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OFFICE OF TAX APPEALS
STATE OF CALIFORNIA

In the Matter of the Appeal of: ) OTA Case No.: 240415796
) CDTFA Case ID: 3-770-611
T. KIM, )
dba D&K Milk Palace )
)
)
OPINION
Representing the Parties:
For Appellant: Min Sun Cho, Representative
For Respondent: Ravinder Sharma, Representative

Christopher Brooks, Attorney
Jason Parker, Chief of Headquarters Ops.
K. LONG, Administrative Law Judge: Pursuant to Revenue and Taxation Code (R&TC)
section 6561, T. Kim, dba D&K Milk Palace (appellant) appeals a Decision issued by the
California Department of Tax and Fee Administration (respondent) partially denying appellant’s
timely petition for redetermination of a Notice of Determination (NOD) issued on April 11, 2022.
The NOD is for tax of $250,713,* plus applicable interest, and a 10 percent negligence penalty
of $25,071.26 for the period January 1, 2018, through December 31, 2020 (liability period).2
However, respondent subsequently prepared a reaudit dated August 8, 2023, that will reduce
the tax to $151,062, and the negligence penalty to $15,106.15.
Office of Tax Appeals (OTA) Panel Members Greg Turner, Michael F. Geary, and Keith
T. Long held an oral hearing for this matter in Cerritos, California, on August 12, 2025. At the
conclusion of the oral hearing, the record was closed and this matter was submitted on the oral

hearing record pursuant to California Code of Regulations, title 18, section 30209(b).

! There was also a payment/credit totaling $384.76.

2 The NOD was timely issued because on September 14, 2021, appellant signed the most recent
waiver in a series of waivers of the otherwise applicable three-year statute of limitations, which allowed
respondent until April 30, 2022, to issue an NOD for the period January 1, 2018, through
December 31, 2018. (See R&TC, 88 6487(a), 6488.) The NOD was timely issued with respect to the
period January 1, 2019, through December 31, 2020, because it was issued within the three-year statute
of limitations period for issuing a determination. (See R&TC § 6487(a).)
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ISSUES

Whether further adjustments to the measure of unreported taxable sales are warranted.
2. Whether the negligence penalty was properly imposed.

FACTUAL FINDINGS

1. Appellant, a sole proprietor, operated a Valero gasoline station with a minimart in
Pacoima, California. Minimart sales included beer, cigarettes and other tobacco
products, soda, and miscellaneous items, including some nontaxable food products.
Appellant obtained his seller’s permit with an effective start date of January 1, 2011.
Appellant had not been previously audited.

2. During the liability period, appellant reported total sales of $7,227,225 and claimed
deductions totaling $1,153,856, which resulted in reported taxable sales of $6,073,369.
As relevant here, appellant’s reported taxable sales included reported taxable minimart
sales totaling $1,283,919.3

3. For the audit, respondent prepared an audit, a revised audit, and a reaudit. The
following is an explanation of the computation of audited taxable sales in the revised
audit report.*

4, Appellant did not provide a complete set of books and records for audit. Instead,
appellant provided the following: federal income tax returns for 2018 and 2019; general
ledgers and bank statements for the period January 2018, through September 2020;
various point of sale (POS) sales reports for the third quarter of 2020 (3Q20) through
4Q20; various purchase invoices for the period 1Q18 through 2Q18; monthly sales tax
worksheets for the period January 2018 through September 2020; and Form 1099-K
statements for 2018 and 2019.°

3 During the audit, respondent verified appellant’s reported taxable sales of gasoline and did not
assess any additional tax based on appellant’s sales of gasoline. Respondent did assess tax in
connection with appellant’s failure to report receipt of cigarette rebates, but appellant does not dispute the
inclusion of those rebates in appellant’s taxable receipts. Accordingly, OTA will not discuss either of
those matters further.

4 During respondent’s internal appeals process, appellant provided additional documentation,
which resulted in the reaudit. The additional books and records, as well as the results of the reaudit, are
discussed in greater detail below.

5 Form 1099-K is an IRS form titled, “Payment Card and Third Party Network Transactions,”
which shows the monthly and annual amounts paid to a merchant by a bank, credit card company, or
third-party network, during a given time period. Form 1099-K data includes payments made by any
electronic means, including, but not limited to, credit cards and debit cards.
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5. Upon audit, respondent compared the total sales reported on appellant’s sales and use
tax returns (SUTRSs) with the gross receipts (excluding sales tax) reported on appellant’s
2018 and 2019 federal income tax returns and found no differences.

6. Respondent then calculated book markups based on the gross receipts (excluding sales
tax) and merchandise purchases for 2018 and 2019 that appellant reported on his
federal income tax returns, which disclosed book markups of 11.14 percent for 2018,
and 14.82 percent for 2019, and an overall book markup of 12.92 percent for the two
years.® As relevant here, respondent also calculated appellant’s book markup on
appellant’s taxable minimart sales. For 2018, respondent found a book markup on
minimart sales of negative 26.84 percent.” For 2019, respondent found a book markup
of 2.44 percent. Respondent found the book markups to be low for this type of business
and continued the audit.

7. Next, respondent compared the gross receipts (including sales tax) reported on
appellant's SUTRs of $1,076,343 for the period 3Q20 through 4Q20 to the gross receipts
recorded on appellant’s POS sales reports of $1,241,203 for the same period. Because
the sales recorded on appellant’'s POS reports exceeded the gross receipts reported on
appellant's SUTRs by $164,860, respondent determined that further audit was
warranted. The various daily POS sales reports had inconsistent start and end dates
with no complete data for a month or a quarter period.

8. Respondent compiled the bank deposits shown in appellant’s bank statements. After
making adjustments for deposits related to money order sales, transfers, and prepaid
sales tax on purchases of fuel paid to appellant’s vendors, respondent found deposits of
$8,118,616, which exceeded the amount reported on appellant’'s SUTRs for the liability
period.

9. Respondent used appellant’s purchase invoices for the period 1Q18 through 2Q18 to
establish ratios for taxable merchandise purchases of 3.71 percent for carbonated
drinks, 58.09 percent for beer, 36.81 percent for tobacco, and 1.38 percent for

miscellaneous taxable merchandise. Respondent also reviewed appellant’s general

6 “Markup” is the amount by which the cost of merchandise is increased to set the retail price.
For example, if the retailer’s cost is $0.70 and it charges customers $1.00, the markup is $0.30. The
formula for determining the markup percentage is markup amount + cost. In this example, the markup
percentage is 42.86 percent (0.30 + 0.70 = 0.42857). A “book markup” (sometimes referred to as an
“achieved markup”) is one that is calculated from the retailer’s records.

” A “negative markup” occurs when the cost of items sold exceeds the sales price which suggests

either the retailer was selling at below cost, did not sell all of its inventory for the period, or that sales were
underreported.
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ledger and found that 89.22 percent of appellant’s purchases during 2018 were taxable
merchandise and that percentage remained nearly constant during 2019 (86.81 percent)
and the first three quarters of 2020 (87.98 percent), with an average of 88.15 percent for
those periods combined.

Respondent performed a modified shelf test, using purchase cost data from appellant
and its vendors and sales price data from appellant, to compute audited markups for
taxable merchandise of: 44.06 percent for carbonated drinks; 29.25 percent for beer;
16.47 percent for tobacco products; and 81.82 percent for miscellaneous taxable items.?
In its original audit, respondent used a weighted average markup of 25.81 percent to
compute the unreported taxable sales. At appellant’s insistence, the revised audit used
audited markups for each taxable merchandise category instead of the weighted
average markup for all sales combined.

Using appellant’s general ledger and information obtained from appellant’s vendor’s,
respondent compiled audited taxable merchandise purchases during the liability period
that cost appellant $3,063,265 ($2,267,772 for beer, $693,578 for tobacco products,
$72,806 for carbonated drinks, and $29,109 for miscellaneous taxable purchases). After
allowing a one percent adjustment for losses through theft and spoilage (shrinkage) and
applying the markup factors (one plus the determined markup) to each taxable
merchandise category, respondent computed audited minimart taxable sales for the
liability period of $3,857,815 ($1,467,098 for 2018, $1,217,654 for 2019, and $1,173,063
for 2020). Respondent deducted reported taxable sales of $1,283,919 to calculate
unreported taxable sales of $2,573,896 ($1,017,829 for 2018, $775,924 for 2019, and
$780,143 for 2020).°

Appellant disagreed with the audit result and asserted that it had mistakenly provided
prices that included sales tax reimbursement (tax-included), which respondent then used
in the revised audit. Appellant provided several photographs and 13 customer affidavits

to support its position. The photographs depict what appear to be store shelves

8 “Shelf test” is defined in the Glossary of Terms at the end of respondent’s Audit Manual as “. . .

a general term for procedures used to determine the unit price of merchandise sold. In many instances,
this is done by examining unit prices of merchandise on the shelves of the retailer. Unit sales prices also
may be determined by examining catalogs, sales tickets, menus, contracts, etc.

9 Respondent also computed error percentages (unreported taxable sales + reported taxable

sales) of 226.55 percent for 2018; 175.66 percent for 2019; and 198.55 percent for 2020 and applied the
appropriate error percentages to reported taxable minimart sales on a quarterly basis to reach the same

result.
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containing beer and cigarettes. The photographs of the beer include pricing signs that
state “out the door.” The photographs of the cigarettes include pricing signs that state
“Tax Incl.” The affidavits are all dated April 25, 26, or 27, 2022, and all of them state, in
essentially identical terms, that the customer shopped at the store “from time to time,”
purchased a specific item for a specific price “(sales tax included),” and that “all prices
included sales tax as an after-tax price.” Each affidavit described a very specific
product, as follows:
e “Tweezer at $2.00 (sales tax included)”*°
e “Coke 20 oz. bottle at $2.00 (sales tax included)”
e “MGD 24 oz. can, at $2.25 (sales tax included) or 1 box (12 units) at $27 (sales
tax included)”
e “Modelo 6 pack bottle at $9.50 (sales tax included) or at 1 box (4 units of
6 packs) at $38 (sales tax included)™!
e “Coors Light 3 packs 24 oz. can at $6.50 (sales tax included) or 1 box (4 units of
3 packs) at $26 (sales tax included)”
e “Carmel Crush at $9.50 (sales tax included) or 1 carton (10 unit) at $95 (sales tax
included)”1?
e “Marlboro Menthol Gold at $10.00 (sales tax included) or 1 carton (10 unit) at
$100 (sales tax included)"?
e “Marlboro Red at $10.00 (sales tax included) or 1 carton (10 unit) at $100 (sales
tax included)” 4
e “Modelo 12 pack bottom at $18.75 (sales tax included) or 1 box (2 units) at
$37.50 (sales tax included).”
According to respondent’s Assignment Activity History, on June 28, 2021, respondent
made an unannounced site visit and purchased a taxable item (carbonated beverage)
and a nontaxable item (water). The receipt describes both purchases as “Groc[ery] No

Tax “ and no tax is itemized on the receipt. There is nothing in the audit note regarding

10 One affidavit referred to “tweezers.’
11 Two affidavits describe this product.
12 Two affidavits describe this product.
13 Two affidavits describe this product.

1 Two affidavits describe this product.

Appeal of Kim 5
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this visit that indicates there was any signage describing prices as “out the door” or “tax
included.” According to the same source, respondent paid another unannounced visit to
appellant’s premises on March 1, 2022, and purchased taxable items (cigarettes,
carbonated drink and beer) and nontaxable items (water). The receipt describes the
taxable beverages as “Groc[ery] No Tax” and the cigarettes as “Cigs.” No tax is
itemized on the receipt and the note that memorializes the visit states, “No sign was
posted to indicate sales tax was included.”

On April 11, 2022, respondent timely issued the NOD.

On April 28, 2022, appellant filed a timely petition for redetermination protesting the
liability. During respondent’s internal appeals process, appellant provided evidence that
some of the information obtained from appellant’s vendors was duplicative, which
resulted in an erroneous determination.

On June 8, 2023, respondent issued a Decision dated June 8, 2023, finding that the
revised audit contained duplicative purchases and ordering a reaudit to reduce
appellant’s merchandise purchases for the liability period by $819,770, from $3,063,265
to $2,243,495. During the reaudit, respondent also correspondingly reduced appellant’s
audited purchases in the beer category. The reaudit reduced appellant’s unreported
taxable minimart sales by $1,048,973, from $2,573,896 to $1,524,923.

On October 10, 2023, appellant filed a request for reconsideration. On March 8, 2024,
respondent issued a Supplemental Decision recommending that the liability be
redetermined based on the reaudit dated August 8, 2023, and otherwise denying the
petition.

This timely appeal followed.

DISCUSSION

Issue 1: Whether additional adjustments are warranted to the amount of additional taxable

sales.

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, 88 6012, 6051.) For 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.) ltis the

retailer’'s responsibility to maintain complete and accurate records to support reported amounts

Appeal of Kim 6
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and to make them available for examination. (R&TC, 88 7053, 7054; Cal. Code Regs., tit. 18,
8 1698(b)(1).)

If respondent is not satisfied with the amount of tax reported by the taxpayer, or in the
case of a failure to file a return, respondent may determine the amount required to be paid on
the basis of any information which is in its possession or may come into its possession. (R&TC,
88 6481, 6511.) Inthe case of an appeal, respondent has a minimal, initial burden of showing
that its determination was reasonable and rational. (Appeal of Talavera, 2020-OTA-022P.) If
respondent’s determination is reasonable and rational, then the determination is presumed
correct. (Ibid.) The burden of overcoming this presumption is on the taxpayer. (lbid.)

Whether a retailer may add sales tax reimbursement to the sales price of property sold
at retail to a purchaser depends solely upon the terms of the agreement of sale. (Cal. Code
Regs. tit. 18, § 1700(a)(1); Civil Code, § 1656.1(a).) OTA will presume that the parties agreed
to the addition of sales tax reimbursement to the sales price of an item if the sales agreement
expressly provides, or sales tax is shown on the receipt, or the retailer otherwise notifies the
customer that sales tax reimbursement will be added to the sales price. (Cal. Code Regs.
tit. 18, 8 1700(a)(2)(A)-(C).) Similarly, OTA will presume that an item is sold at a price that
includes tax reimbursement if the retailer posts on the premises, or includes on a price tag or in
an advertisement one of the following notices: (1) All prices of taxable items include sales tax
reimbursement computed to the nearest mill; or (2) the price of this item includes sales tax
reimbursement computed to the nearest mill. (Cal. Code Regs. tit. 18, § 1700(a)(2)(C).)

Here, appellant did not provide a complete set of books and records for the audit. Upon
examination of the available records, respondent found unexplained discrepancies. For
example, a comparison of appellant’s reported minimart sales to the purchases recorded in
appellant’s purchase journal revealed negative or what respondent concluded were
unreasonably low markup percentages, which warranted further examination. Considering this
discrepancy, and because appellant did not provide sufficient books and records for respondent
to verify appellant’s reported taxable sales, OTA finds it was appropriate to use an indirect
approach to calculate the taxable measure. (See Appeal of Amaya, 2021-OTA-328P.)

To calculate the taxable measure, respondent used the markup method, a generally
accepted sales tax auditing procedure. (See Appeal of Amaya, supra.) Respondent relied on
appellant’s own itemized purchase and sales records, as well as information provided by
appellant’s vendors to calculate markup rates on beer, cigarettes and tobacco products,
carbonated beverages and miscellaneous items. Respondent reduced appellant’s audited

purchases by one percent (for shrinkage) and then, at appellant’s request, applied the markup

Appeal of Kim 7
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rate to each item type to arrive at appellant’s audited taxable sales for the liability period. A
comparison of audited taxable sales to appellant’s reported taxable sales revealed unreported
minimart sales of $2,573,896. Upon reaudit, respondent reasonably and rationally considered
the additional information provided by appellant and removed duplicated taxable purchases.
This resulted in a reduction of the taxable measure from $2,573,896 to $1,524,923. Based on
the foregoing, OTA finds that it was reasonable and rational for respondent to use a markup
audit and to rely on appellant’s sales information, purchase invoices, and vendor information to
project appellant’s audited taxable sales (as reduced in the reaudit). Accordingly, the burden of
proof shifts to appellant to establish that a result differing from respondent’s determination is
warranted. (Appeal of Talavera, supra.)

On appeal, appellant asserts that the measure of unreported minimart sales should be
reduced further because of an audit error: appellant alleges that the sales prices provided to
respondent for the shelf test included sales tax reimbursement. In support of its contentions,
appellant provided photographs and 13 customer affidavits described above (see Factual
Finding 12); and the hearing testimony of a single customer. None of the persons who signed
affidavits testified at the hearing. Appellant also asserts that respondent made mathematical
errors in calculating the markup rates.'® Finally, appellant argues that respondent failed to
provide sufficient opportunities for appellant to present expert testimony, failed to respond to
appellant’s arguments during the appeal process, and engaged in other abusive audit practices.

As relevant here, appellant has the burden of proving the facts that support its position
by a preponderance of the evidence. (Cal. Code Regs., tit. 18, § 30219(a), (b).) This means
that appellant must establish by documentation or other evidence that the circumstances it
asserts are, more likely than not, correct. (Appeal of AMG Care Collective, 2020-OTA-173P.)

Regarding appellant’s assertion that the sales prices provided to respondent were tax-
included, OTA notes that the written pricing information prepared by appellant and provided to
respondent does not indicate that the stated prices were tax-included; and, while OTA’s record
contains no receipts generated by the minimart during the liability period, the receipts obtained
by respondent on June 28, 2021, and on March 1, 2022, identify taxable items as grocery items

without tax. Appellant has provided no evidence to show that receipts recorded and provided to

15 |n addition to appellant’s assertion that the markup rate is based on sales prices that allegedly
include sales tax reimbursement, appellant asserts that respondent made other mathematical errors. For
example, appellant makes various contentions regarding the calculation of appellant’s weighted markup,
the taxable sales ratio, and other errors which are “probably like middle school algebra.” Appellant also
asserts that respondent erred in calculating the ratio of taxable purchases from one vendor. As
discussed below, OTA reviewed the audit workpapers and finds no mathematical errors by respondent.

Appeal of Kim 8
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customers during the liability period indicated that sales tax reimbursement was included in or
added to the price of taxable items.

Appellant’s photographs show posted beer prices that included the legend “out the door”
and posted cigarette prices that included the legend “Tax Incl[uded]”, but there is no evidence to
show when, by whom, or under what circumstances the photographs were taken. Similarly, the
affidavits alone, which make no reference to the liability period, do not constitute sufficient
evidence that respondent erred by using the price data originally supplied by appellant. No one
testified at the hearing to explain how these 13 customers came to execute the affidavits, upon
what personal knowledge or specific recollection(s) they were based, and whether the affidavits
accurately describe such knowledge or recollection(s). None of the customers who signed an
affidavit submitted to the truth-seeking procedures of a hearing. Testimony from just one of the
customers who signed an affidavit might have been sufficient.!®* OTA notes, for example, that
all affidavits refer to “sales tax included” pricing, but there is no evidence to explain why the
customers who purchased beer concluded that sales tax reimbursement was included in the
sales price when the beer signage simply stated “out the door.” Accordingly, OTA gives little
weight to the photographs and affidavits and finds them insufficient to prove that the pricing data
that appellant provided to respondent for the audit included sales tax reimbursement.

Appellant’s witness testified that she had been a customer for approximately 10 years
and had made tax-included purchases of beer, cigarettes, and food at appellant’s business.
Under direct examination by appellant, the witness was asked about signage indicating that
sales tax was included in the posted prices. After stating that there was such signage, appellant
asked the witness if she remembered what the signs stated and, if so, to describe the wording.
That exchange was as follows:

Q: What's the wording? Do you remember?

A: Usually on the -- where the cigarettes are, they have their prices, and it says,

"Sale tax included." And then for their beer same thing. For their other products, is the

same thing.
Q: Where were they located and were attached?
A: Under windows. Under product shelves.

16 See for, example, the Manual of Model Civil Jury Instructions for the United States Courts for
the Ninth Circuit section 1.14, which states “The weight of the evidence as to a fact does not necessarily
depend on the number of witnesses who testify. What is important is how believable the witnesses were,
and how much weight [a jury thinks] their testimony deserves.” (Manual of Model Civil Jury Instructions
for the United States Courts for the Ninth Circuit, 1.14 Credibility of Witnesses.)

Appeal of Kim 9
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Q: Okay. Were the signage clearly visible to you?
A: Yeah.
(Transcript of Proceedings, p.13, Il. 12-20.)

It was not until the witness was later prompted by appellant, using some of appellant’s
photographs, that the witness eventually indicated that she had seen signs indicating “out the
door” pricing. The witness also testified that there were similar signs indicating tax-included
pricing on the window of the refrigerated display where the milk was kept. Milk is not taxable
(R&TC, § 6359(b)(2)), and there would be no reason for appellant to display such a sign on the
dairy case. While the witness testified that these signs have been there “for years, since |
remember” (Transcript of Proceedings, p.14, I. 6), and specifically confirmed that she saw the
signs in 2021 and 2022, at no time did the witness state that she had seen any price signs in the
minimart during the liability period. The majority finds the witness testimony insufficient to
establish that the pricing data relied upon by respondent included sales tax reimbursement.

Regarding appellant’s other arguments, as previously stated, OTA has reviewed the
audit calculations and found no error. Finally, regarding appellant’s assertion that respondent
failed to provide sufficient opportunities for appellant to present expert testimony, failed to
respond to appellant’s arguments during the appeal process, and engaged in other abusive
audit practices, OTA is not a court. (See Govt. Code, 8§ 15672(b).) It is an administrative
tribunal whose jurisdiction is specifically delineated by statute and regulation. (See Cal. Code
Regs, tit. 18, 88 30103 and 30104.) OTA’s primary responsibilities are to process and decide
taxpayers’ administrative appeals. (Govt. Code, §§ 15672(a), 15674.) OTA’s role in this appeal
is to weigh the evidence to decide whether the determination should be sustained or adjusted,
and appellant has had every opportunity to prosecute this appeal before OTA. Appellant does
not allege otherwise. To the extent appellant asserts that respondent engaged in abusive audit
practices in violation of the Taxpayers’ Bill of Rights, R&TC section 7083 provides that the
Taxpayers’ Rights Advocate office is “responsible for facilitating resolution of taxpayer
complaints and problems, including any taxpayer complaints regarding unsatisfactory treatment
of taxpayers by board employees, and staying actions where taxpayers have suffered or will
suffer irreparable loss as the result of those actions.” There is nothing in the Taxpayers’ Bill of
Rights or OTA’s enabling legislation, Assembly Bill Nos. 102 and 131 (2017-2018 Reg. Sess.),
that grants OTA the authority to consider such claims.'’ If a taxpayer can show that an officer

or employee of respondent recklessly disregarded respondent’s published procedures, that

17 OTA does have jurisdiction to consider and decide taxpayers’ claims for reimbursement of fees
and expenses. (See R&TC, § 7091; Cal. Code Regs., tit. 18, § 30705 et seq.)

Appeal of Kim 10
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taxpayer’s remedy is to seek damages in an action filed with the Superior Court. (See R&TC,
§ 7099.) Here, OTA finds no credible evidence of misconduct by respondent that caused an
error in the ultimate determination.

Accordingly, OTA finds that no further reductions to the taxable measure are warranted.

Issue 2: Whether the negligence penalty was properly imposed.

Respondent imposed the negligence penalty because appellant failed to maintain and
provide books and records for audit, and the audit disclosed a substantial understatement of
taxable sales.

As relevant here, if any part of a liability for which a deficiency determination is made is
due to negligence, respondent must add a penalty equal to 10 percent of the amount of the
determination. (R&TC, § 6484.) Although the term “negligence” is not specifically defined in the
Sales and Use Tax Law, it is a common legal concept and is generally defined as a failure to act
as a reasonably prudent person would have acted under similar circumstances. (Acqua Vista
Homeowners Assn. v. MWI, Inc. (2017) 7 Cal. App. 5th 1129, 1157.)

A taxpayer must maintain and make available for examination on request by respondent
all records necessary to determine the correct tax liability under the Sales and Use Tax Law,
and all records necessary for the proper completion of the returns. (R&TC, 88 7053, 7054; Cal.
Code Regs., tit. 18, 8 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 or working papers used in connection with the preparation of
the tax returns. (Cal. Code Regs., tit. 18, 8 1698(b)(1).) Failure to maintain and provide (for
audit) complete and accurate records is evidence of negligence and may result in imposition of
a negligence penalty. (Cal. Code Regs., tit. 18, § 1698(k).) A negligence penalty also can be
based on reporting errors. (Independent Iron Works, Inc. v. State Bd. of Equalization (1959)
167 Cal.App.2d 318, 323.)

Generally, a negligence penalty should not be added to deficiency determinations made
in the first audit of a taxpayer. (Cal. Code Regs., tit. 18, § 1703(c)(3)(A).) However, if the
evidence establishes that any bookkeeping and reporting errors cannot reasonably be attributed
to the taxpayer’s good faith and reasonable belief that its bookkeeping and reporting practices
were in substantial compliance with the requirements of the Sales and Use Tax Law or
authorized regulations, the negligence penalty, even for a first-time audit, should be upheld.
(Ibid.)

Appeal of Kim 11
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Here, appellant failed to provide a complete set of books and records for the audit, which
is evidence of negligence. However, this was appellant’s first audit, and OTA finds that this
particular failure can reasonably be attributed to the taxpayer’s good faith and reasonable belief
that its bookkeeping practices substantially complied with the law. Giving appellant the benefit
of the doubt, again because this was appellant’s first audit, OTA finds that appellant’s failure to
report cigarette rebates can reasonably be attributed to the taxpayer’s good faith and
reasonable belief that its reporting practices substantially complied with the law. However,
appellant’s minimart sales error rate (unreported taxable sales + reported taxable sales) for the
liability period was 118.77 percent, meaning that appellant failed to report more than half of its
taxable minimart sales. That is a significant error rate, one that appellant did not adequately

explain.’® On this basis, OTA finds that respondent correctly imposed the negligence penalty.

18 Even if OTA accepted appellant’s contention that respondent calculated the markup rate
incorrectly, which OTA does not, appellant’s proffered markup rates for each category, which are based
on the alleged inclusion of sales tax reimbursement in posted prices, would result in audited taxable sales
of $2,565,778.87. OTA calculated this amount by applying appellant’s asserted markup rates of
18.04 percent for beer, 32 percent for carbonated beverages, 6.37 percent for cigarettes and tobacco
items and 67 percent for miscellaneous taxable items to the audited taxable purchases (adjusted for
shrinkage) for each category. When compared to reported taxable convenience store sales of
$1,283,919, appellant’s own contended markups would result in unreported taxable sales of
$1,281,859.87 ($2,565,778.87 - $1,283,919), which is a 99.84 percent error ($1,281,859.87 +
$1,283,919). Thus, if appellant had shown that the price data provided to respondent for the audit was
tax-included, the error rate would still have been nearly 100 percent.
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HOLDINGS

Further adjustments to the measure of unreported taxable sales are not warranted.
2. The negligence penalty was properly imposed.

DISPOSITION

OTA sustains respondent’s action partially denying appellant’s petition for

Docusiéned by:
EDC88A60D803E442...

Keith T. Long
Administrative Law Judge

redetermination.

| concur:

E'1A9852EF88AC4()7...

Michael F. Geary
Administrative Law Judge
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G. TURNER, Administrative Law Judge, concurring in part and dissenting in part:

| concur with the majority’s conclusion regarding the determination of tax, but dissent
regarding the imposition of the negligence penalty.

The majority’s detailed scrutiny of T. Kim’s (appellant’s) customer’s straightforward
witness testimony seems unnecessary. And dismissing appellant’s 13 customer affidavits for
not having one of the affiants testify effectively nullifies affidavits as an evidentiary tool. This
contradicts the Office of Tax Appeal’s (OTA’s) Rules for Tax Appeals (see Cal. Code Regs.,
tit. 18, div. 4.1, § 30214) and undermines the rights of taxpayers in non-appearance matters. At
the same time, the majority does not question the California Department of Tax and Fee
Administration’s (respondent’s) failure to submit their auditor to the “truth-seeking procedures of
a hearing” (the majority’s words) but accepts respondent’s findings without either reservation or
attestation under oath. Nevertheless, | concur with the majority’s conclusion that no further
adjustments to the taxable measure are warranted. | write separately because, although |
accept appellant’s witness testimony and customer affidavits at face value, | still find that
appellant failed to establish that its customers generally agreed that appellant sold taxable items
on a tax included basis. However, | would find that the negligence penalty was not properly
imposed.

In the early years of California’s sales tax law, retailers were economically incentivized (if
not legally obligated) to collect the sales tax from purchasers. (See former Revenue and
Taxation Code (R&TC), 88 6052 and 6053.)! Federal courts, however, found that this scheme
placed the incidence of the tax on the buyer, which in certain contexts violated federal law.? The
California Legislature pivoted in 1978, repealing former R&TC sections 6052 and 6053 and
enacting Civil Code section 1656.1, which made sales tax reimbursement a matter of contract
between seller and buyer. (Stats. 1978, c. 1211, p. 3915.) Recognizing that ascertaining the
intention of the parties was necessary to determining the measure of tax (and that most sales

transactions, like those at issue here, involve small amounts of money and are not memorialized

! Former R&TC section 6052 provided “[t]he tax hereby imposed shall be collected by the retailer
from the consumer in so far as it can be done.” (ltalics added.) Former R&TC section 6053 prohibited
retailers from advertising they would absorb, omit, or refund the tax.

2 California courts have consistently found collection of the tax permissive and therefore the
incidence on the retailer. (Livingston Rock & Gravel Co. v. De Salvo (1955) 136 Cal.App.2d 156; Loeffler
v. Target (2014) 58 Cal.4"" 1081). However, in a per curiam decision, the United States Supreme Court
ruled in Diamond Nat’l Corp. v. State Bd. of Equalization (1976) 425 U.S. 268, “the incidence of the state
and local sales taxes falls upon the national bank as purchaser, and not upon the vendors.” See also
United States of America v. State Bd, of Equalization (9th Cir. 1976) 536 F.2d 294.
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via a written contract, thereby leaving the parties’ intentions a mystery), the Legislature enacted
Civil Code section 1656.1 “to create a rebuttable presumption as to the intention of the parties
for use in the absence of evidence of other intention by those who have occasion to use this
information.” (Stats. 1978, c. 1211, § 22, p. 3926.)

While the requirements of Civil Code section 1656.1 are only conditions for establishing
a presumption that the parties to a sale agreed that tax reimbursement would be paid, the same
types of evidence illustrated there is nevertheless the same types of evidence one would expect
a retailer like appellant would offer to establish that they generally sold taxable goods on a tax
included price. By making tax reimbursement a matter of contract between the parties, in
circumstances like appellant’s with numerous small sales among a myriad of one-time and
repeat customers, notice to patrons of the tax reimbursement collected becomes the central
guestion.

While appellant’s photographic evidence of shelf labels showing price tags as “tax
included” or “out the door” might, standing alone, be sufficient,® they are neither dated nor is
there testimony connecting the photos to price notifications during the audit period. Similarly,
while appellant’s witness testimony provides some evidence that their personal experience as a
long-time customer was that sales were made on a tax included basis, the witness was not clear
about why an infrequent or one-time purchaser might have been put on notice that all items sold
were on a tax included basis. The issue is not the veracity of the witness testimony or the
affidavits, but their contrast with the site visits by respondent who observed no signage or
general notices in the windows or elsewhere that would otherwise indicate to customers that all
taxable items were sold at a tax included price. Neither appellant, appellant’s witness, nor the
affiants speak to the discrepancy. | simply cannot reconcile appellant and respondent’s
opposing assertions. On that basis, | would find that the presumption of correctness afforded
respondent’s determination controls the outcome. (See Appeal of Talavera, 2020-OTA-022P.)

Notification of tax reimbursement serves important public policy goals: not only
promoting transparency of the terms of sale, but of the retailer’s special role in the collection and
remittance of tax. (See Loeffler v. Target Corp. (2014) 58 Cal.4th 1081.) While for most

3 The majority’s challenge to the use of the term “out the door” as insufficient notice of sales being
on a tax included price seems counterintuitive. While item specific price tags might be questioned as
sufficient to establish a retailer’s practice of selling all goods on a tax included price, a sufficient number
would. Consumers generally make broad conclusions from small samples. This is commonly referred to
as the “availability heuristic,” the tendency of people in evaluating the frequency of classes or the
probability of events by availability, i.e., the ease with which relevant instances come to mind. (See
generally Kahneman & Tversky, Availability: A Heuristic for Judging Frequency and Probability,

5 Cognitive Psychol. 207 (1973) (exploring the availability heuristic).)
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consumers purchasing goods on a tax included basis is of no economic consequence and their
consent to such a transaction axiomatic, the retailer, by the act of collecting tax reimbursement,
assumes a role greater than simple seller of goods. Because the retailer is a custodian of funds
collected and owed to the State (and to avoid consumer suits and the implication of unjust
enrichment), the Legislature imposed severe penalties for failing to remit amounts collected.
(See R&TC, § 6597.) Consequently, unreported sales on a tax included basis raise the
potential of significant costs above and beyond the consequence of an excessive markup price.

For these reasons, | find that appellant has failed to overcome the presumption of
correctness afforded respondent’s determination.

In regard to the majority’s determination of negligence, I find their isolation of
underreported minimart sales as justification for the penalty problematic. Appellant’s minimart
sales were less than 20 percent of appellant’s total reported sales. By isolating those sales and
asserting appellant’s underreporting was 118 percent, the majority mischaracterizes the error on
the return. By the majority’s methodology, an underreporting of any class or even invoice could
be sufficient on a percentage of error basis to warrant a negligence penalty. Though appellant’s
underreporting was not trivial in dollars, it was their first audit and they did supply respondent
with the information that became the basis of the determination, apart from some vendor
purchasing records. Consequently, it would not be unreasonable for appellant to believe their
bookkeeping records substantially complied with the law and the 20 percent (or thereabouts)
underreporting on the return insubstantial enough to warrant a penalty here. For that reason, |

do not believe the negligence penalty was properly imposed.

Signed by:
C:—rc.o Tocaer

1B8F50433F1D4D5...

Greg Turner
Administrative Law Judge

Date Issued: | /13/2025

4 California Uniform Commercial Code section 2204 does not incorporate the traditional
requirement of mutual assent of the parties to all essential terms. (See Steiner v. Mobile Oil Corp. (1977)
20 Cal.3d 90.)
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