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I.

INTRODUCTION


The history of any given State excise tax return may include the following activities:

1. Preparation and filing of return;

2. Contact by an auditor;

3. Gathering of information;

4. Performance of an audit;

5. Discussion of audit findings;

6. Agreement to assessment, or supervisor’s conference;

7. Audit finalized; and,

8. Payment of assessment, or appeal to higher Departmental level or court.

The average taxpayer may believe he or she can do little to significantly impact, much less control, these processes.  However, the reality is otherwise.  Any taxpayer may act, sometimes aggressively, to promote a positive outcome.  This outline describes initiatives that taxpayers may find helpful to exercise before, during and after audits.

II.

BEFORE THE AUDIT

A.
MAINTAIN GOOD RECORDS.

1.
Good records may be the best tax shelter.

2.
RCW 82.32.070(1)(a) provides that:

“Any person who fails to comply with the rules of this section shall be forever barred from questioning, in any court action or proceedings, the correctness of any assessment of taxes made by the department of revenue based upon any period for which such books, records and invoices have not been so kept and preserved.”

a.
Department not shy about citing that provision.  E.g.  Determination No. 92-295R, 13 WTD 166 (1993); Determination No. 97-134R, 18 WTD 163 (1999).


3.
However, Department will not typically do what statute suggests it has a right to do.

a.
RCW 82.32.100(1) requires that if taxpayer refuses to file return or produce records, Department “shall proceed” to obtain information necessary to estimate  tax due. 

b.
Such estimates may be bloated, designed to “get the taxpayer’s attention”, but may not be grossly arbitrary. 

B.
VOLUNTARILY DISCLOSE MISTAKES .

1.
Most tax agencies have voluntary disclosure policies which differ in their application from state to state. 

a.
Regardless of application, the concept “of voluntary disclosure” refers to any taxpayer’s right to report indiscretions, civil or criminal, before they are identified by the authorities.  

b.
 An effective disclosure must normally be “voluntary”, meaning that confessions in response to tax investigations will typically not be productive in getting taxpayers off the hook. 

2.
Washington has adopted voluntary disclosure policy designed solely to encourage foreign companies doing business in Washington to disclose their tax liabilities.  

a.
Requisite nexus for taxation based on: soliciting sales in State through agents (compare “direct seller” rules under WAC 458.20-246); maintaining inventory/stock of goods in State; leasing tangible personal property located in State; providing services in State, etc.  

b.
Elements of valid disclosure.

(1)
Have not been previously contacted by Department. i.e.  “voluntary;

(2)
Have not engaged in evasion or misrepresentation re:  tax liabilities; and

(3)
Are not listed with Department as registered and reporting.  

c.
Benefits of valid disclosure.

(1)
Limited “look back” period of four years – compare with State’s right to audit all years or other periods for which tax returns have not been filed.  

(2)
Partial or complete waiver of penalties, but not interest.  

(3)
Anonymity until negotiations completed.

d.
Basic Procedures.

(1)
Submit voluntary disclosure e-form (voluntarydisclosure@dor.wa.gov)  or make disclosure through the Multistate Tax Commission’s (“MTC”) National Nexus program.  

(2)
Negotiate anonymously.

(3)
Identify taxpayer and execute voluntary disclosure agreement.

3.
Multistate Tax Commission National Nexis Program

a.
MTC offers voluntary disclosure service recognized by Washington and most other states.  

b.
Service particularly useful to businesses seeking to 



disclose taxable activities in more than one state.

c.
Contact MTC’s voluntary disclosure coordinator.

(1)
Confirm nexis activities; whether or not 




business has
collected sales/used taxes; 



whether any states have initiated contact; 



whether or not business is currently under 



audit. 

(2)
Work with disclosure coordinator to establish a 



means and manner of disclosure, and 




acceptable provisions for future tax payment 



agreements.  

d.
MTC contacts state(s) and tries to negotiate 




settlement while maintaining taxpayer’s anonymity.  

e.
If acceptable agreement reached, disclose taxpayer’s 



identity and execute voluntary disclosure agreement. 


C. TAKE ADVANTAGE OF AGENCY RULINGS

1. 
One of taxpayers’ most important rights is to obtain advice and guidance from the Department.

2.
If significant emerging issues can be identified, only makes sense to obtain answers before filing return. 

3.
Most commonly, advice will be given upon written request for advice from the taxpayer, or during audits.  

a.
See WAC 458-20-100(9) for authority to request written opinions regarding future tax liabilities.

b.
Washington taxpayers may also phone Department’s Taxpayer Information & Education Office to ask questions which may or may not be susceptible to an immediate non-binding verbal answer, or to written answer generally within 20 days. 

4.
Rulings requests must set forth all pertinent facts and may also include legal argument/opinion.

a.
Taxpayers may also request advice anonymously, but those are not binding.

5.
Department’s written opinion is binding on both Department and the taxpayer under specific facts presented until opinion is revised in writing, or opinion’s legal basis is altered by legislative, judicial or administrative rule changes.   Do not count on notification.

6.
RCW 82.32A.020 grants taxpayers right to rely on “specific, official written advice and written tax reporting instructions” from the Department.

a.
Estoppel – equitable doctrine that those who mislead cannot take advantage.  Elements include: 

(1)
Statement or act by tax agency that is inconsistent with subsequent position; 

(2)
Good faith reliance by taxpayer; 

(3)
“Injury” to taxpayer amounting to substantial injustice; and 

(4)
Governmental powers not impaired.

Shafer v. State, 83 Wn.2d 618 (1984).
b.
Judicial application of estoppel doctrine against  



State is not promoted;  taxpayer must prove 




estoppel by clear and convincing evidence.  




Kramarevcky  v. Department of Social & Health




Services, 64 Wn.App. 14 (1992)
(1)
Clear and convincing evidence must establish 



grounds for estoppel as “highly probable” or 



“positive and unequivocal”.   Colonial Imports, 

Inc. v. Carlton N.W., Inc. 21 Wn.2d 726 (1993).

c.
Taxpayer must also establish that application of 



doctrine is necessary to prevent injustice and that 



State’s exercise of governmental powers will not be 



impaired.   Finch v. Matthews, 74 Wn.2d 161 (1968).

(1)
Washington courts are “most reluctant” to 



undermine public revenues by applying 




estoppel.  Harbor Air Service, Inc. v. The
Board of Tax Appeals, 88 Wn.2d 358 (1977).

d.
In subsequent audit, taxpayer may argue that Department is estopped to assess tax because it did not advise taxpayer of his erroneous position during  prior audit.  

(1)
Auditor’s mere failure to question  taxpayer’s position in an audit is insufficient to establish later estoppel.  Determination No. 87-299, 4 WTD 97 (1987).

(2)
Auditor’s verbal instructions during  audit are 



also insufficient.  Determination No. 95-132 



ER, 17 WTD 213 (1998).  Estoppel will not be 



based on taxpayer’s recollection of oral 




instructions because:  

· No record exists of facts representing basis for advice;
· No record of instructions or information provided by Departmental employee; and, 
· No evidence that taxpayer accurately understood or followed instructions.
e.
Taxpayer may not rely on written advice issued to another taxpayer.  Determination No. 99-027, 19 WTD 44 (2000).

////

///

//

III.

DURING THE AUDIT
A.
TRY TO CONTROL THE AUDIT. 

1.
Both the auditor and taxpayer benefit from an expeditious, cooperative audit experience, as opposed to something disorganized, disjointed, tedious and hostile.  

2.
Recommended – An initial meeting or other communication to address:

· When audit will begin and end;

· Where it will be conducted;

· Tax periods to be audited;

· Items on return(s) to be examined;

· Records needed by auditor;

· Provision for follow-up request(s) for records, if any;

· Deadlines for providing records/other evidence; and, 

· Deadlines for auditor’s subsequent review and response.

B.
CONTROL PRODUCTION OF RECORDS.

1.
Taxpayer leverage is enhanced by fact that when Department calls, taxpayer usually controls the records/evidence. 

a.
Infrequently, a taxpayer may be confronted with discourteous  audit practices.  Counter-strategies may include a managers conference and perhaps delaying production of records. 

b.
Anything that prolongs audits undermines efficiency ratings, and auditors will appreciate any means to insure that audits can be completed on schedule.

2.
RCW 82.32.070 provides in part that taxpayers must preserve records for at least five years and, further, that all records “shall be open for examination” at Departmental request. 

a.
Notwithstanding these rules, taxpayers may oppose     poor audit practices by delaying or refusing information unless produced in compliance with a contested summons.  See Paragraph 4, below.

(1)
Recommended practice in refusing to comply with summons  - taxpayer should appear at appointed place and time and state objections – failure to appear at all will not be regarded favorably in later court proceeding. 

(A)
Taxpayer might choose to comply with unobjectionable portions of summons, if any.

3.
Well-conducted audits should not involve records/evidence issues unless crimes or civil fraud is involved.

a.
Fifth Amendment of the U.S. Constitution, 
describing the “right against self-incrimination”, allows 
individuals (but not corporations) to withhold records 
and testimony which, if disclosed, might tend to prove 
that the individual committed a crime.

b.
Application of the Fifth Amendment privilege often 
raises complex legal questions.  

4. Department may respond to refusal to provide information by issuing administrative summons. 

a. 
RCW 82.32.110 authorizes Department to issue  summonses, like subpoenas, requiring  production of testimony and records.  

b.
State case of Dep’t of Revenue v. March, 25 Wn.App. 
314 (1979) applies IRS guidelines/rules to validate 
Departmental summonses.

· The investigation must have  proper purpose;

· Information sought must be relevant – relevant information is information that “might shed light” on potential tax liability, Foster v. United States, 265 Fed.2d 183 (2nd Circuit 1959);

· Department must follow appropriate administrative steps in issuing summons;

· Scope of summons must be reasonable;

· Summons may not violate taxpayer’s constitutional rights.

United States v. Powell, 379 U.S. 48 (1964).

c. Constitutional rights violations almost always involve the aforementioned Fifth Amendment privilege against self-incrimination and  Fourth Amendment protection against unreasonable searches and seizures.

(1)
General rule seems to be that as long as 


summons is confined to tax records, it will not 


fail under Fourth Amendment.  E.g.  Couch v. 


United States, 409 U.S. 322 (1973).

d.
RCW 82.32.110 also provides in part that if 

taxpayer refuses to comply with summons, he is 
“subject to proceedings for contempt.”

(1)
The reality is not quite so harsh.  If taxpayer 


refuses to comply, he may be required during 


summons enforcement proceedings to appear 


in court an explain reasons for non-



compliance.  


(2)
Even if court determines reasons are invalid, it 


will not hold taxpayer in contempt until it issues 

compliance order and taxpayer fails or refuses 


to obey that order. 

C.
IS IT BENEFICIAL TO EXTEND  LIMITATIONS PERIODS?

1.
Tax agencies regularly request taxpayers’ agreements to extend audit/assessment periods, generally three years for federal taxes, four years for Washington taxes.  

a.
Such requests are usually made because agency has not completed its investigation or is otherwise not prepared to proceed to next step, e.g.  audit report and assessment.

b.
While such requests are usually intended to serve agency purposes, taxpayer should review situation carefully to determine whether he also will be well-served by additional time.  

2.
Discretion lies entirely with taxpayer, who more often than not should decline.

3.
Any agreement should include taxpayer’s selection of 



extension date, as well as issues/return items to which 


extension would be limited.

D.
REQUEST ADMINISTRATIVE REVIEW.

1.
The phrase “administrative review” refers technically to  
government agency’s obligation to offer administrative 

appeal and reconsideration rights after initial agency decision is rendered.

a. For example, under Washington’s Administrative Procedure Act (“APA”), RCW 34.05 et. seq., an “agency head or other reviewing authority may provide an ‘administrative review’ of initial orders, which following review become final agency orders.”  RCW 34.05.464.

2.
While the APA does not directly apply to most Department of 

Revenue proceedings, Department will normally grant 


managerial review should taxpayer request it.  

a.
Request may address both substantive matters and 


personnel behavior and conduct. 

b.
Should initial level of review fail, try going up chain of 


command.

3.
Recommended procedure:

a.
Make request through employee or representative 


with respect to whom review is requested – may 


result in immediate revisions.  

b. Try to make employee/representative part of managerial conference – allows full airing of issues and avoids fragmented, secret discussions.

IV.

​​​AFTER AUDIT

A. DO YOU WANT TO SETTLE, OR LITIGATE?

1. Reality is that many tax cases are not black and white, and most issues are susceptible to compromise.

2. Control of settlement processes lies primarily with taxpayers, who originate most settlements.  Settlements may focus on tax, penalties or interest, or on all three of these tax liability components.

3. Department of Revenue may waive or cancel civil penalties and interest.  RCW 82.32.105; also see WAC 458-20-228.  Likewise, Department may compromise assessments of tax under WAC 458-20-100(10).

a.
Settlement authority is vested in Department’s 



Appeals Division.  Audit division lacks formal authority 

to compromise tax issues. 

4.
Waiver of penalties – Department may waive civil penalties only when taxpayer’s problem is due to “circumstances beyond [his] control.”  See WAC 458-20-228(9)

a.
One-time waivers allowed when Department receives 


delinquent return and full payment within 30 days of 


due date or when delinquency results from 



unforeseen or unintentional circumstances not 



immediately known to taxpayer, including employee 


or accountant error, confusion in communications with 

Department, natural disasters and postal service 


delays. 

5.
Waiver of interest – Interest may be canceled if the 
taxpayer’s failure to timely pay tax was result of the 
Department’s written instructions; or an extension of due 
date for payment is given “solely for the convenience of the 
Department.”  Please see RCW 82.32.105(3); WAC 458-20-
228(7).

a.
Extensions of due dates in this context often occur as result of settlement offers, or reconsideration or revision of Departmental decisions or determinations, all of which require substantial investment of time by Department.

6.
Settlement of substantive tax issues.

a.
Under WAC 458-20-100(10), Department may find 


settlement or compromise to be appropriate when:

(1)
Issue is non-reoccurring;

(2)
Conflict exists between authorities such as case opinions, statutes, rules, correspondence, etc.;

(3)
Strict legal applications would have unduly 


harsh consequences “which may be only 


relieved by equitable doctrine”; or

(4)
Uncertainty of outcome in event of appeal.

b.
Settlement not appropriate when:

(1)
Identical issue is being litigated by Department;

(2)
Taxpayer challenges long-standing 



Departmental policy or administrative rule 


which Department will not change unless policy 

or rule is declared invalid by court;

(3)
Taxpayer presents issues having no significant basis, i.e., simply to avoid inconvenience or expensive litigation, etc.,;

(4)
Taxpayer’s only argument is that statute is unconstitutional; or

(5)
Taxpayer’s only argument is  financial hardship.

(A)
Financial hardship issues are addressed by Department’s Compliance (collection) Division;

(B)
Settling tax issues, as opposed to penalty and interest, is difficult, particularly re:  sales taxes that have been collected. 

B.
THE DEPARTMENT’S TAX ADVOCATE MAY HELP

1.
IRS started an “ombudsman” program years ago.  Program was replaced by Tax Advocate Office, recognizing that position’s role as representing taxpayers’ interests should be limited.

a.
Many states, including Washington and California, have adopted one variation of the tax advocate concept or another.

2.
RCW 82.32A.040 was adopted in 1991 and requires  Director of Washington Department of Revenue to appoint “Taxpayer Rights Advocate.”

a.
In Department’s hierarchy, Advocate is one of the roles played by Assistant Director of Taxpayer Services.

(1)
Advocate’s statutory responsibility is to assist taxpayers and representatives in “their understanding and utilization” of policies and procedures available to assist in resolving “problems.”

(2)
Advocate is not an ombudsman.  

(3)
Advocate will not get involved in substantive matters (interpreting the law, resolving legal and factual issues, assisting with settlements), personnel matters or mediation activities.  

(4)
Advocate should be helpful in resolving communication problems that may cause tension or hostility between taxpayers and Departmental representatives.

4. Regardless of anticipated limitations in Tax Advocates’ functions, do not ever assume that Tax Advocate will not act, i.e., always ask for help if it is needed.  

a.
Advocate should participate, if needed,  in resolving personality and communication problems.

[FINAL 1227995 v9 Leveling Playing Field in State Tax Controversies (121403)]
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