpet supply store that the retailer then turns over to an
independent installer for delivery and installation. The sales tax is calcu-
lated based on the location of the carpet store.

Sales Tax Accounting

When a customer is billed for sales taxes, the journal entry is a debit to
the accounts receivable asset for the entire amount of the invoice,
a credit to the sales account for that portion of the invoice attributable to
goods or services billed, and a credit to the sales tax liability account for
the amount of sales taxes billed.

At the end of the month (or longer, depending on the remittance ar-
rangement with the state), the accountant fills out a sales tax remittance
form that states gross sales and sales taxes and sends the government the
amount of the sales tax recorded in the sales tax liability account. This
remittance may take place before the customer has paid the business for
the sales tax. When the customer pays the invoice, the accountant debits
the cash account for the amount of the payment and credits the accounts
receivable account.

What if the customer does not pay the sales tax portion of the in-
voice? In that case, the accountant issues a credit memo that reverses the
amount of the sales tax liability (and which is also a reduction of the ac-
counts receivable asset account). It is quite likely that the firm will have
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already remitted this sales tax to the government, so the customer's non-
payment becomes a reduction in the firm’s next sales tax remittance to
the government.

EXAMPLE
International Automation issues an invoice to Lowry Locomotion for $1,000 of
goods delivered, on which there is a seven percent sales tax. The entry is:

Debit Credit

Accounts receivable 1,070
Sales 1,000
Sales tax liability 70

Following the end of the month, Lowry remits the sales taxes withheld to the
state government. The entry is:

Debit Credit
Sales tax liability 70
Cash 70

Later in the following month, the customer pays the full amount of the invoice.
The entry is:

Debit Credit
Cash 1,070
Accounts receivable 1,070

A few states allow a business to retain a small portion of its sales tax
collections as a discount. This discount is only made available if the firm
remits payments on a timely basis.

Cash or Accrual Basis Accounting

The states allow a business to report gross sales on either the cash basis
or the accrual basis of accounting, as long as the method used is consist-
ently applied. Under the cash basis, revenue is recognized when cash is
received from customers, and expenses are recognized when payments
are made to suppliers and employees. Under the accrual basis, revenue is
recognized when earmned and expenses when incurred. The accrual basis
is a more sophisticated system that requires a knowledgeable accountant,
while the cash basis requires a less-skilled bookkeeper. A larger entity
always uses the accrual basis, since it is required by the IRS when a
firm’s gross receipts exceed $5 million per year. In addition, auditors
will refuse to render an audit opinion on an organization’s financial
statements if the cash basis has been used to construct the financials.
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Sales Taxes Liability Account

Sales taxes payable is a liability account in which is stored the aggregate
amount of sales taxes that a business has collected from customers on
behalf of a governing tax authority and has not yet remitted to the gov-
ernment. The business is the custodian of these funds, and is liable for
remitting them to the government on a timely basis. It is possible that the
sales taxes payable account can be subdivided into a number of accounts,
with each one containing the sales taxes applicable to only a particular
government entity. For example, one account might be used to store sales
taxes for a state government, while another account may be used for the
county government, and yet another account for the local city govern-
ment. If a company is required to collect sales taxes on behalf of many
government jurisdictions, this can mean that a company could potentially
store sales taxes payable information in a large number of accounts.

Sales Tax Presentation

The sales tax liability account is considered a current liability, since the
obligation must be settled within one year. Consequently, it appears in
the current liabilities section of the balance sheet, usually shortly after
the accounts payable line item. If the sales tax liability balance is a small
one, the line item may be lumped into an “other liabilities” line item. A
sample presentation of the current liabilities portion of a balance sheet
appears in the following exhibit.

Sample Presentation of Sales Tax Liability

LIABILITIES AND EQUITY 20X2 20X1
Current liabilities
Trade and other payables $217,000 $198,000
Short-term borrowings 133,000 202,000
Current portion of long-term borrowings 5,000 5,000
Sales taxes payable 26,000 23,000
Accrued expenses 9,000 13,000
Total current liabilities $390,000 $441,000

Account Reconciliation

A large amount of transactional activity may run through the sales tax
liability account, since the sales tax on each customer invoice appears in
the account as a separate line item. There will also be periodic offsetting
debits to this account whenever sales taxes are remitted to the state gov-
ermmment. Given the volume of activity, there is a good chance that an er-
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ror will creep into the account and be undetected unless the accountant
engages in a periodic reconciliation of the account. An account reconcili-
ation involves the following activities:

e Verifying that all sales taxes were charged to the correct account.

e Verifying that all payments were posted to the correct account.

e Determining whether any remittance payments were missed.

Sales Tax Remittances

As part of the application process, an organization will be asked to esti-
mate the amount of taxable sales that it expects to generate. Based on this
information, the government will assign a filing frequency of monthly or
quarterly. In rare cases where sales tax remittances are minimal, the fil-
ing frequency may be reduced to just once a year. In cases where the
firm only operates on a seasonal basis, the government may allow it to
only file sales tax returns for those months in which the firm is in opera-
tion. If the amount of remittances later increases, then the government
can increase the required remittance frequency.

It is quite possible that a company may remit sales taxes to the state
government when it has not yet been paid by its customers. This is most
likely to be the case when the company’s credit terms are 30 days or
longer and the Department of Revenue requires that the company remit
sales taxes to it on a monthly basis. In this situation, when a customer
does not pay on time, the company must use its own funds to pay the
Department of Revenue, and then collects the sales tax from the custom-
er at a later date. This can cause a cash flow imbalance for the company.

If the company elects to file paper-based returns, the Department of
Revenue (depending on the state) sends forms that are preprinted with
the company’s name, address, account number, and the taxing districts
for which sales tax collections are normally made, as well as the due
date. The accountant fills out the form and mails it in early enough to en-
sure that the Department receives the form prior to the due date. A form
submission is required even if the amount of sales tax to be remitted is
zero. A variation is to file a return and submit a payment electronically,
which can be more convenient. Many states require payment by electron-
ic funds transfer when an organization’s annual sales tax remittances ex-
ceed a certain threshold level, such as $100,000.

Note: When paying the Department of Revenue by check, be sure to write on
the check the account number and period for which payment is being submit-
ted. Doing so reduces the risk that a payment will be incorrectly applied to the
company’s account or to the account of some other business.

10
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Always make a photocopy of every sales tax return and use tax re-
turn sent to the government, along with a copy of the check payment. If
an electronic filing was made, then print a copy of the payment confir-
mation. These documents are needed for those situations in which the
government takes issue with the company regarding a tax payment, and
the firm needs to produce evidence of payment. This situation can arise
when the government incorrectly posts a payment to the account of some
other business.

Over-Collected Sales Tax

A business may collect an excessively large sales tax amount from a cus-
tomer. For example, perhaps the wrong sales tax rate was manually ap-
plied to an invoice. Or, perhaps sales tax was applied to an invoice line
item that was actually exempt from tax. When this situation is discov-
ered, there are two ways to proceed, which are:

e If the excess amount of the sales can be properly documented
and the customer can be contacted, then refund the excess
amount back to the customer. For example, if the excess tax is
$100, the accountant prepares a payment that debits the sales
taxes payable account for $100 and credits the cash account for
$100.

e If the excess amount cannot be properly documented and it is
impossible to find the customer in order to issue a refund, then
the excess amount must be forwarded to the Department of Rev-
enue. Under no circumstances does the company retain the ex-
cess amount. If it later becomes possible to refund the customer,
the accountant files an amended return or claim for refund form
(for which a sample follows from the State of Colorado) that re-
quests a refund of the overpayment from the Department of Rev-
enue back to the company. An alternative treatment is to deduct
the amount of the overpayment from the next periodic sales tax
return. Archive a copy of the amended return along with all sup-
porting documents, in case a later sales tax audit questions the
refund.

Note: From a customer relations standpoint, it is generally better to
refund a sales tax over-collection to a customer right away, rather
than waiting for a refund from the Department of Revenue, which
may not be received for several months.

11
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Sample Claim for Refund Form

Claim for Refund

This claim for is for monies remitted directly to the Department of Revenue.
(Do not use for income tax refund)

For sales and use tax refunds requests please see FYI Sales 90 for instructions.

For withholding refunds please see FYI Withholding 5 for instructions.

Claims submitted without proper documentation will be denied.

The vendor’s fee, which was retained when the tax was remitted to the Department, will be deducted from all sales tax
refund claims.

If possible, instead of submitting a claim for refund to the Department, deduct the overpaid taxes on your next tax return
or obtain the refund from the seller who collected the tax.

Submit claim for each type of tax (e.g. state sales, RTD/CD/FD/RTA, city sales, county sales, etc.)

Periods can be combined if consecutive for each type of tax.

Submit a copy of this form and keep a copy for your records.

Interest: If this refund qualifies fori please provide the il in the claim and an explanation of how the refund
qualifies for interest. See FYI Sales 90 for more information.

.

|Refund to be made payable to, and mailed to:
(If this is different from the name and address on the Department records for the account number(s) used, provide
explanation and notarized power of attoney specific to this refund claim for the action.)

Taxpayer Last Name |ﬁm Name Iane Tnitial
Taxpayer DBA ( applicable)
Mailing Address Icny |’§a¢a Izp
IFEIN requir
Colorado Department of Revenue Account Number | Type of Tax Period paswyY - s @ _
Oniginal Amount Paid Correct Amount Refund Requested

|Reason (Explanation of the reason for the refund request must be entered here.) All supporting documentation must be attached.

Ideclare under penalty of perjury in the second degree that this claim including all attachments is to the best of my knowledge
true and correct.

Ifurther understand that the claim and documentation may be subject to the same verification process used by the Department
of Revenue in auditing other taxes for three years from the date of payment of the claim. [13-80-101 (1)(m) C.R.S]

Taxpayer Signature (ths line must be signed by an officer, partner, or owner of the firm claiming the refund)

Title IPhone Number Date pumoonm @
Signature of Preparer (if other than taxpayer)
Date pammony) @

Name of Firm IPhone Number

Under-Collected Sales Tax

Another scenario is that the company has under-collected sales tax from
a customer, perhaps because the rate used was too low or the rate was not
applied to some line items on an invoice. No matter what the reason, the
company is still responsible for remitting the full amount to the Depart-
ment of Revenue. This means that the company will have to pay the
amount of the under-collected sales tax. The accountant may be able to
pursue collection of this amount from the customer, or the company will
have to absorb the cost. In many cases, the management team may decide
that they do not want to interfere with a good customer relationship, and
so elects to absorb the cost of the under-collected tax.
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In some cases, the accountant will not become aware of an under-
collection problem until after a sales tax return has been filed. If so, pre-
pare an amended return (which replaces the original return) and include
the amount that was missing from the original payment.

A prime reason for an under-collected sales tax is that the govern-
ment increased the rate (rarely the reverse) without providing notice to
the affected businesses. To keep this issue from causing problems, in-
clude on the accounting department’s calendar of activities a requirement
to check the Department of Revenue’s official listing of sales tax rates at
least once a year, if not more frequently.

Late Filing Penalties and Interest

If the entity does not file its sales tax returns in a timely manner, the state
government can assess penalties and interest that will vary in size, de-
pending on the amount by which each tax return is late. When it is found
that a tax return has not been filed, the related interest charge for the un-
paid amount of the remittance may continue to accrue for several days,
because it takes time for a check payment to clear the bank. To reduce
the amount of this charge, consider using an ACH payment or wire trans-
fer, which shortens the interval before the government receives payment.

Note: Even when there are no taxable sales to report in a reporting period, al-
ways file a tax return. Otherwise, the Department of Revenue will assume that
the business has missed a tax payment.

If the business had a valid reason for not submitting a sales tax return
in a timely manner, it may be possible to have the late filing penalty
waived by submitting a written request to the Department of Revenue.
Each state has a different procedure for doing so. The following sample
request form is used by the North Carolina Department of Revenue. In
the form, the government implies that the only reasonable excuses that
warrant a waiver are the death or serious illness of the taxpayer or tax
preparer or the occurrence of a natural disaster or accident that destroyed
the relevant tax records.
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Sample Request to Waive Penalties

NCDOR | NC-5500
on Request to Waive Penalties

Part 1. Taxpayer Information

SSNor 55N of Spouse Account 1D
FEIN: (i Joint Return): Number:

Taxpayer's Mame (Legal Name if

Trade Mame |if Differant):

Mame of Contact Person: Daytime Mumber:

Mailing Address: Street or PO. Box

City State Zip Code

Part 2. Penalty Information

Type(s) of Tax: Amount of Penalty:

Period{s): Mo of t:

Part 3. Reason for Request (Place an X in any block that applies and provide the information requested.)
D Dwaath of taxpayer, taxpayer’s immediate family member, or tax preparer.

Name of

Date of death: ionship to taxpayer: [

Explanation of how death

D Serious and sudden illiness of taxpayer, taxpayer’s immediate family member, or tax preparer that began within 3 months before the due date of
the tax for which the penalty was assessed_

Mame of person with iliness: Type and duration of iliness:

Explanation of how illness p

D Matural disaster or accident thaf destroyed property or records that occured within 3 months before the due date of the tax for which the penaity was
d. (For disaste in a mema or nofice from the Secretary of Revenue or the Govemnor of North Carolina, the peviod for requesting
a penalfy waiver is specifically stated in the memo or nofice.}

Diate and type of disaster or accident:
County of natural disaster or location of accident:

Has insurance claim been fied? D Yes D No  Hyes, enter name of i carmier:
Explanation of how disaster or accident prevented

D Good Compliance Record. You must meet all the criteria set out in the instructions located on reverse.

Taxpayer's

Sig Title: Date:
I certity that, o She best ot my - lication &

Praparer's

ha Date:

o A preparer cannol sgn Fonm NC-5500 for S Grepayer Lnkess a power of ahomey (Form GEN-58) has heen esiabished

Preparer's Mame:

Preparer’s Tax ldentification Number: Contact Phone Number:

MAIL TO: North Carolina Department of Revenue, Customer Service, P.O. Box 1168, Raleigh, NC 27602-1168

Response to Notice of Non-Filing

It is possible that the accounting staff will forget to submit a sales tax fil-
ing from time to time. If so, the Department of Revenue will issue a non-
payment notice to the firm. Upon receipt of this notice, the accountant
should immediately determine whether a payment was actually made,
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and if the check cleared the bank. If so, print copies of both sides of the
check and forward it to the Department of Revenue as proof that the is-
sue is on their side, not the company’s. Or, if the payment was made
electronically, send the electronic confirmation sheet instead. In this
case, the Department of Revenue most likely credited the payment to the
account of some other business. If so, the company is not at fault for the
“late” payment, and the accountant should file for the reversal of any as-
sessed penalties and interest.

Note: When sending documents to the Department of Revenue, be sure to in-
clude in the mailing a complete set of documents, including the initial notice,
the issue under dispute, and any supporting evidentiary matter. Also, retain a
copy of this mailing, in case someone from the Department calls to discuss the
issue. The copy should be retained for several years, in case the issue is ever
brought up again.

Another possibility is that the accountant filled out and submitted the
sales tax return for the wrong month. This happens when a business is
issued a preprinted set of documents, each for a different month of the
year. For example, the accountant might mistakenly submit the sales tax
return for October when he meant to submit the return for September.
When this happens, the Department of Revenue may credit the payment
to the month stated on the return, which is the wrong month. If so, call
the Department, notify them of the filing mistake, and have them shift
the payment amount into the correct reporting period. Also, ask them
what to do when it is time to file a return for the reporting period for
which the form was just mistakenly used.

It is also possible that the submission was sent to the Department of
Revenue too late to meet the Department’s filing deadline. If so, pay the
assessed penalties and interest without complaint (since the company
was at fault) and proceed to an examination of the reason for the late
payment. It is essential to make whatever procedural change is necessary
to ensure that a late payment is not made again.

If it appears that no payment was sent, then clearly the first step is to
prepare the sales tax return and use a rush delivery to send it to the De-
partment of Revenue. Once this has been done, the accountant will need
to determine the reason for the non-payment. Some possibilities are:

e The task was left off the department calendar

e The person responsible for the task left the company or switched

jobs

e The payment was included in a check run that was later than the

state’s cutoff date
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It is critical to install a procedural change to eliminate the underlying
problem. Making no change and simply assuming that the problem will
not recur is not sufficient—the chances will then be excellent that the ac-
counting staff will fail to file the return again at some future date.

Note: When calling the Department of Revenue about non-filing issues, write
down the name of the person contacted, the date, and what was discussed.
This information can be useful in subsequent conversations with the Depart-
ment, to build a history of how each issue is being dealt with.

Sales Tax Nexus

Nexus is the physical presence of a business in a state. Whenever nexus
can be established, the company must charge customers for taxes related
to that taxing authority and remit the collected taxes to the taxing entity.
Given the multitude of taxing entities in the United States, it makes sense
to minimize nexus, thereby reducing the number of tax remittance and
reporting obligations of the business. As a general rule, an out-of-state
business will have nexus in a state if it has regular and systematic con-
tacts within the state, primarily through its employees, agents, or proper-
ty. More specifically, nexus is considered to have been established if any
one of the following conditions can be proven:

e A company maintains a facility of any type within the borders of
the state, such as a warehouse or office.

e A company pays the wages of an employee located within the
borders of the state.

e Company employees travel to the state to solicit business there,
such as flying in a salesperson to meet with a prospective cus-
tomer.

e A parent company has a subsidiary located within the state.

e A company has Internet marketing affiliates within the state that
provide links on their websites back to the company’s website.

Some taxing authorities have expanded the definition of nexus in or-
der to generate more tax revenue. Their view includes the preceding
items, plus the following ones:

e A company uses its own vehicles to transport goods inside the

borders of the taxing authority.

e A company sells data from a server that is physically located

within the borders of the taxing authority (even if the server is
owned by a third party).
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Another possibility is economic nexus, which is covered in the next
section.

Given these differences, it is best to contact the local state govern-
ment for the applicable rules regarding nexus.

Note: It is possible to register with a state in order to collect sales taxes, even
if the business does not have nexus within the state.

Tax Remittances Required Under Nexus
If nexus exists, a company must take the following steps:
e File with the local state government to do business within the
state, which requires a small annual filing fee
Apply for a state sales tax license
Withhold sales taxes on all sales made within the region
Remit the sales taxes to the applicable government entity
Pay personal property taxes on any assets located within the re-
gion

Nexus Avoidance

The main effect of nexus is that it requires a significant amount of time
by the accounting staff to keep track of tax rates, adjust customer
billings, and remit taxes. These activities can add to the administrative
headcount, so there is general resistance to having nexus applied to a
business by yet another taxing authority. Nexus avoidance can even be
an active planning process that may include the avoidance of company-
owned delivery vehicles and avoiding the use of facilities in certain
states that are known for being particularly aggressive about collecting
sales taxes.

The South Dakota vs. Wayfair Case (Economic Nexus)

The Supreme Court handed down a major decision involving sales taxes
in 2018, where it stated in the South Dakota vs. Wayfair case that South
Dakota could apply its sales tax to Internet retailers, even when they
have no property or employees in the state. The Court was ruling specifi-
cally on the South Dakota sales tax law, pointing out that this specific
law was no burden to interstate commerce, given that it did not impose
an obligation to remit sales taxes retroactively and imposed a simplified
tax rate structure.

The Wayfair case means that the concept of economic nexus is now a
major issue for anyone selling to customers located in another state. Eco-
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nomic nexus is created when a business generates a certain amount of
sales in a particular state. Some state governments measure this figure
based on the overall dollar amount of transactions generated, while oth-
ers combine the concept with the total number of individual sales trans-
actions completed. It is an open question as to how low a state can go in
setting economic nexus thresholds, since very low thresholds make it
more difficult for small businesses to administer.

The ramifications of economic nexus are clearly more administrative
work for mid- to large-sized companies that sell across state lines (such
as any Internet business). This is not especially difficult when a state
provides sellers with a consolidated application and administration sys-
tem, but this is not always the case—some states have quite a disor-
ganized approach to economic nexus, requiring sellers to make separate
filings with individual cities and counties. Calculating sales tax is a par-
ticular concern in the latter case, where a seller may have to deal with
hundreds or even thousands of different sales tax rates. Individual states
are still deciding how to handle the economic nexus concept. The follow-
ing table shows the current status of the situation in each state.

Economic Nexus Rules by State?

State Current Status Threshold Level(s) Includable Sales
Alabama In effect $250,000 Retail sales
Alaska Some municipalities $100,000 or 200 transactions Gross sales
Arizona In effect $100,000 in 2021 Gross sales
Arkansas In effect $100,000 or 200 transactions Taxable sales
California In effect $500,000 Gross sales
Colorado In effect $100,000 Retail sales
Connecticut In effect $100,000 and 200 transac- Gross sales
tions
District of In effect $100,000 or 200 transactions Retail sales
Columbia
Florida In effect $100,000 Taxable sales
Georgia In effect $100,000 or 200 transactions Retail sales
Hawaii In effect $100,000 or 200 transactions Gross sales
Idaho In effect $100,000 Gross sales
Illinois In effect $100,000 or 200 transactions Retail sales
Indiana In effect $100,000 or 200 transactions Gross sales
lowa In effect $100,000 or 200 transactions Gross sales
Kansas In effect $100,000 Gross sales
Kentucky In effect $100,000 or 200 transactions Retail sales
Louisiana In effect $100,000 or 200 transactions Gross sales
Maine In effect $100,000 or 200 transactions Gross sales
Maryland In effect $100,000 or 200 transactions Gross sales
Massachusetts In effect $100,000 Gross sales

2 Information summarized from https://www.salestaxinstitute.com/resources/economic-
nexus-state-guide
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State Current Status Threshold Level(s) Includable Sales
Michigan In effect $100,000 or 200 transactions Gross sales
Minnesota In effect $100,000 or 200 transactions Retail sales
Mississippi In effect $250,000+ Gross sales
Missouri In effect $100,000 Taxable sales
Nebraska In effect $100,000 or 200 transactions Gross sales
Nevada In effect $100,000 or 200 transactions Retail sales
New Jersey In effect $100,000 or 200 transactions Retail sales
New Mexico In effect $100,000 Taxable sales
New York In effect $500,000 and 100 transac- Gross sales
tions

North Carolina In effect $100,000 or 200 transactions Gross sales
North Dakota In effect $100,000 Taxable sales
Ohio In effect $100,000 or 200 transactions Gross sales
Oklahoma In effect $100,000 Taxable sales
Pennsylvania In effect $100,000 Gross sales
Rhode Island In effect $100,000 or 200 transactions Taxable sales
South Carolina In effect $100,000 Gross sales
South Dakota In effect $100,000 or 200 transactions Gross sales
Tennessee In effect $100,000 Retail sales
Texas In effect $500,000 Gross sales
Utah In effect $100,000 or 200 transactions Taxable sales
Vermont In effect $100,000 or 200 transactions Gross sales
Virginia In effect $100,000 or 200 transactions Retail sales
Washington In effect $100,000 Retail sales
West Virginia In effect $100,000 or 200 transactions Gross sales
Wisconsin In effect $100,000 Gross sales
Wyoming In effect $100,000 or 200 transactions Gross sales

The preceding table does not include states that do not charge a sales
tax.

The adoption of a threshold level of 200 sales transactions by state
governments will likely be the driving factor in determining whether to
withhold sales taxes on sales to customers located in those states. This
means that the seller will need to start compiling the total number of
sales transactions by state, and reviewing it on a monthly basis. The ex-
act rules will vary by state, but assume that sales tax withholdings will
need to begin as soon as the 200" transaction has been completed within
a calendar year.

EXAMPLE
ABC Retail has just sold its 200" transaction of the year to customers located in
Ohio. It is August 13. As of the 201 transaction, which happens to occur on
August 16, ABC needs to start withholding sales tax on any additional sales to
customers in Ohio, and remitting the proceeds to the state. Now that the 200-
transaction threshold has been reached, ABC will need to withhold sales taxes
on all sales into Ohio on a go-forward basis.
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In other cases, the total amount of taxable sales into a state will be
the driving issue, rather than the number of transactions. When this is the
case, the company will need to compile the total taxable sales volume by
state, to see if the threshold level has been reached. When this happens,
individual state rules will determine the exact date when sales tax with-
holding must commence.

A further concern regarding economic nexus is that some states re-
quire sales taxes to be paid based on local sales tax rates where individu-
al customers are located, rather than allowing out-of-state sellers to pay a
single state-wide rate. This greatly amplifies the sales tax reporting bur-
den, especially for smaller sellers who have barely exceeded the
$100,000 or 200-transaction sales thresholds needed to trigger sales tax
withholding in most states.

Tip: If a state has a voluntary disclosure program, a seller should use it, since
doing so reduces the state’s look-back period and minimizes penalties for sales
taxes not collected in prior periods.

Sales Tax Exemptions

The application of sales tax to al// sale transactions is by no means a
comprehensive requirement. Instead, each government jurisdiction has
its own rules for which types of sales may be excluded from the calcula-
tion of sales tax, such as for the sale of food. This can make it difficult
for a business to keep track of sales tax inclusions and exclusions on an
ongoing basis. The number of exemptions can be quite massive, as indi-
cated by the following list extracted from the sales and use tax exemp-
tions list for the state of Colorado (please note that this is not even the
complete list, which is 20 pages long). It can be instructive to peruse the
topics in this list of exemptions in order to gain a feel for the types of
transactions that may (or may not) be subject to sales or use tax:

e A subscription fee for access to comparative performance ratings
and emerging stocks is a service, and so is not subject to sales
tax.

e Alteration services are not taxable if separable from the sale of
clothing.

e Assets acquired by a secured lender through foreclosure are not
subject to sales tax, though a subsequent sale of the assets would
be subject to sales tax.

e Authentication services via a digital certificate are not subject to
sales tax.

e (Call center services are non-taxable services.
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Components purchased for manufactured products are exempt,
because the products are then intended to be sold.

Computer software that is used by a consumer via an application
service provider is not taxable computer software, because the
software is not considered to be delivered to the consumer in a
tangible medium.

Computer software updates that are delivered electronically are
not subject to sales tax because they are not tangible personal
property.

Education and training is a non-taxable service.

Electric service provider’s internal use of electricity is not taxa-
ble, since it is not being sold.

Employment recruitment services are non-taxable services.
Firewood and propane sales for residential use are exempt from
sales tax.

Food that has a “nutritional facts” label is exempt from sales tax.
Fuel sales for industrial purposes are exempt from sales tax.
Infusion pumps that administer medications are exempt from
sales tax if prescribed by a licensed provider.

Live web seminars are not subject to sales tax because the semi-
nar is a service. A pre-recorded web seminar and self-study ma-
terial online are subject to tax.

Meal charges by a residential retirement community to its resi-
dents are exempt from sales tax.

Medical record retrieval and copying is a service, so it is not sub-
ject to sales tax.

Mobile homes are not subject to sales tax if they are so perma-
nently attached to real property at the time of sale that they are
treated as real property.

Orthotics, braces and splints are exempt from sales tax if fur-
nished to the patient by a licensed provider as part of the provid-
er’s professional service.

Prepaid gasoline charges relating to the lease of a motor vehicle
are not taxable as long as the charges are separately stated and
optional.

Reimbursable expenses to be billed to a client are not subject to
sales tax, unless the reimbursement is considered a resale of tax-
able goods.

Sales made to a Native American tribal member are exempt from
sales tax if the sale occurs on the tribal member’s tribal land.
Sales to non-tribal members on tribal land are not exempt.
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Transportation services are exempt from sales tax.

Video production is a non-taxable sale of services.

Virtual lessons are a service, and so are not subject to taxation.

Water sold through a pipeline is not subject to sales tax, though

bulk water sales sold in tanks are subject to sales tax.

e Web collaboration services provided to consumers within the
state by means of servers located outside the state are not subject
to sales tax, because it is an interstate service.

e  Website hosting by an out-of-state company when the servers are

also located out-of-state is not taxable.

Note: An item may be listed by a state government as exempt from sales tax,
and yet can still be subject to city, county or special district sales tax if these
jurisdictions choose not to grant a similar exemption.

In cases where there is a legitimate sales tax exemption, be sure to
state the exempt item separately from the rest of the contents of a billing,
to clarify the items to which sales tax is and is not being applied. For ex-
ample, a furniture company sells disassembled furniture to its customers
and also offers to assemble the furniture on-site for an additional labor
charge. The billing should separate the cost of the furniture from the as-
sembly labor, so that customers will only be charged sales tax for the
disassembled furniture.

Private Letter Rulings
The list of sales tax exemptions that a state’s Department of Revenue
publishes may not contain a reference to an organization’s exact situa-
tion, making it more difficult to determine which transactions are taxa-
ble. In this situation, the firm can request a private letter ruling on its
specific situation. A private letter ruling is a specific determination of
the tax consequences of a proposed or completed transaction. A private
letter ruling is generally binding on the issuing jurisdiction, and so pro-
vides taxpayers with greater certainty regarding how to proceed. Howev-
er, a private letter ruling can only be relied upon by the party to whom
the ruling was issued, not other taxpayers. To request a private letter rul-
ing, the following information should be assembled and forwarded to the
applicable Department of Revenue:

e A statement that a ruling is being requested

e A complete statement of all relevant facts

e A discussion of the business reasons for the transaction

e Copies of all documents relevant to the ruling
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e Identification of the taxpayer, including the entity’s name, ad-
dress and federal employment identification number

Note: The Department of Revenue may charge a fee to create a private letter
ruling, which is usually based on its estimate of the number of hours that will
be required to review a transaction and formulate a ruling. A more complex
ruling may require a non-refundable advance payment of several thousand dol-
lars.

Always keep all private letter rulings on file, since they can be used
as a valid defense if related sales tax transactions are later questioned by
a sales tax auditor.

Note: State governments typically post private letter rulings on their websites
(with the identifying names blanked out), so it can make sense to peruse these
rulings to see if an applicable situation has already received a ruling by the gov-
ernment.

Sales Tax Exemption Certificates

A business may not be required to pay sales taxes under either of two
scenarios, which are as follows:

e Usage basis. The state government has declared that, as long as a
product is used in a certain way, no sales tax will be charged. For
example, fuel purchased for industrial use may be considered
tax-exempt, but if the fuel is then taken by an employee for per-
sonal use, the designated usage exemption is being avoided, and
use tax should be paid. The most common usage basis for a sales
tax exemption is when the buyer of goods intends to include
them in the production of its own products, which will then be
sold to another party. In this case, only the final customer is re-
quired to pay sales tax.

e Entity exemption. The state government has declared that cer-
tain types of organizations do not have to pay sales taxes. The
most common of these entities are religious, government, and
non-profit organizations. The government may issue a separate
type of exemption certificate to these entities, such as a non-
profit certificate of exemption. There are also industry-specific
exemptions, such as the agricultural exemption certificate issued
by Kansas that appears in the following exhibit, where a farmer
is exempt from purchases used in the conduct of his business.
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The manner in which an exemption is administratively handled will
vary by state. For example, one state might issue certificates of exemp-
tion that prevent applicable sales taxes from being charged at the point of
sale. Or, another state might require that sales tax be paid at the point of
sale, after which organizations may apply to the Department of Revenue
for an annual refund. The latter approach carries a higher administrative
burden for all parties, but gives the government use of the remitted funds
for up to a year.

A business must still pay either sales or use tax on tangible assets
that it consumes. For example, a firm might consume the following and
pay a tax on them:

e Office supplies
Office furniture and fixtures
Office maintenance consumables
Store shelving
Store signage

A seller should only skip a sales tax billing to a customer when the
customer produces a sales tax exemption form (sometimes called a resale
certificate) that has been issued by the local state government. A sample
form issued by the state of Nebraska follows. By signing an exemption
form, a business is committing to only use purchased goods in the man-
ner claimed on the certificate; if the business uses the goods in some oth-
er way, it acknowledges responsibility for then submitting the applicable
use tax to the government.

The seller should keep this form on file, in case sales tax auditors
question the missing tax. A business may have a large number of these
forms on file from its customers; to keep them properly organized, con-
sider storing them in alphabetical order in a three-ring binder. Better yet,
scan the forms into a digital format and store them off-site, to prevent
their loss if the company’s main facility is destroyed. If these forms are
not on file, the auditors could hold the seller liable for all tax-free sales.

Note: Examine each exemption certificate when received to ensure that all
fields have been completed and the document has been signed. If any infor-
mation is missing or incomplete, a sales tax auditor could invalidate the certifi-
cate. If a customer’s certificate is declared invalid, the seller is then responsible
for the sales taxes that should have been collected from the customer.

Exemption certificates are only valid for a certain period of time, af-
ter which they must be replaced with a new certificate. Check with the
applicable state government to determine the termination date for its cer-

24




Sales and Use Tax Accounting

tificates, and contact customers to obtain new certificates before the ter-
mination date is reached.

Tax-free sales should on/y be allowed after a sales tax exemption
certificate is on file. If a sales tax auditor finds that an exemption certifi-
cate is dated after tax-free sales were made to a customer, the auditor can
hold the seller liable for the sales tax on those sales.

Sample Agricultural Exemption Certificate

KANSAS DEPARTMENT OF REVENUE
AGRICULTURAL EXEMPTION CERTIFICATE

The undersigned purchaser certifies that the tangible personal property or service purchased from:
Seller:

Business Name
Address:

Stieel, RR, of P. 0. Box Cay Sute Zip+d
is exempt from Kansas sales and compensating use tax for the following reason:

a Ingredient or component part 0 consumedin production a Propane for agricultural use

O The property purchased is farm or aq ire inery or equipment, repair or replacement parts, or labor services on
farm or aquaculture machinery orequipmentwhich will be used exclusively in farming, ranching, or aquaculture.

0 Seeds and tree seedlings; fertilizers, i i icides, germicides, pesticides, fungicides; and services, purchased
and used for the purpose of producing plants in order to prevent soil erosion on land devoted to agricultural use.

D p of ible p | property or services purchased

The undersigned understands and agrees that if the tangible personal property or services are used other than as stated above or

for any other purpose that is not exempt from sales or p ing tax, the igned purch becomes liable for the tax.
Purchaser:
Business Name
Address:
Stieet, RR, o P. O. Box Ciy State Zipva
Authorized Signature: Date:

THIS CERTIFICATE MUST BE COMPLETED IN ITS ENTIRETY.
WHO MAY USE THIS CERTIFICATE? Farmers, ranchers, feedlots, fisheries, grass farms, nurseries, Christmas tree farms, custom

cutters, crop dusters, and others engaged in farming, hing, I or farm and ranch work for hire are entitled to this exemption.
WHAT PURCHASES ARE EXEMPT‘I This certificate ins five p of items or uses that are exempt, and
those that are taxable are given for each exemption. In addition to ing the ition for al di part” or the

dinp ion, items purch with this certificate must be used exduswelx in agnoulture or aquaculture to

produce a product for resale — food, fiber, fur or offspring for such purposes.

RETAINING THIS CERTIFICATE: Sellers should retain a completed copy of this certificate in their records for at least three years from
the date of sale. A seller is relleved of lnablllly for the tax if it obtains a completed exemption certificate from a purd\asev with whnch lne

seller has arecurring b ip. A need not be renewed or updated when there is a
between the buyer and seller. A ing i p exists when a period of no more than 12 months elapses between sales
transactions.

INGREDIENT OR COMPONENT PART: EXEMPT: Wheat, corn, milo, soyb and seed usedtop these crops; feed for
beef or dairy cattle, sheep and hogs, ground grain for chickens in a poultry or egg-laying operation; food for aquatic plants and animals
(fish); balef twine, baler wlro and bale wrap used on hay that will be resold or used in the fammer or rancher’s own livestock production
AXABLE: B g plants and seeds for a home garden or food for pels and pleasure animals.
CONSUMED IN PRODUCTION: EXEMPT: I icides, herbicid icides, and other such chemicals
used on growmg agricultural crops for resale or used in the processing or stovage of fruit, vegetables, feeds, seeds, and grains; antibiotics,
i tticals, vitamins, minerals, and like products which are fed, injected, or otherwise applied to livestock for resale; off-road
diesel fuel, onl and oil additives consumed by farm tractors and combines; LP gas for agricultural use. TAXABLE: Insecticides and the like
purchased for use in a home garden; antil ins, etc. p for pets or pleasure animals; fuels, cils, for cars, trucks, and ATVs.
PROPANE FOR AGRICULTURAL USE: EXEME[, Propane used to operate farm machinery. TAXABLE: Propane for non-agricultural
use, including for barb grills, and i d to operate on public highways.
FARM OR AQUACULTURE MACHINERY AND EQUIPMENT: To qualify, the machinery or equipment must be used ONLY in farming,
ranching, the operation of the feedlot or nursery, farm or ranch work for hire, or aquaculture. The exemption applies to the rental or
p of fam or I inery and i as well as the parts and labor p to repair or maintain the farm or
Ity hii and EXEMPT: Combit discs, farm tractors, harrows, hay balers, irfigation and milking equipment,
planters, plows, ullers and work-site utility vehicles (see NOTICE 06-02). TAXABLE Air compressors and tanks, all terrain vehicles
(ATVs), automobiles and trucks, bam ventilators, building and electrical fencing ials and tools, garden hoses,
grain bins, hand tools, lawnmowers, silos, water and gas wells, welding equij and any equi that b a part of a building,
facility, or land improvement.
SEEDS AND TREE SEEDLINGS: All components of a shelter belt or wind break planted on agricultural land are exempt from sales tax.
This includes the trees, fertilizers, pest control chemicals, moisture/weed barrier and staples, and above ground irrigation equipment.
Furthermore, all services related to the planting or caring of the trees planted on agricultural Jand are exempt from sales tax.

Note: See Publication KS-1550, Kansas Sales & Use Tax for the Agricultural Industry, at www.ksrevenue.org for additional information.

25



Sales and Use Tax Accounting

Sample Resale Certificate

NEBRASKA- ]
- Nebraska Resale or Exempt Sale Certificate FORM
— for Sales Tax Exemption 13
Name and Mailing Address of Purchaser Name and Mailing Address of Seller |
Name Name
Lecal Name
Streel or Other Mading Address Street or Other Mailing Address
City State Zip Code | City State Zip Code
Check Type of Certificate
[[]Single Purchase  If single purchase is checked, enter the related invoice or purchase order number
[[] Blanket If blanket is checked, this certificate is valid until revoked in writing by the purchaser.

I hereby certify that the purchase, lease, or rental by the above purchaser is exempt from the Nebraska sales tax for the following reason:
Check One [ Purchase for Resale (Complete SectionA.) || Exempt Purchase (Complete Section B.) [ Contractor (Complete Section C.)

Section A—Nebraska Resale Certificate
Description of Properly of Service Purchased

1 hereby certify that the purchase, lease, o rental of’ from the seller listed
above is exempt from the Nebraska sales tax as a purchase for resale, rental, or leasc in the normal course of our business. The property or service will be
resold cither in the form or condition in which it was p oras an ingredient or part of other property or service to be resold.

1 further certify that we are engaged in business as a: [JWholesaler  [] Retailer [IManufacturer ] Lessor

Description of Product Soid, Leased, or Rented

of

My Nebraska Sales Tax ID Number is 01-

If none, state the reason

or Foreign State Sales Tax Number, State

Section B pt Sale Certificate
The basis for this exemption is cxemption category

(See the list of Exemption Categories and corresponding numbers on reverse side).
1f exemption category 2 or 5 is claimed, enter the following information:
Description of Property or Service Purchased Intended Use of Property or Service Purchased

If exemption category 3 or 4 is claimed, enter your Nebraska Certificate of Exemption State 1D number. 05-
Do not enter your Federal Employer ID Number.
If exemption category 6 is claimed, the seller must enter the following information and sign this form below:
Description of ltems Soid Date of Seller's Orignal Purchase Was tax paid when purchased by seler? | Was tem depreciable?
[IYes [INo [lYes [INo

Section C—For Contractors Only

1. Purchase of building materials or fixtures.

[] AsanOption 1 or Option 3 contractor, | hereby certify that the purchase of building materials and fixtures from the seller listed above are exempt
from Nebraska sales tax. My Nebraska Sales or Use Tax 1D Number is: }

2. Purchases made by an Option 2 under a Agent A on behalf of
X (exempt entity)
[Z] Asan Option 2 contractor, 1 hereby certify that the purchase of building materials and fixtures from the seller listed above is exempt from
Nebraska sales tax pursuant to the attached P ing Agent A and Delegation of Authority for Sales and Use Tax, Form 17.

Any purchaser, agent, of other person who compietes this certificate for any purchase which is not for resale, lease, or rental in the regular course of the
purchaser’s business, or is not otherwise exempled from sales and use Laxes is subject 1o a penally of S100 or ten times the tax. whichever amount is larger, for
each instance of presentation and misuse. With regard 1o a blanket certificate, this penally apphes 10 each purchase made during the period the blanket cerlificate
is in effect. Under penalties of law, | declare that | am authorized 10 sign this certficate, and 10 the best of my knowledge and beliel,  is correct and complete.

sign

|
here P Althorized Signature Title Date

Authorized Signalure Name (please print)

A variation on the sales tax exemption certificate is an exemption on
the purchase of machinery and machine tools that will be used within the
state in a manufacturing process. Though this exemption may be allowed
at the state level, local governments such as cities and counties may not
grant the exemption, resulting in the payment of a reduced sales tax that
does not include the state-level sales tax. To claim the exemption, the ac-
countant fills out a form (such as the one shown in the next exhibit for
the state of Colorado) and sends one copy to the seller and one to the ap-
plicable state’s Department of Revenue. Upon receipt of the completed
form, the seller no longer has any liability to collect sales tax on the sale.
Instead, the buyer is now liable for any subsequent sales or use tax liabil-
ity associated with the purchase.
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Sample Form for Machinery-Related Sales Tax Exemption

Sales Tax Exemption On Purchases
Of Machinery And Machine Tools

Seller Colorado Sales Tax Account Number

Address City State |Zip

Purchaser ICdorado Sales Tax Account Number

Address |C|ty State |Zip
Is Equipment

Date of Purchase (MMDD/YY) Amount of Purchase
] Leased [ Purchased

Description of Item(s) Including Machine Parts

How Used in Manufacturing

End Product How Sold
] Wholesale [ Retail ] New [ Used

This Section is for Businesses Located in Enterprise Zones
(See Instructions on Reverse Side)

Amount of Purchase for Machinery, Machine Tools and Parts

Materials used in the construction of machinery and machine tools (after 06/07/89)

| hereby certify that is
(Name of Purchasing Firm or Person)

entitled to the exemption on purchases of machinery or machine tools.

Name of Person Authorizing Purchase (please print)

ITBy ( g of P Firm) Title

A final note regarding the use of sales tax exemption forms is that
the seller is expected to use common sense when applying it. When a
customer is clearly purchasing goods that will not be covered by the
terms of its exemption certificate, the seller is still obligated to charge
sales tax. For example, when a farmer has an agricultural exemption cer-
tificate for the purchase of fertilizer and pesticides, but also buys a lawn
chair with the same purchase order, the seller should realize that the lawn
chair does not fall under the exemption, and so should be taxed.

Multiple Points of Use Certificate
Sales taxes present a particular problem for those companies that sell and
purchase software that is to be concurrently used in multiple tax jurisdic-
tions, since the sales tax for this transaction should ideally be remitted to
multiple tax jurisdictions.

The issue can be eliminated by obtaining a multiple points of use
certificate (MPU) from the state government. A sample form follows.
This document accomplishes the following two items:
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o The seller of the software is not required to collect a sales tax on
the sale transaction.

e The buyer of the software is required to pay a use tax on its
software purchase. The buyer apportions the amount of the use
tax among the applicable tax jurisdictions where the software is
to be used. The apportionment method can be based on any rea-
sonable method, as long as it is applied in a consistent and uni-
form manner, and the method can be justified through supporting
records.

Sample Multiple Points of Use Certificate

STECMPU

Department of Rev. 315
Taxation
tax.ohio.gov

Chio

Multiple Points of Use Exemption Certificate

The purchaser hereby claims exception or exemption on the purchase of tangible personal property and selected services
made under this certificate from:

(vendor’s name)

and certifies that the claim is based upon the purchaser’s proposed use of the items or services, the activity of the purchase,
or both, as shown hereon:

Check one:
[[] single purchase certificate: Relates to invoice/purchase order #

[[] Blanket certificate: If checked, this certificate continues in force until canceled by the purchaser.
D Multiple points of use exemption certificate: Services or computer software delivered electronically for use in business.

Please describe the services or computer software electronically delivered for use in business:

By issuing this multiple points of use exemption certificate, the above stated purchaser attests to the following:

. The purchaser is not a holder of a direct payment permit granted under Ohio Revised Code section (R.C.) 5739.031;

2. At the time of purchase, the services or computer software that is delivered electronically for use in business will be con-
currently available for such use in more than one taxing jurisdiction;

. Upon issuance of this certificate, the purchaser is relieving the vendor of the obligation to collect, pay or remit the tax due,
and the purchaser must pay the tax directly to the appropriate taxing jurisdictions; and

4. The purchaser will maintain adequate records (as required by R.C. section 5739.11) as they existed at the time of the

purchase to substantiate the method used to apportion the tax due on the purchase(s).

-

w

Purchaser must state a valid reason for

or

g P

Purchaser’s name

Purchaser’s type of business

Street address

City, state, ZIP code

Signature Title

Date signed

Vendor’s license number, if any
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A simple apportionment method that should be easy to justify is to
base the allocation on the number of software users in each tax jurisdic-
tion. Several other issues related to the MPU are:

e Applicability. The MPU is currently allowed for pre-written
software that is delivered by electronic means. The MPU does
not apply to software that has been pre-loaded on a computer
when the computer is sold.

e Usage. The MPU is part of the Streamlined Sales and Use Tax
Agreement (which is described later), so it should become more
widely used as the Agreement is gradually accepted among more
state governments.

e Wider use. A few tax jurisdictions have adopted a broader inter-
pretation of the MPU, allowing it to be applied to the sale of
computer projects or services, usually involving the sale of digi-
tal products.

Sales Tax Holidays

Many states have instituted sales tax holidays, where there is a sales tax
exemption for a few days each year for the purchase of a few items that
are considered to be beneficial from the perspectives of either emergency
preparedness, energy conservation, or students. There is a cap on the
amount of each purchase that will not be subject to sales tax. Examples
of the types of goods that may be covered by a sales tax holiday are
clothes, school supplies, computers, Energy Star products, and power
generators. A complete listing of sales tax holidays is maintained on-line
by the Federation of Tax Administrators. The applicable Web page is:

http://www.taxadmin.org/sales-tax-holidays

Special Situations

The treatment of delivery charges varies considerably by state. Some
Departments of Revenue consider delivery charges to be service-related,
and so consider them to be tax exempt. Other jurisdictions have made de-
terminations in the reverse direction. Consequently, check with the ap-
plicable state’s Department of Revenue to clarify the situation.

A company accepts exemption certificates that are issued by another
state. The company has two modes of distribution. One is to sell directly
to customers, and the other is to sell through retailers. In the first case, if
the customer has an exemption certificate, the company is not required to
collect sales tax from the customer. In the second case, where the com-
pany is selling through a retailer, if the retailer does not have an exemp-
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tion certificate, the company must collect sales tax from the retailer. The
latter situation is the case even when the ultimate customer (buying from
the retailer) has an exemption certificate.

Streamlined Sales and Use Tax Agreement

In the preceding Multiple Points of Use Certificate section, we referred
to the Streamlined Sales and Use Tax Agreement. This Agreement is in-
tended to simplify and modernize sales and use tax administration in or-
der to substantially reduce the burden of tax compliance. The agreement
focuses on improving sales and use tax administration systems for all
sellers and for all types of commerce through the following actions:

e State-level administration of sales and use tax collections
Uniformity in the state and local tax bases
Uniformity of major tax base definitions
A central, electronic registration system for all member states
Simplification of state and local tax rates
Uniform sourcing rules for all taxable transactions
Simplified administration exemptions
Simplified tax returns
Simplification of tax remittances

Thus far, the states noted in the following exhibit have passed legis-
lation to conform to the Agreement:

States Conforming to the Streamlined Sales and Use Tax Agreement

Arkansas Michigan North Dakota Utah

Georgia Minnesota Ohio Vermont

Indiana Nebraska Oklahoma Washington

lowa Nevada Rhode Island West Virginia

Kansas New Jersey South Dakota Wisconsin

Kentucky North Carolina Tennessee Wyoming
Use Tax

As stated earlier, a buyer is responsible for paying use tax if the seller of
tangible goods did not charge the buyer a sales tax. A useful way to view
the use tax concept is that, theoretically, a/l purchases made by a buyer
should be assigned a sales tax—which is classified as a sales tax if the
seller charges the tax and remits the proceeds to the government, and as a
use tax if the buyer has to pay the tax to the government. Use tax most
commonly arises when a buyer orders goods from out of state (such as
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from an Internet store), and the seller (not having nexus in the buyer’s
state) does not have to charge sales tax on the transaction.

EXAMPLE
Pianoforte International buys supplies from an office supply store in Nebraska,
which delivers them by common carrier to Pianoforte’s office in Colorado.
Since the supplier has no nexus in Colorado, it does not charge sales tax on
these purchases. However, since Pianoforte would have paid sales tax on these
purchases if it had purchased them in Nebraska, it should pay use tax to the
state of Colorado.

As noted in the preceding example, use tax is typically paid in the
state in which the buyer takes possession of tangible property. Thus, the
tax is not due to the state government from which the goods were
shipped, but rather to the state government in which delivery was made.

The accounting for use tax is to accrue a use tax liability for each ap-
plicable purchase. This amount is also recognized as an expense for the
business. Thus, the general format of the journal entry is:

Debit Credit
Expense [expense account] XXX
Use tax liability [liability account] XXX

The exact expense account charged when use tax is recognized can
vary. If the aggregate amount of use tax recognized per year is small, the
easiest approach is to charge it to a miscellaneous expense account. For
larger amounts, a unique account can be created for it.

It can be difficult to determine the amount of use tax to pay. The
most labor-intensive approach is to examine every non-exempt supplier
invoice to determine which ones did not include sales tax, and accrue a
use tax for these invoices. This can include a review of contracts and
lease agreements to determine which party to these agreements is respon-
sible for making sales tax payments. An easier approach is to aggregate
all out-of-state purchases for items subject to sales tax and calculate the
use tax on this total amount. Since some out-of-state vendors may have
charged sales tax, this second approach tends to over-estimate the
amount of use tax. A third approach is to flag those out-of-state vendors
that habitually charge sales tax, and exclude these purchases from the
aggregate amount noted in the second calculation method. The third ap-
proach can be refined by conducting a detailed transaction review for
vendors from which large purchases were made (especially for machin-
ery and information technology equipment). The third approach is rec-
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ommended, since it should result in a fairly accurate use tax liability
without requiring a massive amount of investigatory labor.

Use tax is typically based on the purchase price of an asset. Thus, if
the local sales tax is 7% and an asset was acquired for $1,000, then the
buyer owes a use tax of $70. The situation is not so clear when the user
has constructed an asset, such as self-constructed machinery. In this case,
there are several possible ways to devise the basis upon which the use tax
is calculated. They are:

e The cost of the materials used to construct the asset

e The full cost to construct the asset, which includes labor

e The fair market value of the asset, if it were to be sold on the

open market

Most states allow use tax to be calculated just based on the cost of
the materials used to construct the asset, which is the easiest calculation
method. A further concern is that many states exempt machinery used in
the production process from sales or use tax, so none of these calculation
methods may be needed.

Additional Use Tax Issues

Items purchased for inventory are not subject to sales or use taxation.
However, if items are removed from inventory for business or personal
use, they have, in effect, been sold to the final user. If this has occurred,
the company is now liable to pay use tax on the items removed from
stock.

A business may return goods to a supplier, at which point the suppli-
er issues a credit that reduces or eliminates the amount billed on the orig-
inal invoice. All credits received should be used to reduce the amount of
the use tax accrual, as long as the credits relate to items for which a use
tax accrual had originally been made.

EXAMPLE
A furniture retailer buys furniture from manufacturers and pays no sales tax on
these purchases, on the assumption that the furniture will then be sold to cus-
tomers and sales tax will be charged to the final customers. However, the store
manager elects to remove several desks and chairs from stock for use by the
staff as office furniture. The retailer owes use tax on these desks and chairs as
soon as they are removed from stock.

A curious issue with use tax payments is that the Department of
Revenue does not necessarily collect this tax on behalf of counties, cities,
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or special districts. Instead, it may be necessary to make separate pay-
ments to each of these entities. Check with the Department of Revenue to
which the company sends payments to determine the local treatment of
these remittances.

Buying and Selling a Business

The rules related to sales and use taxes when a business is bought or sold
will vary by state, but the general concepts are as follows:

e The seller of the business must pay all taxes due at the time of
the sale and close the business’ sales tax account with the De-
partment of Revenue.

e The buyer of the business must obtain a new sales tax license
and pay sales tax on the tangible personal property being ac-
quired, excluding inventory.

Sales Tax Audits

The state government may periodically send a sales tax audit team to a
business to examine its records and see if the government has been
shortchanged on the amount of sales tax remittances that it should have
received. If so, the audit team can charge the company for the amount of
the sales tax shortfall, plus penalties and interest. This amount can be
substantial, and is especially galling for management, since the presump-
tion in a sales tax audit is that the business is presumed guilty unless it
can prove otherwise.

A business will find that the likelihood of a sales and use tax audit
will increase as its sales grow. The reason is that audit teams are expen-
sive, and so must generate a return for the employing government. Thus,
a small organization is much less likely to be subjected to an audit, simp-
ly because even quite a large adverse finding would still represent a rela-
tively small return for the government. Conversely, a proportionally
small sales and use tax issue at a large firm might still represent a major
cash inflow for the state government.

Note: No matter what a company’s size is, it may still be audited as a byprod-
uct of an audit of a different organization, usually a supplier. The auditors will
note any invoices issued by the supplier on which sales tax was not charged,
and then follow up with the buyer to see if use tax was paid. Thus, a concentra-
tion of untaxed purchases from a particular supplier can trigger an audit.
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The audits can be conducted by any government that believes a com-
pany owes it sales taxes, so the number of these audits to which a busi-
ness can be subjected is nearly unlimited.

There are some variations on how an audit can be conducted, but the
basic steps are as follows:

L.

The auditor sends a notice of audit to the targeted business and

arranges for a range of dates during which the audit will take

place.

The auditor defines the audit objective, which is usually to locate

mistakes in a company’s tax compliance. Based on this objec-

tive, the auditor decides which areas are most likely to contain

errors, and focuses the audit work on those areas.

The auditor requests that a specific date range of customer and

supplier invoices be made available by the target company.

The auditor selects a sample of the total population of customer

invoices that is considered to be representative of the entire pop-

ulation, so that a conclusion regarding error rates can be drawn

with a high degree of confidence for the entire population. Or, if

the business is quite a small one, the auditor reviews the entire

population of invoices. Possible sampling methods are:

= Cluster sampling, where a contiguous block of transactions
are pulled for examination. Pulling these records is less ex-
pensive than transaction sampling, since records are being
pulled from fewer locations.

= Time period sampling, where transactions are examined
within a narrow date range. This is not the most desirable
sampling method, since it assumes that the transactions oc-
curring on a specific date are representative of the transac-
tions occurring on other dates, which may not be the case.

= Transaction sampling, where a specific invoice is examined.
The selected items are dispersed through the audit period.
Pulling these records can be expensive, since they may be
scattered throughout the population.

The auditor examines the invoices to determine whether sales tax

was charged on all taxable items and that the tax was properly

remitted to the government.

For those items for which sales tax was not charged, the auditor

investigates whether there is a valid sales tax exemption certifi-

cate that supports the transaction. Also, the auditor examines the

products purchased by the customer to see if they qualified for

the exemption.
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7. The auditor verifies that all funds collected from customers were
remitted to the government, and in a timely manner.

8. The auditor conducts a similar sampling test on supplier invoices
to see if sales tax was charged by the supplier or if use tax was
paid by the target company. When neither situation applies, the
auditor looks for a valid sales tax exemption certificate for the
company.

9. The auditor examines purchases made under an exemption certif-
icate and verifies that these transactions should actually be ex-
empt from sales tax.

10. The auditor examines all assets disposed of by sale to a third par-
ty, and determines whether sales tax should have been charged
on these sales.

11. The auditor compiles a list of exceptions found and forwards
them to the company’s accountant for review.

Note: Be prepared to defend the exemption of inventory or fixed as-
sets that were purchased under an exemption certificate. This in-
volves explaining how these items are used and why they fit under
the state’s sales tax exemption rules.

When an audit team conducts a sales and use tax audit, some excep-
tions will likely be found. A common approach is for the audit team to
then use error rate extrapolation, where they multiply the rate at which
errors occurred within their sampling work to the total number of com-
pany transactions. For example, if the team finds that $100 of sales tax
was not collected in a sample that comprises 2% of a company’s total
sales volume, it will extrapolate this finding to the rest of the company’s
sales—which in this case results in a total charge for uncollected sales
taxes of $20,000, which is calculated as follows:

$100 Error +.005 = $20,000 Total extrapolated amount

Further, the auditors will then add a penalty and interest charge to the
total extrapolated amount. This extrapolated amount can turn into quite a
large assessment. The size of this potential assessment can be a signifi-
cant inducement for a firm to create a detailed set of procedures for deal-
ing with sales and use taxes, thereby driving down its error rate.

Note: Sales and use tax audits are especially likely in states that do not have an
income tax, since sales and use taxes comprise quite a large part of their total
income.
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Errors in Compliance
An audit team may judge a number of events to be errors in compliance.
The accountant should understand the nature of each of these error types
in order to keep them from occurring. Here are several examples of com-
pliance errors:
e Applying the wrong sales tax rate to a transaction
e Exempting a transaction from sales tax without a certificate of
exemption
e Failing to determine whether the organization has nexus in an-
other state
e Incorrectly reporting the total amount of sales and use taxes due
for a reporting period
e Incorrectly reporting the total amount of sales generated in a re-
porting period
e Not paying a use tax on a business purchase that was untaxed by
the seller

Audit Best Practices

There are a number of techniques that an accountant can use to reduce
the impact of a sales tax audit on the organization. They are noted within
the following headings for planning, behavior, and prevention:

Planning Topics

The work associated with a sales tax audit begins well before the gov-
emmment’s audit team walks in the door. The accountant should have
spent time in advance negotiating certain aspects of the audit, while also
reviewing the documents that the auditors plan to examine. More specifi-
cally:

e Schedule appropriately. Within reasonable limits, an auditor is
usually willing to schedule an audit around the schedule of a
company’s accounting department. This means shifting the audit
away from the closing period and any seasonal activities that
might leave little time to assist the auditor.

¢ Negotiate the audit period. It may be possible to negotiate the
date range over which the auditor wants to examine records.
There are several reasons for doing so, one of which is to reduce
the number of invoice records that must be pulled from the ar-
chives. Another reason is to point the auditor at those periods
when it is most likely that the company was in compliance with
all sales tax requirements, such as slow periods or when the most
reliable staff person was in charge of billings.
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Use electronic access. It may be possible for the auditors to con-
duct a review of the company’s electronic records. This is advan-
tageous for the company, since there is no need for the account-
ing staff to pull printed records from the archives, and the auditor
may be able to conduct some of the work from an off-site loca-
tion—which reduces the on-site disruption. Further, electronic
access eliminates the risk of being unable to locate an invoice in
the archives. This situation is most likely when a company has a
large volume of transactions stored in an electronic format and
especially when the auditors would otherwise need to access
documents from multiple company locations.

Review certificates. Conduct a detailed examination of every
sales tax exemption certificate on file to ensure that it is com-
plete and has not expired. If there are any issues, correct them
before the arrival of the auditors.

Review business purchases. Examine all purchase records for
goods consumed by the company to ensure that either sales tax
was paid at the point of purchase, or that use tax was paid after-
wards.

Flag special sales. The sales records may contain a few isolated
cases where a sale was unusual, such as an order for a custom
product or a large one-time order. Consider requesting that the
related invoices be pulled from the samples being reviewed by
the audit team, since they are not representative of the entire
population of invoices.

Reconcile reports. Verify that the gross sales figure stated on the
company’s federal income tax return and financial statements
matches the aggregate amount of gross sales figures stated on the
state sales tax reports for the same period. Prepare a reconcilia-
tion statement if there are any differences.

Organize documents. Do not hand the audit team a disorganized
sheaf of invoices and other documents for their review. Doing so
only prolongs their visit, since they have to spend extra time
sorting through the documents. Instead, organize the documents
in the order in which they were requested, or at least in an order
that would make logical sense from the perspective of someone
reviewing them.

Allocate workspace. Reserve space for the auditors in a room
that is sufficiently far away from other business activities that
they will not overhear conversations, which they might other-
wise misconstrue. Always provide a workspace that has ample
room; providing cramped quarters makes the auditors less effi-
cient, which may prolong the duration of their audit.
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Behavior Topics

Sales tax auditors are investigating a company to look for cases of tax
non-payment, and so are in an investigative and essentially judgmental
role. Many accountants do not enjoy having auditors on-site, since they
feel that their performance is being judged. Also, the nature of their work
causes auditors to interfere with the ongoing work of the accounting de-
partment. For these reasons, it is all too easy to view sales tax auditors as
annoyances; this attitude can appear in many forms, such as making au-
ditors wait for meetings or giving them incomplete documentation. Do
not go down this path. Auditors are professionals and may care deeply
about their work, so treat them with a high degree of respect. Within that
general framework of advice, here are several behavioral best practices
to consider:

e Minimize communications. A sales tax auditor is always search-
ing for clues that could expand the potential liability to which the
business will be exposed. Consequently, coach the accounting
staff in advance to never volunteer information to an auditor.
Only respond to exactly those questions asked. If there is any
point of confusion regarding a request, obtain clarification so
that only the information requested is supplied. A good way to
minimize communications is to designate just one person as the
official point of contact between the auditors and the accounting
department.

e Treat professionally. Counterbalancing the previous point is that
an auditor will react poorly to being mistreated, and will be less
likely to resolve audit issues in the company’s favor. An auditor
might also believe that an abrupt and rude accounting staff is try-
ing to hide something, and so will dig deeper into the organiza-
tion’s records. Consequently, treat the person(s) in a professional
manner and with the utmost courtesy, but do not engage in an
excessive amount of communication that will reveal actionable
information about the company.

e Review prior to submission. Have a senior accountant review all
requested items before they are given to the auditors. By doing
so, any inaccurate items can be corrected and irrelevant items
removed.

e Challenge findings. An auditor’s findings may not necessarily be
correct. It is possible that the auditor made a mistake in interpret-
ing the nature of a transaction or in calculating the amount of
sales tax charged. Consequently, spend a sufficient amount of
time reviewing every finding made, and challenge the auditor
when there appears to be a valid concern. When the auditor
agrees that an exception is not valid, verify that the exception has
been removed from the auditor’s tax assessment calculation.
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Prevention Topics

Certain best practices should be engaged in on an ongoing basis, and ir-
respective of the presence of sales tax auditors. The following practices
are intended to improve the level of an organization’s compliance with
sales and use tax regulations:

Conduct internal audits. Conduct the company’s own sales and
use tax audit at regular intervals, using the same analysis tech-
niques that a government audit team would use. Whenever an er-
ror is found, examine the underlying policies and procedures to
determine how it occurred, and fix the system to ensure that it
does not happen again.

Examine exemption certificates. Trace a selection of un-taxed
sales to exemption certificates. Note all exceptions, where an ex-
emption certificate cannot be found or the certificate is out-of-
date. Examine the exceptions to see if the system for handling
sales tax exemptions should be altered.

Identify contractors. In most states, the rule is that a contractor
charging a lump sum for a construction contract is responsible
for paying sales tax, rather than the client of the contractor.
When this is the case, clearly identify the contractor as such in
the accounting records, so that the auditors will not count these
invoices as an exception. It can be helpful to prepare a list of all
lump-sum contractors in advance and give it to the auditors when
they arrive.

Maintain excellent records. One way to keep an audit team
from finding any compliance errors is to maintain well-organized
records that detail the sales and use taxes paid, along with the in-
voices on which they were paid.

Verify taxable items. Routinely review the Department of Reve-
nue’s listing of transactions subject to sales tax and verify that
the company is paying use tax on these items when sales tax is
not billed by suppliers. Pay particular attention to taxable busi-
ness purchases, such as furniture and office supplies.

Note: If there is any aspect of a sales tax audit that is vague or excessively
complex, consider hiring a sales tax consultant who can represent the company
with the auditors to the company’s best advantage. This approach is probably
only cost-effective when there is a significant risk of a large assessment.

Once an audit has been completed, ask the auditors if they found any
issues that the business can correct by altering its policies and proce-
dures. The auditors see many accounting systems as part of their work,
and so can be considered experts on what constitutes inadequate systems.

39




Sales and Use Tax Accounting

Depending on the circumstances, it may be worthwhile to write a let-
ter to the Department of Revenue, requesting a waiver of the assessment
calculated by the auditors. It is unlikely that the sales tax and interest
portion of the assessment will be waived, since the main point of the au-
dit was to generate revenue for the government. Nonetheless, the ac-
countant could point out that the business has subsequently implemented
systems and employee training that will avoid exceptions in the future,
thereby building an image of a contrite organization. It is possible that
the penalty portion of the assessment could be waived if the letter is suf-
ficiently persuasive.

A final note regarding sales tax audits is that a large assessment will
likely trigger an ongoing series of periodic audits. Once the Department
of Revenue has found a large new source of revenue, it can be expected
to keep returning in later years in hopes of finding yet more revenue.
Further, later audit teams will use the work papers written by the initial
audit team to pinpoint the best places to locate sales tax issues, and will
zero in on these areas again. Conversely, if there is only a small assess-
ment or (better yet) no assessment at all, the manager in charge of the
audit will conclude that the company is not a good source of additional
revenue, and so may avoid scheduling additional audits for a long time.

Reverse Audits
A business may wish to contract for a reverse audit, where an outside
firm is engaged to examine the organization’s books to see if it has over-
paid any sales taxes. If so, the company can apply for a refund and alter
its systems to ensure that the overpayment does not recur. A business is
more likely to need a reverse audit when its policies and procedures are
poor, and there is a high rate of employee turnover in the accounting de-
partment.

To conduct a quality reverse audit, the outside firm needs to acquire
a clear understanding of what the business does, how it operates, and
where it operates. A prime area for investigation is whether the organiza-
tion is paying sales tax on items for which it should have an exemption,
such as production equipment or goods for which there is a special state
exemption. The outside firm may conclude that there are areas of a suffi-
ciently uncertain nature that the company should ask the state for a pri-
vate letter ruling, which (depending on the outcome) can then be used to
obtain sales tax refunds.

Additional Sales and Use Tax Topics

This section contains a few additional points pertaining to policies, train-
ing, and the use of software that can improve an organization’s handling
of sales and use taxes.
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Policies
The following policies can be useful in the construction of a system for
handling sales and use taxes:

e The amount of the sales tax charged must be stated on a separate
line item of an invoice. This is a typical requirement of state
governments, so that their audit teams can more easily determine
whether sales tax was charged, and whether it was in the correct
amount.

e A periodic comparison shall be conducted of the sales tax rates
stored in the accounting system to the rates currently posted by
the applicable government authorities. The intent is to ensure
that the company is charging the correct sales tax percentages on
its billings to customers. This comparison should be on at least
an annual basis, if not quarterly.

e The accounting department must be informed when inventory is
sold or given to employees, so that the applicable sales or use tax
can be calculated and forwarded to the state.

e When non-taxable items are included on a customer invoice,
they must be listed in a separate line item. Otherwise, it is im-
possible to keep from assigning a sales tax to them.

Training

Conduct a training class for those employees who deal with customers in
regard to sales taxes and sales tax exemptions. This training is especially
important for sales clerks who are dealing with customers that are re-
questing tax-free purchases. Employees should have a firm understand-
ing of which products are tax-free, rather than relying on customers to
tell them.

Software

When a business has nexus in many locations, it can be quite confusing
to keep track of the sales tax rates that should be applied in every loca-
tion. To mitigate this problem, consider acquiring a tax rate software
package that is routinely updated by the vendor, and which provides the
most up-to-date tax rate information for states, counties, cities, and spe-
cial taxation districts.

Summary

The reader should come away from this course with the understanding
that sales and use taxes can be surprisingly complex, requiring a deep
understanding of when sales tax must be applied to a customer billing
and when use tax must be paid on an un-taxed supplier invoice. Further,
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the use of error rate extrapolation by sales tax auditors can result in large
tax assessments that might strain the financial resources of a smaller
firm. Consequently, the accountant should appreciate the need for a
comprehensive system of policies and procedures in the handling of sales
and use taxes.

The information in this course was intended to apply in a general
sense to businesses operating anywhere. However, a state or local gov-
emmment may have unique sales and use tax laws that diverge from the
information stated in this course. Consequently, it may be necessary to
contact the local Department of Revenue if there are any concerns about
the proper application of local sales and use tax laws.
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Review Questions

1. Which activity is not involved in a sales tax account reconciliation?

A.

B.

C.
D.

Verifying that all sales taxes were charged to the correct ac-
count

Verifying that all payments were posted to the correct ac-
count

Forwarding the reconciliation to the Department of Revenue
Determining whether any remittance payments were missed

2. Nexus is considered to have been established in which of the follow-
ing situations?

A.

B.
C.

D.

Company employees repeatedly travel to a state in order to
solicit business there

The company ships goods to a state by common carrier

The company advertises in a state for people to cross the
border and buy at its store

The company sells data online, using servers based at its
headquarters

3. What is not a valid type of sales tax exemption?

Caowp

Usage basis
Retail sales
Industry-specific
Entity exemption

4. What is a feature of the Streamlined Sales and Use Tax Agreement?

cawp

County-level administration of sales and use tax collections
Local variations in the format of tax returns

Uniformity of major tax base definitions

Allowed variations in the tax rates applied at the state and
local levels

5. A sales tax auditor is tasked with conducting an audit of a very large
manufacturing firm. Which of the following is her least-efficient
choice for a sampling method to be used to review transactions?

cCaowp

Time period sampling
Cluster sampling
Transaction sampling
Full population review
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6. What is an example of an audit issue prevention best practice?
Maintain excellent records

Treat auditors professionally

Use electronic access

Negotiate the audit period

Caowp
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L.

A.

B.

Incorrect. Sales taxes might have been incorrectly recorded in
the wrong general ledger account.

Incorrect. It is possible that a remittance payment was posted to
the wrong general ledger account, making it appear as though no
payment was made at all.

Correct. An account reconciliation is intended for internal use,
to ensure that the information in an account is accurate. It is not
intended for external distribution.

Incorrect. A key reconciliation step is to determine whether any
remittance payments to the state government or other govern-
ment were missed, so that a payment can be initiated.

Correct. By sending employees into a state, a company is hav-
ing regular contacts in the state through its employees, which in-
dicates that the entity has nexus in the state.

Incorrect. By using a common carrier, the firm is avoiding the
entry of its own personnel into the state, so there is no nexus.
Incorrect. The solicitation of buyers does not by itself indicate
that a company has nexus.

Incorrect. The servers are located in the company’s home state,
so there is no physical presence in any other state.

Incorrect. An exemption is granted if a purchased product is used
in a certain way.

Correct. Retail sales are one of the primary sources of sales tax
revenue, so there is no general exemption in this area, though
there are many product-specific exemptions.

Incorrect. Certain industries may have sales tax exemptions, such
as agricultural producers.

Incorrect. An entity exemption may be granted for certain types
of organizations, such as religious, government, and non-profit
institutions.

Incorrect. The Agreement features administration of sales and
use tax collections at the state level.

Incorrect. The Agreement mandates the use of simplified tax re-
turns.

Correct. The Agreement sets forth a standard set of tax base def-
initions, thereby introducing definition uniformity across the
states accepting the Agreement.

Incorrect. The Agreement mandates that state and local tax rates
will be simplified.
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Incorrect. Time period sampling focuses on a narrow date range
for its samples, which can reduce the work needed to pull docu-
ments, but at the cost of not necessarily having a representative
sample.

Incorrect. Cluster sampling requires less work to pull documents
than other sampling methods, while still allowing the auditor to
engage in a relatively small amount of examination work in
comparison to the total population.

Incorrect. Transaction sampling is a theoretically correct way to
draw conclusions about a population of transactions by examin-
ing a small fraction of the total.

Correct. This choice would require the auditor to examine the
entire population of transactions, which would be grossly ineffi-
cient in a larger firm that processes large numbers of transac-
tions.

Correct. Maintaining excellent records is a prevention best prac-
tice, since doing so makes it easier to find and correct sales and
use tax payment exceptions.

Incorrect. Treating auditors like professionals is a behavioral
best practice, rather than a prevention best practice.

Incorrect. The use of electronic access by the auditors is a plan-
ning best practice, rather than a prevention best practice.
Incorrect. Negotiating the audit period is a planning best prac-
tice, rather than a prevention best practice.
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Combined rate. A situation in which states allow local government enti-
ties to add their own sales taxes to the baseline state sales tax rate.

Destination-based taxation. When taxes are calculated based on the
point of delivery to the customer.

Error rate extrapolation. When the error rate calculated from a sample is
applied to an entire population.

Economic nexus. When a business generates a certain amount of sales in
a particular state.

Home-rule. An arrangement in which a local government requires that
sales taxes be remitted directly to it.

Nexus. The physical presence of a business in a state.

Origin-based taxation. When taxes are calculated based on the point at
which goods are sold.

Private letter ruling. A specific determination of the tax consequences of
a proposed or completed transaction.

Sales tax. A tax imposed on the sale of tangible personal property and
certain services.

Sales tax license. A permit to collect sales taxes on behalf of a govern-
ment.

Sales taxes liability. A liability account in which is stored the amount of
sales taxes collected from customers and not yet remitted to the gov-
ernment.

Single rate. When a state imposes a single statewide tax rate.

State-collected taxes. An arrangement where a state’s Department of
Revenue collects sales taxes on behalf of all tax-collection entities in
the state.

Use tax. A tax similar to the sales tax, except that it is paid by the buyer
to the governing entity with jurisdiction over the buyer’s location.
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