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 T. STANLEY, Administrative Law Judge:  Pursuant to Revenue and Taxation Code 

(R&TC) section 6561, Digimax Productions LLC (appellant) appeals a Decision issued by 

respondent California Department of Tax and Fee Administration (CDTFA)1 denying, in part, 

appellant’s timely petition for redetermination of a Notice of Determination (NOD).  The NOD, 

issued on March 2, 2022, is for net tax of $33,659,2 plus applicable interest, for the period 

January 1, 2017, through December 31, 2019 (liability period).3  After issuing the NOD, CDTFA 

prepared a reaudit that reduced the measure of unreported taxable sales by $18,367, from 

$305,556 to $287,189, and the net tax by $1,709, from $33,659 to $31,950.4 

                                                                 
1 Sales and use taxes were formerly administered by the State Board of Equalization (board).  In 2017, 

functions of the board relevant to this case were transferred to CDTFA.  (Gov. Code, § 15570.22.)  For ease of 

reference, when this Opinion refers to events that occurred before July 1, 2017, “CDTFA” shall refer to the board. 

 
2 The NOD reflects total tax of $44,297 and a credit of $10,638, resulting in a net tax of $33,659. 

 
3 The NOD was timely issued because on December 14, 2021, appellant signed the most recent in a series 

of waivers of the otherwise applicable three-year statute of limitations for the period January 1, 2017, through 

December 31, 2018, which allowed CDTFA until July 31, 2022, to issue an NOD.  (See R&TC, §§ 6487(a), 6488.) 

 
4 The reaudit report reflects total tax of $44,297 and a credit of $12,347, resulting in a net tax of $31,950. 
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Appeal of Digimax Productions LLC 2 

 Appellant waived the right to an oral hearing; therefore, the matter was submitted to the 

Office of Tax Appeals (OTA) on the written record pursuant to California Code of Regulations, 

title 18, section 30209(a). 

ISSUE 

Are further adjustments to the measure of unreported taxable sales warranted? 

FACTUAL FINDINGS 

1. Appellant, a limited liability company located in Glendale, California, is a retailer and 

installer of audio and video equipment, computer hardware and software, and security 

systems.5  Appellant also provides maintenance, repair, and monitoring of systems.  

Appellant’s seller’s permit was opened with an effective start date of June 18, 2007.  

Appellant has not been previously audited. 

2. CDTFA completed an audit and a revised audit.6  For the audit, appellant did not provide 

a complete set of books and records.  Instead, appellant provided federal income tax 

returns (FITRs) for calendar years 2017, 2018, and 2019; sales summary reports for the 

first quarter of 2017 (1Q17) through 4Q19; incomplete sales invoices; sales summaries 

for 1Q17 through 4Q19; nine purchases invoices; and bank statements for 4Q16, 1Q17, 

and 1Q18 through 4Q18.  CDTFA found the books and records inadequate for sales and 

use tax audit purposes. 

3. For the liability period, appellant reported on its sales and use tax returns (SUTRs) total 

sales of $3,673,392 and claimed deductions totaling $2,273,756, resulting in reported 

taxable sales of $1,399,636.  Appellant stated it used QuickBooks to record and report 

sales on the SUTRs. 

4. CDTFA compared appellant’s total sales (as reported on its SUTRs) to appellant’s gross 

receipts (as reported on its FITRs) for the liability period.  For 2017, gross receipts 

                                                                 
5 CDTFA acknowledges that appellant is a construction contractor pursuant to California Code of 

Regulations, title 18, section 1521.  However, neither party has asserted or provided evidence that appellant’s 

purchases included materials consumed in furtherance of a construction contract, for which use tax (rather than sales 

tax) would apply.  As such, OTA considers all of appellant’s sales to be retail sales (either as a general retail sale of 

tangible personal property or as a sale of a fixture that is furnished and installed under a construction contract), as 

supported by the limited invoices in the evidentiary record. 

 
6 OTA will not discuss any portion of the original audit that was superseded by the revised audit. 
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reported on appellant’s FITRs exceeded the total sales reported on appellant’s SUTRs.  

For 2018, total sales reported on appellant’s SUTRs exceeded the gross receipts reported 

on appellant’s FITRs.  For 2019, CDTFA found only minor differences between 

appellant’s reported gross receipts and total sales.  Appellant could not explain the reason 

for the differences in 2017 and 2018. 

5. CDTFA noted that appellant did not report cost of goods sold (COGS) on its 2017 FITR.  

Appellant explained that its purchases of merchandise for that year were instead claimed 

as a deduction for supplies.  For 2018, appellant indicated that it reported its purchases in 

two different categories on the FITR:  COGS and distributing expenses.7  Appellant did 

not report beginning or ending inventories on the FITRs for any of the three years in the 

liability period. 

6. Using the taxable sales appellant reported on its 2017 SUTRs and the claimed supplies 

deduction (i.e., purchases) appellant reported on its 2017 FITR, CDTFA calculated a 

book markup of negative 16.5 percent for that year.8  Using appellant’s 2018 SUTRs and 

FITR, CDTFA’s calculated a 2018 book markup of 148.36 percent.  CDTFA determined 

that the inconsistent book markups (i.e., a negative markup for 2017 followed by an 

increased markup in 2018) indicated that appellant potentially underreported sales, and 

additional testing was warranted. 

7. For 2018, appellant’s bank deposits exceeded reported sales by $117,734. 

8. CDTFA compared taxable sales recorded in the sales summary reports to taxable sales 

reported on the SUTRs, which disclosed unreported taxable sales of $105,998 for the 

liability period. 

9. CDTFA could not verify appellant’s reported sales because certain sales invoices were 

missing.  CDTFA used the markup method (an indirect audit method) to determine 

appellant’s taxable sales.  CDTFA performed a shelf test9 using four sales invoices from 

                                                                 
7 CDTFA included appellant’s distributing expenses when it calculated COGS for the liability period. 

 
8 “Markup” is the amount by which the cost of merchandise is increased to set the retail price.  A negative 

markup indicates that appellant was selling merchandise for less than its cost.  A “book markup” (sometimes 

referred to as an “achieved markup”) is one that is calculated from the retailer’s records. 

 
9 A shelf test is an accounting comparison of known costs and associated selling prices used to compute 

markups. 
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September 2019, and nine corresponding purchase invoices.10  The shelf test revealed a 

markup of 95.29 percent. 

10. CDTFA added the 95.29 percent markup to the merchandise purchases reported on 

appellant’s FITRs for 2017, 2018, and 2019.  From that amount, CDTFA deducted 

taxable sales of $122,725, which appellant erroneously related to sales completed in 

1Q17 but reported on its 4Q16 SUTR, and appellant’s 2019 claimed nontaxable sales in 

interstate and foreign commerce.  Appellant explained that on its 4Q16 SUTR, it 

erroneously reported taxable sales of $122,725 that related to sales completed in 1Q17.  

In total, CDTFA calculated audited taxable sales of $1,705,192 for the liability period.  

After subtracting appellant’s reported taxable sales of $1,399,636, CDTFA established a 

deficiency measure of $305,556 for unreported taxable sales. 

11. CDTFA issued the NOD to appellant on March 2, 2022. 

12. Appellant filed a timely petition for redetermination disputing the NOD in its entirety. 

13. During CDTFA’s appeals process, appellant prepared and provided to CDTFA its own 

shelf test of 16 different items from September 2022 through January 2023 to calculate a 

24.24 percent “average markup” (appellant’s shelf test).  Upon review, CDTFA found 

that appellant’s “average markup” represented a gross profit margin percentage11 and 

therefore rejected appellant’s shelf test. 

14. Appellant also submitted to CDTFA a schedule of 153 sales invoices from 

September 2022 through January 2023 (appellant’s schedule).  Using appellant’s 

schedule, CDTFA calculated a markup percentage of 202 percent, which exceeded both 

CDTFA’s audited markup percentage and appellant’s shelf test calculation, so CDTFA 

declined to use appellant’s schedule. 

15. In its Decision issued on July 26, 2023, CDTFA ordered a reaudit to reduce appellant’s 

purchases of merchandise by one percent for shrinkage12 but otherwise denied appellant’s 

petition for redetermination. 

                                                                 
10 CDTFA requested purchase invoices associated with 17 of appellant’s sales, but appellant only produced 

nine.  OTA’s record does not include a tenth purchase invoice that appellant may have provided to CDTFA. 

 
11 Gross profit margin is gross profit divided by sales, whereas markup is calculated by dividing the gross 

profit by the cost of goods sold. 

 
12 Shrinkage includes pilferage, spoilage, theft, natural disasters, and fire losses where applicable. 
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16. The reaudit reduced the measure of appellant’s unreported taxable sales by $18,367 (from 

$305,556 to $287,189 for the liability period). 

17. Appellant’s timely appeal to OTA followed. 

DISCUSSION 

California imposes sales tax on a retailer’s retail sales of tangible personal property sold 

in this state measured by the retailer’s gross receipts, unless the sale is specifically exempt or 

excluded from taxation by statute.  (R&TC, §§ 6012, 6051.)  For the purpose of the proper 

administration of the Sales and Use Tax Law and to prevent the evasion of the sales tax, the law 

presumes that all gross receipts are subject to tax until the contrary is established.  (R&TC, 

§ 6091.)  “Gross receipts” mean the total amount of the sale price of the retail sales of retailers, 

without any deduction for labor or service cost, or other expense, and includes any services that 

are part of the sale.  (R&TC, § 6012(a)(2), (b)(1).)  Gross receipts do not include the price 

received for labor or services used in installing or applying the property sold.  (R&TC, 

§ 6012(c)(3); Cal. Code Regs., tit. 18, § 1546(a).) 

A taxpayer is required to maintain and make available for examination on request by 

CDTFA all records necessary to verify the accuracy of any return filed, or, if no return has been 

filed, to ascertain and determine the amount required to be paid.  (R&TC, §§ 7053, 7054; Cal. 

Code Regs., tit. 18, § 1698(b)(1).)  Such records include but are not limited to:  (1) the normal 

books of account ordinarily maintained by the average prudent businessperson engaged in the 

activity in question; (2) bills, receipts, invoices, cash register tapes, or other documents of 

original entry; and (3) schedules of working papers used in connection with the preparation of 

the tax returns.  (Cal. Code Regs., tit. 18, § 1698(b)(1).) 

If CDTFA is not satisfied with the amount of tax reported by the taxpayer, CDTFA may 

determine the amount required to be paid based on any information which is in its possession or 

may come into its possession.  (R&TC, § 6481.)  In the case of an appeal, CDTFA has a 

minimal, initial burden of showing that its determination was reasonable and rational.  (Appeal of 

Talavera, 2020-OTA-022P.)  Once CDTFA has met its initial burden, the burden of proof shifts 

to the taxpayer to establish that a result differing from CDTFA’s determination is warranted.  

(Ibid.)  Unsupported assertions are not sufficient to satisfy a taxpayer’s burden of proof.  (Ibid.)  

To satisfy its burden of proof, a taxpayer must prove both:  (1) that the tax assessment is 

incorrect; and (2) the proper amount of tax.  (Appeal of AMG Care Collective, 2020-OTA-173P. 
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Here, CDTFA’s review of appellant’s books and records revealed a negative book 

markup for 2017, which indicates that appellant underreported its taxable sales.  Appellant could 

not explain the difference in its book markups for 2017 and 2018, or the differences between 

reported total sales and gross receipts for those years.  In addition, appellant did not provide 

documents to substantiate its purchases of merchandise, and some of its sales invoices were 

missing. 

OTA finds that CDTFA’s use of the markup method, which is a recognized and accepted 

audit procedure, to compute appellant’s taxable sales was reasonable.  (See Appeal of Amaya, 

2021-OTA-328P.)  Therefore, CDTFA has established that its determination, based on the 

markup percentage calculated from its shelf test, is reasonable and rational.  Accordingly, the 

burden of proof shifts to appellant to show errors in the audit and establish the proper amount of 

tax. 

Appellant argues that the sample size of CDTFA’s shelf test was too small and not 

representative of its business, resulting in an overestimation of the markup percentage.  

Appellant argues that its markup can be as low as a negative markup, but at most is 25 percent.  

In support of this argument, appellant relies on its own shelf test and appellant’s schedule, but 

those documents contradict appellant’s assertion.  Appellant’s shelf test reflects several items 

sold with a markup of over 40 percent, and one as high as 120 percent.  Similarly, appellant’s 

schedule reveals a markup of 202 percent.  Moreover, appellant’s schedule and shelf test are 

solely comprised of invoices from outside of the liability period and are thus less representative 

of appellant’s business than CDTFA’s shelf test which used invoices from within the liability 

period.  Additionally, appellant calculated its shelf test using 16 nonsequential invoices of 

appellant’s choosing.  Appellant asserts that it is not required to number its invoices sequentially. 

While it is true that appellant is not required to number its invoices sequentially, such 

measures are part of good internal controls for a business to employ, especially for instances 

where, as here, a taxpayer needs to prove that its invoices are accurate, reliable, and 

representative of its business.13 

With respect to the sample size of CDTFA’s shelf test, OTA recognizes that a shelf test 

using only four invoices, on its face, seems relatively small.  However, the record shows that 

                                                                 
13 OTA notes that the deleted or missing sales invoices were not a factor in CDTFA’s calculation of the 

audited taxable sales.  Thus, appellant’s argument that it is not required to number its invoices sequentially has no 

bearing on its tax liability and would not be a basis for providing an adjustment. 

Docusign Envelope ID: A3A75076-4FEB-448F-8661-6298E8994922 2026-OTA-063 
Nonprecedential 



Appeal of Digimax Productions LLC 7 

CDTFA requested purchase invoices for 17 sales invoices, and appellant produced nine purchase 

invoices for only four sales invoices.  Considering the limited evidence available to CDTFA 

during the audit, OTA finds that the sample size of the shelf test is also reasonable.  Moreover, 

the sample size of CDTFA’s shelf test was in part due to appellant’s lack of purchase invoices, 

and therefore, appellant is not in a position to argue now that the sample size is too small to be 

reliable. 

Appellant also contends that its SUTRs, FITRs, and bank statements are consistent with 

each other, and thus, appellant’s reported taxable sales should be accepted.  However, CDTFA is 

not obligated to accept the amount the taxpayer reported on its SUTRs simply because its books 

and records seem consistent.  In fact, quite the opposite is true – CDTFA may compute and 

determine the amount required to be paid upon the basis of any available information, even if the 

books and records are comprehensive and internally consistent.  (R&TC, § 6481; Appeal of 

Amaya, supra.) 

Appellant further contends that CDTFA’s use of a shelf test to determine the markup 

percentage violates CDTFA’s Audit Manual (Audit Manual).14  For example, appellant argues 

that pursuant to Audit Manual section 0407.10,15 a shelf test should only be applied to 

restaurants and small retail stores and is not appropriate for a business with a small volume of 

sales and fluctuating markups.  However, Audit Manual section 0407.10 does not prohibit the 

use of a shelf test for other types of business.  While Audit Manual section 0407.10 references 

restaurants and small retail stores, it also states that this audit method may be used to estimate 

sales with a fair degree of accuracy for many types of businesses.  Additionally, section 0401.00 

of the Audit Manual states, “It is not the purpose of the Audit Manual . . . to lay down rules so 

rigid the auditor is precluded from the exercise of reasonable judgment. . . .  The primary 

objective of the audit program is to determine, with the least possible expenditure of time, the 

correct measure of tax.”  Therefore, OTA does not read the Audit Manual as strictly precluding 

the use of a shelf test for auditing appellant’s type of business. 

Appellant additionally argues that the shelf test violates Audit Manual section 0407.10 

because CDTFA did not consider inventory adjustments, returns, shrinkage, different classes of 

                                                                 
14 CDTFA’s Audit Manual does not provide binding legal authority.  (Appeal of Micelle Laboratories, Inc., 

2020-OTA-290P.) 

 
15 In its Opening Brief, there are a few instances where appellant mistakenly cited to Audit Manual 

section 0408.10.  OTA corrects those citations in this Opinion, as necessary. 
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merchandise, and self-consumption.  As evidenced in the Decision, CDTFA did in fact consider 

each of the aforementioned items and determined that an adjustment for shrinkage – and only 

shrinkage – was warranted.  Appellant misinterprets a requirement to “consider” as a 

requirement to “provide a downward adjustment of the liability.”  Appellant has not provided 

any evidence to support a reduction (or in the case of shrinkage, a further reduction) for returns, 

different classes of merchandise, self-consumption, or shrinkage, and unsupported arguments are 

insufficient to satisfy appellant’s burden of proof.  (See Appeal of Talavera, supra.) 

With respect to inventory adjustments, appellant argues its photos show inventory in its 

two warehouses, but the photos do not provide the information necessary to calculate the amount 

of an inventory adjustment (e.g., the value or purchase amount of the inventory maintained, the 

physical inventory count, or even confirmation that the photos correspond to, or are 

representative of, the liability period).  Appellant argues that it is not required to account for 

inventory on its tax returns.16  Be that as it may, appellant has the burden of proving that it is 

entitled to inventory adjustments, and appellant has not provided reliable evidence to meet its 

burden. 

Appellant also quotes the portion of Audit Manual section 0407.10 related to CDTFA’s 

ability to obtain purchase invoices from vendors when CDTFA doubts that all purchase invoices 

are available.  Appellant asserts that it produced all requested purchase invoices and that those 

invoices did not reveal any evidence of fraud.  There is no indication in CDTFA’s audit working 

papers that CDTFA relied on or requested any purchase invoices from appellant’s vendors, nor 

has appellant pointed to any authority requiring CDTFA to do so.  Instead, CDTFA requested 

purchase invoices for 17 sales invoices, but appellant produced just nine.  In any event, CDTFA 

has not imposed a fraud penalty or alleged appellant acted fraudulently, so OTA finds appellant’s 

argument unavailing. 

Last, appellant argues that the 95.29 percent markup would make its business 

uncompetitive.  Specifically, appellant argues that it cannot charge double the retail cost of 

electronics and maintain its customer base.  However, the markup percentage is applied to 

appellant’s purchase cost to determine appellant’s retail price.  Moreover, CDTFA’s shelf test 

                                                                 
16 To the extent appellant argues that it “should not be punished by [CDTFA] for a timing difference” 

related to beginning and ending inventories, OTA does not find it punitive to deny an adjustment where appellant 

failed to provide supporting evidence. 
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and appellant’s shelf test both reveal that appellant applied a markup of 100 percent or higher on 

multiple invoices.  Consequently, appellant’s own documents refute its argument. 

Appellant has not provided any evidence to support a lower markup for the liability 

period or to prove that CDTFA’s tax assessment is otherwise incorrect.  As such, OTA finds that 

further adjustments to the measure of unreported taxable sales are not warranted. 

HOLDING 

Further adjustments to the measure of unreported taxable sales are not warranted. 

DISPOSITION 

 CDTFA’s action, including its adjustment pursuant to the September 13, 2023 reaudit, is 

sustained. 

 

 

 

     

Teresa A. Stanley 

Administrative Law Judge 

 

We concur: 

 

 

            

Keith T. Long      Steven Kim 

Administrative Law Judge    Administrative Law Judge 
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