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EXECUTIVE SUMMARY
California, like other states, has a decades-old problem of a use tax gap, that
is expected to grow with the continued growth of e-commerce. Should Congress
enact legislation to allow states to impose sales tax collection obligations on more
vendors, there will still be a need for California buyers to know of the use tax and
pay it.
This paper provides some background on California's use tax and collection
activities. Several suggestions to improve collection are offered including the
following:
o Establish a public awareness campaign and educational activities
o Mandate use of Form 540 or Form 100 to pay use tax
o Specify a penalty for noncompliance
o Clarify and improve the use tax line on Form 540
o Clarify instructions for amended returns
o Improve the "Qualified Purchaser" Program
o Make the use tax law consistent among consumer purchases
o Ensure compliance among employees
o Pursue technological solutions
o Support efforts to find non-compliant vendors
o Encourage out-of-state vendors to voluntarily collect use tax or assist
in its collection
o Work with Congress and other states
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DISCUSSION

I.

INTRODUCTION
A.

The Problem

For decades, states have struggled to collect all of the sales and use
tax owed, particularly from in-state buyers who make purchases from outside of
the state. While for decades, catalog sales were the focal point of the use tax gap,
for the past decade and ongoing, e-commerce sales are the focal point. While states
have tried a variety of approaches and Congress has offered proposals and even
held hearings on the use tax collection problem and solutions, state collection
problems remain and are expected to grow with the continued growth of
e-commerce.
While California has made changes to improve use tax collection, a
significant use tax gap remains. Additional legislative and administrative actions
can be taken to further reduce this tax gap.
This paper offers both administrative and legislative suggestions on how
California might improve its use tax collection from both businesses and individual
consumers
B.

Approach of this Paper

The paper provides a brief overview to the use tax gap and
California's current use tax collection strategies. Suggestions are provided for how
to further improve use tax collection. Some examples of approaches used in other
states are also noted.

II.

Use Tax Basics

Soon after the enactment of a sales tax in 1933, California enacted a use tax
to ensure that tax was collected on taxable purchases made by California buyers
even if the seller was not legally obligated to collect the sales tax. The use tax was
intended to put California retailers on “an equal footing with their out of state
competitors” who were exempt from the sales tax because they were not located in
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California.3 While the sales tax is imposed upon the retailer (although they may
pass it on to the buyer), the use tax is legally imposed upon the buyer. The rate and
base for each tax is the same.
A seller without a physical presence in the state is not obligated to collect
sales tax from buyers located in that state.4 A non-present (remote) seller may still
register with the taxing state and collect sales and use tax, but it is not obligated to
do so. Instead, the state must rely on buyers knowing of their use tax obligation
and voluntarily following through after the purchase to pay the tax. States must
therefore have procedures for informing taxpayers of the use tax and providing
appropriate procedures for compliance.
A.

Compliance and Avoidance Challenges

A problem for California and other states is that many buyers are not
aware of the use tax or their use tax obligation. For example, when they shop
online for tangible goods and are not charged sales tax at checkout, they likely
believe that the purchase is not taxable because it was an online purchase.
In April 2012 the Board of Equalization (BOE) hired Harris
Interactive to conduct a survey of the attitudes and perceptions of roughly one
thousand California residents about the use tax.5 The survey results included the
following (survey results page noted):6
o 25% of respondents indicated they were extremely or very familiar
with the use tax while 19% said they had not heard of it and 27%
had heard of it but were not familiar with it. In contrast, 79% were
extremely or very familiar with the sales tax and only 2% had
never heard of the sales tax. (7 and 21)
o Only 16% of respondents indicated they had paid use tax in the
past year although 79% had purchased from out of state. (7 and 22)

3

Bank of America National Trust and Savings Association v. State Board of Equalization, 209 Cal App 2d 780, 26
Cal Rptr 348 (First App Dist 1963).
4
This standard was confirmed by the U.S. Supreme Court in Quill Corporation v. North Dakota, 504 U.S. 298
(1992) and National Bella Hess .v Department of Revenue of Illinois, 386 U.S. 753 (1967).
5
Information from BOE Member George Runner at http://www.boe.ca.gov/members/runner/info/surveys.htm.
Survey results are available at
http://www.boe.ca.gov/meetings/custsrv/Attitudes_Toward_Use_Tax_Report_051112.pdf.
6
Supra.
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o When asked why they did not pay tax when they purchased goods
from out-of-state, 28% of respondents indicated they did not know
tax was due. (26)
Some shoppers might intentionally search for websites that do not
charge sales tax on purchases. Bricks and mortar stores may find shoppers who
visit in order to see and touch the merchandise, but then go online (perhaps using
their iPhone while still in the store) to see if they can get a better price, perhaps
also without sales tax being charged.7
Some buyers who are aware of the use tax might not follow through
on paying it due to the small amount involved, a perception that they won't get
caught, or because they do not think they have the information necessary to
comply.
E-commerce offers some vendors an opportunity to legally avoid
collecting sales and use tax altogether. A vendor can easily avoid all sales tax
compliance by following a practice (and noting it on their website) that they ship
from State X (where the vendor resides), but do not sell to customers in State X.
This approach enables vendors to avoid collecting tax in State X (they have a
physical presence there, but no sales) and in any other state because they only have
a physical presence in State X.

7

See for example, Ann Zimmerman, "Can Retailers Halt 'Showrooming'?." Wall Street Journal, April 11, 2012;
http://online.wsj.com/article/SB10001424052702304587704577334370670243032.html.
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B.

Use Tax Collection

Per the BOE, use tax collections were as follows per various taxpayer
types and methods of remittance.8

C.

California Actions to Improve Use Tax Compliance

California has taken actions to help buyers know of their use tax
liability. Instructions to income tax forms have included information on the use
tax. The BOE website also has information on the use tax.

8

BOE, Use Tax Basics; viewed 1/8/13; http://www.boe.ca.gov/taxprograms/usetax/index.html.
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In 2003, California followed the lead of many other states and added a
specific line on Form 540 and Form 100 for the use tax.9 This may cause some
taxpayers to go to the instruction book to learn about the tax. However, if a person
does not know what a "use tax" is, they may instead just skip that line on the Form
540 altogether, assuming it does not pertain to them.
Starting in 2011, California alleviated the recordkeeping challenge
many individuals face in that they do not have records showing all of their
purchases for which sales tax was not charged. Now, individuals may use an
optional "look-up" table that estimates use tax owed based on income.10 This
eliminates the need to keep records of each purchase for which use tax is owed,
although the use tax for any purchase of an item of $1,000 or more must be added
to the table amount. The BOE estimates that the table will increase collections by
$10.6 million annually.11
Another effort in California to improve use tax collection from
businesses was created via legislation enacted in 2009 (Chapter 16; AB x4-18).
This legislation requires "qualified purchasers" to register with the BOE and pay
use tax directly to the BOE. A qualified purchaser has $100,000 or more of annual
gross receipts from their business and is not required to hold a seller's permit (such
as because they are a service provider and do not sell items subject to California
sales tax).12
A report from the BOE in 2011 noted the following results for the
"Qualified Purchaser" Program as of June 30, 2011. Per this report, 51 BOE staff
work on this program including 30 who had previously worked on the BOE's Tax
Gap Program.13

9

The line was added to the individual and corporate income returns (Forms 540 and 100) to cover purchases of
tangible personal property made on or after 1/1/03 through 12/31/09 (SB 1009, Chapter 718, 2003). Sellers
registered for sales tax may not use this reporting approach. SB 858 (Chapter 721; October 2010) made permanent
the requirement to have the use tax line on Forms 540 and 100. Such reporting constitutes an irrevocable election to
report qualified use tax in that manner (on the income tax form).
10
SB 86 (Chapter 14, 2011). It is estimated that the look-up table will generate $10.6 million annually.
11
BOE News Release, 4/4/12; http://www.boe.ca.gov/news/2012/35-12-G.pdf.
12
See R&T §6225 and http://www.boe.ca.gov/sutax/useTaxRegFAQ.htm.
13
BOE-1489, Informal Issue Paper - Discussion of proposed changes to the Qualified Purchaser Program (June
2009); http://www.boe.ca.gov/meetings/pdf/P3_2_072611_Informal_Issue_Paper.pdf.
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Per the BOE, the majority of returns filed (85%) reported no use tax
14

liability.

In 2011, California enacted a so-called "Amazon law" to require
vendors with a specified connection or relationship with specified entities or
affiliates in the state to collect sales tax.15

III.

The Use Tax Gap

California, along with all states that impose a sales tax, has a use tax gap.
That is, not all of the use tax that is owed to the state is collected by the state.
The BOE estimates that the annual use tax gap is about $1.1 billion.16
In contrast, the National Conference of State Legislatures (NCSL) estimates
that for 2012, California's use tax gap was $4.1 billion stemming from the
following types of transactions:17
Non-electronic business to consumer (B-C)
Non-electronic business to business (B-B)
Electronic B-B and B-C
Total

$1,136,801,607
$1,118,366,340
$1,904,500,000
$4,159,667,947

14

BOE, Staff Legislative Bill Analysis, AB 2059, April 18, 2012;
http://www.boe.ca.gov/legdiv/pdf/2059ab041812lrb.pdf.
15
AB 155 (Chapter 313; 9/23/11), effective 9/15/12, changing R&T §6203. Reg. 1684 as modified. Also see BOE
Special Notice (Aug 2012; L-324; http://www.boe.ca.gov/news/pdf/l324.pdf), and BOE, FAQ at
http://www.boe.ca.gov/sutax/abx1-28faq.htm. For more on affiliate nexus or so-called "Amazon" laws enacted in
California and other states, see http://www.cob.sjsu.edu/nellen_a/affiliate_nexus.html.
16
BOE News Release, 4/4/12; http://www.boe.ca.gov/news/2012/35-12-G.pdf.
17 NCSL, Estimated Uncollected Use tax from all Remote Sales in 2012; http://www.ncsl.org/issuesresearch/telecom/2012-uncollected-use-tax.aspx (viewed 10/25/12).
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The primary reason for the use tax gap is the failure of buyers to self-assess
and pay use tax when they purchase taxable goods for which sales tax was not
charged because the seller was not obligated to collect the tax.
The gap can also stem from otherwise compliant taxpayers who do not pay
all of their use tax. Complexity of the sales and use tax might cause compliant
taxpayers to not pay all of the use tax that is owed. For example, many individuals
do not know that if they purchase goods out-of-state and paid that state's sales tax,
they still owe use tax in California when they bring the goods home. The amount
owed is the excess of the amount of California sales that would have been owed if
purchased in-state over the amount that was paid out-of-state. Also, taxpayers may
not know when use tax should also be paid for shipping and handling charges for
goods purchased online or via catalogs.

IV.

Why Improve Use Tax Compliance
Reasons for improving use tax compliance include:
1. The use tax has been in existence since 1935; it is not a new tax.
Improved collection will provide needed revenue for the state without
the need to increase a tax rate or create a new tax.
2. Failure to collect use tax violates the principles of equity and
neutrality. Equity and fairness are violated when taxpayers are able to
purchase goods online without paying tax while others buying the
same items at their local store pay the tax. Vendors with physical
stores in California can find it difficult to compete with online
vendors who can sell without collecting sales tax. Because so many
consumers are unaware of their use tax obligation they do not factor it
in when comparing in-store and online prices. Also, when buyers
perceive that online items are cheaper than the same items purchased
at a physical store, they may be inclined to purchase online, thus
further exacerbating the use tax collection problem.

V.

Challenges to Use Tax Collection

There are several reasons why states face challenges in collecting use tax
and reducing the use tax gap. Some of the key reasons are described next.
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A.

Confusion and Low Understanding of the Use Tax

Because consumers know so little about the use tax, improved
enforcement is often viewed by many as the enactment of a new tax. This
misunderstanding is perpetuated when reporters and even sometimes elected
officials, refer to the use tax as a new tax.
B.

Tax Base Complexity

Another collection challenge is that sales and use tax rules are not
simple. Taxpayers need clear guidance as to which of their purchases are taxable
and which are not, particularly where handling charges or services are associated
with the purchase of tangible personal property.
C.

U.S. Constitutional Constraints and Waiting for Congress

Challenges also exist in finding remedies that allow the state to have
the preferred system of thousands of vendors collecting the use tax rather than
relying on millions of consumers to self-report the tax. In 1992, the U.S. Supreme
Court ruled in Quill Corp. v. North Dakota, 504 U.S. 309, that the commerce
clause of the U.S. Constitution requires that a vendor have a physical presence in a
state before the state can impose sales/use tax collection obligations upon it. While
Congress has authority under the commerce clause to overturn or modify this
ruling, it has not done so. Possible reasons for inaction by Congress include the
complexity of varying state sales tax rules and the high costs of compliance if all
vendors were required to collect and report sales/use tax in all state and local
jurisdictions in which they have customers.
While Congress has considered legislative proposals to modify the
Quill physical presence requirement since at least 1994, nothing has been enacted.
In the 112th Congress, there were three proposals to broaden the definition of sales
tax nexus for businesses with sales beyond specified de minimus levels.18

VI.

Suggested Solutions

This section describes suggestions for how California can improve use tax
collection.

18

S. 1832, H.R. 3179 and H.R. 2701 (112th Congress).
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A.
Activities

Establish a Public Awareness Campaign and Educational

While the BOE has undertaken some public awareness efforts,19 there
are still too many people who have not heard of a use tax or do not know what it is.
Thus, when they see the "use tax" line on Form 540, they are likely to skip it.
The April 2012 Harris Interactive survey indicated interest in public
education about the use tax. Messages noted as helpful were that the use tax:20
o Helps provide for necessary government services.
o Is the law and residents are obligated to pay it.
o Helps in-state businesses be competitive.
While a state would prefer to have vendors collect the sales tax rather
than having consumers self-report, it is unlikely that a state can always rely on
vendors. If a vendor is located outside of the U.S. (with no physical presence in the
U.S.) it would be difficult, if not impossible, for the state to get the foreign vendor
to collect the state’s sales tax. In addition, proposals by Congress to allow states
that have simplified their sales tax system to require remote vendors to collect the
sales tax exempt small vendors and won't apply to foreign vendors. Thus, unless a
state exempts sales from small vendors from the sales and use tax, consumers
would still be required to self-report use tax when they purchase taxable items
from such small vendors. Thus, individual consumers will likely always have a
self-assessment obligation when it comes to the use tax. Thus, efforts are needed to
make all individuals as aware of the use tax as they are of income taxes.
Possible activities include:
a. Advertising. Website ads (including ones that can be posted at no
charge on state agency websites) as well as television and radio ads
are needed that explain what the use tax is, how long it has existed,
when it applies, how to calculate it and how to pay it. Information
on the amount of uncollected tax should also be provided, perhaps
in terms of how it compares to total tax collections or a favored
government spending program, such as some part of K-12
education spending. In addition, ads could note that if everyone

19

The Board of Equalization used online advertising in 2005-2006 as noted in its 2006-2006 Annual Report, p. 63;
available at http://www.boe.ca.gov/annual/pdf/2006/7-needs06.pdf.
20
Survey results at http://www.boe.ca.gov/meetings/custsrv/Attitudes_Toward_Use_Tax_Report_051112.pdf, pages
14 and 40.
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paid their use tax, the state's budget problems would be lessened.
An example of a descriptive ad from Michigan is included in this
paper at Exhibit C.
b. Continued outreach to tax advisers. In early 2007 and later years,
the BOE mailed letters to tax practitioners in the state encouraging
them to discuss use tax compliance with their clients. Greater and
more frequent efforts are needed. For example, ads could be posted
to websites of organizations that represent or attract return
preparers. The BOE can offer free continuing education that
provides appropriate credit and includes instruction on how
individuals meet their use tax obligations.
c. State agency outreach. State agencies should be required to place
use tax reminders on pay stubs throughout the year, addressing
both recordkeeping and reporting requirements, with a URL
provided for obtaining additional information. State mailing
envelopes can include a reminder stamped on the outside about
paying use tax.
d. Simplicity and clarity. Be sure use tax information on the BOE
website is simple and up-to-date. As of January 2013, there were a
few pages that covered use tax and at least one had outdated
information or broken links. For example, the following page
(http://www.boe.ca.gov/ads/news06.htm) states that a use tax form
in Publication 79-B can be used. The link though, takes the reader
to an e-Reg page because the form is no longer used. The link for
use tax FAQs takes the reader to this page:

Consideration should be given to how the BOE website can direct
non-business individuals to one location to learn what a use tax is,
the importance of paying it, and how to pay. While there is a lot of
helpful information on the BOE website on use tax, it seems to be
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mostly directed to businesses, which is obviously necessary, but
will likely be confusing to non-business consumers.21
One BOE website directed at 2012 filings was found, but it is
unclear if this is something consumers will easily find. (The author
found it in looking for data on how much use tax is collected due
to the Form 540 use tax line.) The website below also includes the
2012 look-up table.

http://www.boe.ca.gov/info/use_tax_table.html
e. Tax prop software. Work with tax preparation software companies
to provide explanation of the use tax line and help in designing
questions to ensure that customers do not overlook their use tax
obligation.
f. VITA. Be sure that VITA training on California returns includes
the use tax line. Provide use tax publications at VITA sites to help
inform taxpayers of this tax.
g. High school curriculum. High school civics curriculum and
standards should include knowing the basics of California's tax
system and individual tax obligations.
h. Role for elected officials. Elected officials should be encouraged to
note in public statements, particularly during the filing season, that

21

See, for example, the use tax basics website at http://www.boe.ca.gov/taxprograms/usetax/index.html. At January
2013, this website did not cover use tax obligations of consumers at the "basics" tab.
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they paid their use tax and encourage their constituents to do so as
well. The public needs to hear: "I paid my use tax. Did you?"
B.

Mandate Use of Form 540 or Form 100 to Pay Use Tax

Today, taxpayers who are not qualified purchasers or required
to have a seller's permit, have a choice of methods for paying their use tax. As
explained in FTB 988 (April 2012):22
"In an effort to assist you with your use tax reporting
requirements, the Franchise Tax Board (FTB) included a use
tax line on FTB Forms 540A, 540 2EZ, and 540, California
Resident Income Tax Returns. This gives you the option to
report your use tax liability on your individual income tax
return for out-of-state purchases. In addition, the form
instructions include a Use Tax Worksheet and use tax rates to
help you compute the proper use tax liability. New for 2011,
you may use the Estimated Use Tax Table to estimate and
report the use tax due on individual, nonbusiness items you
purchased for less than $1,000 each. Your other available
option is to file BOE-401-DS, Use Tax Return with BOE."
Despite the FTB reference to BOE-401-DS (see above), the
BOE website tells individuals who do not report use tax on their income tax form,
to pay directly to the BOE via "eReg."23
Some taxpayers, such as those with a seller's permit, are not
allowed to report use tax on their Form 540. Also as noted above and in the Form
540 instructions (see Exhibit A of this paper), an individual need not report use tax
on Form 540, but can instead report and pay use tax directly to the BOE. These
requirements and options enable paid tax return preparers to not pursue client
reporting of use tax on Form 540 under the assumption that the client is reporting
the tax on their own to the BOE.
Prior to enactment of AB 2270 (Chapter 200, 8/27/12), a use
tax form filed separately with the BOE by a taxpayer eligible to report use tax on
their income tax form was due by January 31 of the following year (for example,
January 31, 2012 for 2011 use tax). AB 2270 changed the date to April 15 to

22
23

The full text of FTB 988 (2 pages) can be found at https://www.ftb.ca.gov/forms/misc/988.pdf.
BOE, California Use Tax Information – File a Return; http://www.boe.ca.gov/taxprograms/usetax/file.html.

14

Annette Nellen

coincide with the due date of the Form 540. While this is helpful for compliant
taxpayers, it is unlikely to increase the number of compliant taxpayers.
The choice issue was noted in the Assembly analysis of AB 969
(5/23/07). That analysis noted that use tax reported on income tax forms for 2004
was $2.8 million, $4.6 million in 2005 and $5.5 million in 2006. Taxpayers who
prepared their own return were eight times more likely to complete the use tax line
than were taxpayers who used paid preparers. The sponsor of AB 969 believed this
was due to the elective nature of reporting use tax on the income tax form. AB 969
proposed to make reporting of use tax on the income tax form mandatory to
increase awareness and compliance.
24

Possible remedies to reduce the confusion as to how taxpayers
who are not qualified purchasers or holders of seller's permits pay use tax and to
better ensure that use tax is reported and paid by these taxpayers include the
following.
1. Eliminate the option for these taxpayers to report use tax on a
form other than Form 540 (or 100). A benefit of this is that it would require paid
tax return preparers to explain the tax to clients and require reporting of some
amount (including zero if appropriate) on the line. A similar effect would result
with tax preparation software. A requirement would be needed that the use tax line
be completed, even by noting $0 (rather than leaving it blank).
The New York individual income tax form notes that filers are
to enter "zero" rather than leave the line blank. For example, the 2012 Form IT-201
includes:

A downside of this option is that some taxpayers who owe use
tax might not have an income tax liability so are not filing an income tax return.
Such taxpayers could still be required to file an income tax form though, such as
Form 540 2EZ.
Another downside is that preparers may have conflicts with
some clients who insist on reporting zero despite the preparer's knowledge that
they made online purchases for which use tax is owed. A public awareness

24

The analysis is available at http://www.leginfo.ca.gov/pub/07-08/bill/asm/ab_09511000/ab_969_cfa_20070523_170127_asm_floor.html.
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campaign about the use tax, the ease of reporting and the obligation to report
should proceed elimination of the option to report use tax on a separate BOE form.
2. Keep the current options (income tax form or BOE use tax
form), but add a line to the income tax form following the current use tax line:
"If line 95 (use tax) is blank, did you file a separate use tax
form with the BOE or will you file one by the required April 15
due date?"
Taxpayers would then check a box to indicate "yes" or "no." If
yes, FTB can share that information with BOE who can follow up if no form is
filed.
Again, this would require paid return preparers to ask about the
client's use tax compliance.
C.

Specify a Penalty for Noncompliance

The importance of reporting and remitting use tax could be
enhanced by imposing a penalty for non-compliance including leaving the Form
540 and Form 100 use tax line blank (including not entering $0). The penalty could
be noted as part of these income tax return lines.
The April 2012 Harris Interactive survey indicated that 73% of
respondents would be more likely to pay the use tax if they knew a penalty could
be assessed for non-compliance.25
D.

Clarify and Improve the Use Tax Line on Form 540

The California Form 540 for 2012 (and prior years) includes the
following use tax reporting line:

Similarly, the 2012 Form 100 includes this line:

25

Survey results at http://www.boe.ca.gov/meetings/custsrv/Attitudes_Toward_Use_Tax_Report_051112.pdf, page
35.
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In contrast, the use tax line on the Michigan personal income
tax form explains what the use tax is attributable to. Line 23 of the 2012 Michigan
Form MI-1040 follows:

The instructions to line 23 of the Michigan personal income tax
form state that if no use tax is owed, enter zero on line 23. Further improvement
could be made by noting that instruction on line 23, as New York does. Such an
instruction seems to make it more likely that filers will make an effort to learn
about the tax.
If the Form 540 line explained the use tax on the use tax line (as
is done on the Michigan tax form) and noted that a number must be entered unless
the filer notes they filed a separate use tax form, compliance should improve.
Should there continue to be an option of separately filing a use tax form with the
BOE, as noted earlier, a check box should be added following line 95 (or line 40
on Form 100) asking filers to check if they have filed a separate use tax report. The
type of form filed should also be noted and the date.
In addition to providing more details of the "use tax" on the
reporting line, the instructions for Form 540 should be clarified and highlighted on
a single page rather than spread over 3 pages. The Michigan instruction book has a
single page devoted solely to the use tax (see Exhibit B to this paper).
In addition, the 2012 California instructions state: "See page 20
for a general explanation of California use tax." Unfortunately, the instruction book
ends at page 18 (there is no page 20).26
Exhibits A and B at the end of this report contain the individual
income tax instructions for the use tax for California and Michigan, respectively.

26

The page confusion seems to be that the FTB website includes a shortened version of the 540 instructions for
2012 that ends at page 18 (https://www.ftb.ca.gov/forms/2012/12_540a_540ins.pdf). This was also the situation in
2010 and 2011. Apparently, the page reference is to the longer instruction booklet (unable to verify for 2012 as that
booklet was not available at January 14, 2013). Individuals who only find the shortened version with the reference to
the non-existent page 18 are likely to conclude that the information is not important since it was omitted.
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E.

Clarify Instructions for Amended Returns

The Form 540 instructions (see Exhibit A to this paper) state
that an amended 540 should not be used to amend the use tax line. Per page 19
instructions: "Changes in use tax reported. Do not file an Amended Income Tax
Return (Form 540X) to revise the use tax previously reported. If you have changes
to the amount of use tax previously reported on the original return contact the State
Board of Equalization."
This instruction buried in the 540 instruction booklet is unlikely
to be known by taxpayers or preparers. In addition, it is vague (e.g., how do you
contact the BOE?) and likely inhibits efforts to correct use tax errors including
errors of prior omission.
F.

Improve the "Qualified Purchaser" Program

Improvements should be made to the "Qualified Purchaser"
Program including those recommended by a 2012 legislative proposal and a 2009
BOE informal issue report.
A June 2009 "Informal Issue Report" of the BOE explained the
administration of the Qualified Purchaser Program and offered the following
administrative changes to improve the program:27
1. Stop the practice of BOE personnel registering businesses
they believe meet program criteria.
2. Let taxpayers close their permit if their receipts drop below
$100,000 for two years.
3. Have BOE cancel the registration of businesses that filed
returns with zero use tax owed for three consecutive years.
AB 2059 (2012) proposed to make changes to the Qualified
Purchaser Program including increasing the participation threshold to over
$500,000 of receipts (from $100,000) and to allow for a filing extension.28
Suggestions for improving this program:

27

BOE, Informal Issue Paper, BOE-1489-L Rev. 2 (6/09);
http://www.boe.ca.gov/meetings/pdf/P3_2_072611_Informal_Issue_Paper.pdf.
28
AB 2059 text available at http://www.leginfo.ca.gov/pub/11-12/bill/asm/ab_20512100/ab_2059_bill_20120418_amended_asm_v97.pdf; BOE analysis available at
http://www.boe.ca.gov/legdiv/pdf/2059ab041812lrb.pdf.
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a. Implement the administrative improvements noted in the
2009 report.
b. Conduct a survey of qualified purchasers to gather
comprehensive data beyond some of the informal data
gathered already.29
c. If the gross receipts threshold is increased, find a simple way
for businesses no longer required to participate in the
program to pay their use tax. For example, they could be
allowed to pay their personal use tax obligations on the
Form 540 use tax line and use the look-up table, and report
any use tax from their business on their Schedule C, Form
100 or Form 565 (rather than have to file a separate use tax
form).
G.

Make the Use Tax Law Consistent Among Consumer

Purchases
The California sales tax law includes a variety of exemptions.
One of these exemptions relevant to use tax is for foreign purchases of tangible
personal property hand carried into California (such as being carried on the
airplane). This exemption applies to up to $800 of otherwise taxable goods
provided it is all reported on a single U.S. Customs duty declaration. The
exemption can be used once within a 30-day period. The exemption does not apply
if the California resident ships the goods to California.30
This exemption raises a question of fairness which can lead to
disrespect for the tax system and lowered use tax compliance. For example,
someone purchasing $100 of goods from an Internet retailer and not charged sales
tax might question why they are obligated to pay use tax when someone who buys

29

The 2009 Informal Issue Report includes an attachment of comments from some small business owners noting
problems with the program, such as the compliance costs. BOE Member George Runner has a website noting his
concerns with the program and inviting people to take a survey about the program
(http://www.flashreport.org/blog/2011/07/07/qualified-purchasers-survey/ posted 7/7/11). The comments note a
need for action, as well as assurance that a random set of purchasers are questioned. A formal survey would provide
more balanced and complete data (such as was done with the April 2012 Harris Interactive survey noted earlier).
30
This exemption is provided in R&T §6405 which reads as follows: "Notwithstanding Section 6246, the storage,
use, or other consumption in this state of the first eight hundred dollars ($800) of tangible personal property
purchased in a foreign country by an individual from a retailer and personally hand-carried into this state from the
foreign country within any 30-day period is exempt from the use tax. This section shall not apply to property sent or
shipped to this state."
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the same $100 of goods while vacationing abroad is not obligated to pay use tax
when they bring the goods back with them on the airplane.
This exemption is also questionable from a tax policy
perspective in that there is an administrative structure already in place via the U.S.
Customs Office to make tax compliance simple. The declaration includes the dollar
amount of the goods. As noted on the BOE website, BOE staff have authority
under Rev. & Tax. §7054 to audit the duty declarations.31
This exemption for foreign goods hand carried into the country
from a foreign trip should be repealed. Repeal would make the sales and use tax
more equitable. It would also reduce the administrative burden for the BOE in that
they would not have to monitor the dollar value of goods hand carried into
California by residents during any 30-day period.
All sales and use tax exemptions should be reviewed against
principles of good tax policy32 and to determine if their original purpose is still
relevant today.
H.

Ensure Compliance Among Employees

If not already in place, a requirement should be added that a
person cannot be hired or appointed to work at a California state tax agency if they
have not fulfilled their use tax obligation for the past three years. That is, if the use
tax line on Form 540 is blank, no separate use tax form was filed and they cannot
verify that no use tax was owed, they cannot be hired. Alternatively, the applicant
could be given the option to become compliant.
Individuals running for an elected position involving tax
administration, should be required to disclose or have verified that they have
fulfilled their use tax obligation for the past three years. Such a requirement might
be considered for all elected positions.

31

The information on the foreign purchase use tax exemption is on the same BOE website as other information on
use tax compliance. See http://www.boe.ca.gov/taxprograms/usetax/foreign_purchase.html.
32
For examples of formulations of principles of good tax policy, see Nellen, Comparison of Sets of Principles
Commonly Used in Analyzing Tax Proposals; available at
www.cob.sjsu.edu/nellen_a/TaxReform/PolicyApproachToAnalyzingTaxSystems.pdf.
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I.

Pursue Technological Solutions

Despite being in the information age today, states tend to rely
on 1930's techniques for reporting and collecting use tax. Technological solutions
include having the use tax charged to buyers at time of purchase. The buyer's credit
card or Paypal account could be charged for the use tax by the state tax agency
(rather than by the vendor). That is, the vendor charges for the cost of the
goods/services and the state charges for the tax. This approach shifts the credit card
fee for the use tax from the vendor to the state, eliminates reporting obligations for
most, if not all, consumer purchases, speeds up collection time for the tax, and
simplifies state audits of the use tax.
Approaches could also be implemented to use such a collection
system for catalog orders (those not over the Internet). Obstacles include consumer
reluctance, but that might be removed if more consumers understand that the
alternative is to self-report and remit use tax. Use of a third party collector for the
state could eliminate consumer concerns over the state having access to their credit
card or purchase information. Vendor concerns might also be reduced as this
system would be simpler and less costly than requirements to collect sales/use tax
from all customers and file sales tax forms in all jurisdictions. States should work
together, and with vendors, to pursue such a tax collection system.
J.

Support Efforts to Find Non-Compliant Vendors

State auditors should continue efforts to find vendors with an
in-state presence – either directly or through a sales representative, who are not
collecting sales tax. Additional funding should be given to the BOE to enable it to
locate non-registered vendors that may indeed have a physical presence in the state
through property, related entities, agents or representatives.
The BOE should be given authority and appropriate funding to
increase intra-agency information sharing as well as interstate information
sharing.33

33

For example, the Southeastern Association of Tax Administrators (SEATA), is a group of twelve states that share
sales tax information and encourage businesses to register in states in which they do not have a physical presence.
This type of information sharing among states might be a useful way to find businesses that are not reporting use
tax. For more information, see http://www.seatastates.org/.
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K.
Encourage Out-of-State Vendors to Voluntarily Collect Use
Tax or Assist in Its Collection
Remote vendors will be reluctant to voluntarily collect a tax
they are not legally required to collect and with good reasons. There are costs
associated with compliance including filing and additional credit card fees due to
higher charges by customers (because the sales tax would be included on the
charge). There are also competitive disadvantages of complying when other
vendors do not as it will look like the compliant vendor’s goods are more
expensive. An advantage to collecting the use tax even when not legally required
to do so would probably only exist if the state did a good enough job of educating
taxpayers about their use tax obligations. Vendors could then advertise not to
worry about use tax compliance because they would handle it for their customers.
Incentives for voluntary collection by vendors or assistance
with use tax compliance might include any of the following:
a. Offer compensation to vendors for collecting the use tax (to help
cover their compliance costs).
b. Offer simplified compliance techniques, such as annual rather than
quarterly reporting and providing technological tools to aid
compliance.
c. Offer an amnesty period to entice vendors who may owe or
possibly owe sales/use tax to register with past liabilities forgiven.
d. Give a preference to companies registered to collect use tax when
the state makes purchases.
e. Require all vendors who sell to any California government agency
or office to register for sales tax collection.
f. Provide a "safe harbor" to remote vendors if they include a notice
on invoices of California customers reminding them of their use
tax obligation and the vendor completes a nexus checklist and it
indicates they do not have sales tax nexus. Should the BOE later
determine that the vendor has nexus, but acted in good faith in
completing the questionnaire, past obligations would be forgiven.
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L.

Work with Congress and Other States

California could encourage Congress to enact legislation that
reverses or minimizes the effect of the U.S. Supreme Court decision of 1992 (the
Quill decision) that requires a physical presence in order for a state to collect sales
tax from a vendor. The Court’s rationale for its holding was that imposing tax
collection obligations on remote vendors would violate the commerce clause of the
U.S. Constitution (it would impede interstate commerce). The Court noted that the
commerce clause is within the purview of Congress (that is, Congress can
determine what does and does not impede interstate commerce). Thus, Congress
could enact a law allowing states to require remote vendors to collect sales and use
tax from customers in the state, or require them to provide use tax notice and report
information to states. However, Congress is unlikely to make such a change unless
states greatly simplify their sales tax laws, which today, vary from state to state.
States need to join efforts and approach Congress for assistance in reducing their
use tax gaps.
Several states have simplified their sales/use tax laws by
adopting uniform rules established by the Streamlined Sales and Use Tax Project.34
The hope of adopting states is that Congress will reverse the Quill decision for
them.35
Several years ago, California evaluated whether the SSUTA
would be appropriate for the state. The SSUTA should be re-evaluated today in
light of the current status of the SSUTA with over 20 states participating and the
possibility that Congress might only reverse the Quill decision for adopting states.

34

The Streamlined Sales and Use Tax Project began in 2000. The Streamlined Sales and Use Tax Act (SSUTA) and
other information on the project can be found at http://www.streamlinedsalestax.org. The Board of Equalization has
a background paper on the SSUTA at
http://www.boe.ca.gov/legdiv/pdf/Streamlined_Sales_and_Use_Tax_Agreement.pdf (7/6/09).
35
Various bills have been introduced over the past few years, including H.R. 5660 (111th Congress), the Main Street
Fairness Act, which would allow states that are members of the Streamlined Sales and Use Tax Agreement
(SSUTA) to collect tax from remote vendors. An exception would be provided for small vendors (not defined in the
legislation). See http://thomas.loc.gov/cgi-bin/bdquery/z?d111:h.r.05660:. Legislative proposals of the 112th
Congress included H.R. 3179, H.R. 2701 and S. 1832. Variations among these bills included the size of the de
minimis seller rule and the nature of a state's sales tax simplification to be eligible to collect sales tax from remote
sellers. In addition, not all of the bills required states to be part of the SSUTA to be eligible for broader sales tax
collection. For more information on these bills and links to hearings held on them, see
http://www.cob.sjsu.edu/nellen_a/affiliate_nexus.html#Federal_.
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Exhibit A
Use Tax Instructions for 2011 California Individual Income Tax Return
Note: 2011 instructions are shown below because the longer Form 540 instruction
booklet was not available at January 14, 2013.
From page 14 of the instructions:
https://www.ftb.ca.gov/forms/2011/11_540bk.pdf
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From page 15 (continued from page 14):
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From page 16 (not a continuation of the above text):
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From page 20 (of the complete 540 booklet):
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Exhibit B
Use Tax Instructions for 2011 Michigan Individual Income Tax Return

Source: http://www.michigan.gov/documents/taxes/1040_Book_372115_7.pdf
(page 9).
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Exhibit C
Michigan Use Tax Ad

Source: http://www.michigan.gov/documents/use_p3_2773_7.pdf.
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