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California Tax Disputes Are Worse Than IRS

By Robert W. Wood

hen it comes to taxes, most people think about the
WIRS. But if you live or do business in California, state

taxes are a big piece of what you pay. California does
a good job of aggressively drawing people into its tax net of
high individual (13.3 percent) and business (8.84 percent) tax
rates. Add the state’s notoriously aggressive enforcement and
collection activities, and it’s a perfect storm.

The state’s tax system is complex too. Rather than
adopting federal tax law wholesale like many states,
California’s legislators pick and choose. California adopts some
federal rules but not others, so its tax law has many nuances
that do not track federal tax law. Even California’s tax agencies
and tax dispute resolution system are unusual. Combined with
its unique tax statute of limitations, the situation can be
downright scary.

Take California’s long tax audit period. The basic IRS
statute of limitations is three years. In some cases, the IRS gets
six years, not three. But barring those kinds of exceptions, the
IRS usually has three years once you file a return to audit. The
California Franchise Tax Board administers California’s income
tax. The FTB gets an extra year, so it has four years, not three.
That sounds simple, just an extra year, but not so fast.

Say that you are involved in an IRS audit, but the IRS has
not yet issued a notice of deficiency (also called a 90-day letter,
which must come via certified mail). You may want to drag
your feet in the IRS audit, to try to put you outside California’s
four-year reach. Hey, with a little delay, maybe you can outrun
California’s four-year statute, you might think. Will that protect
you from California’s follow-along “me, too” request for
money?

It sounds like it should work, but it does not. In fact, no
matter how long your IRS dispute goes on, California can
always piggyback and get its piece. Indeed, several things can
give the FTB an unlimited amount of time no matter what.
First, California, like the IRS, gets unlimited time to come after
you if you never file an income tax return. The same goes for
false or fraudulent returns. Those are obvious, but there are
other dangers, too. In some other, less intuitive cases,
California also gets unlimited time to audit.

Suppose that an IRS audit changes your tax liability.
Perhaps you lose your IRS case, or you just agree with the IRS
during an audit that you owe a few more dollars. You might
simply sign and send back a form to the IRS. In that event, you
are obligated to notify the California FTB within six months. If
you fail to notify the FTB of the IRS change to your tax liability,
the California statute of limitations never runs. That means
you might get a tax bill 10 or more years later.

Yes, it happens. California’s FTB often comes along
promptly after the IRS to ask for its piece of a deficiency. But
regardless of whether California gets notice of the adjustment
from the IRS, California taxpayers must notify the FTB and pay
up. If you forget, they usually find you at some point.

This coattails concept in California law applies to
amended tax returns as well. If you amend your IRS tax return,
California law requires you to amend your California return
within six months if the change increases the amount of tax

due. If you don’t, the California statute of limitations never
expires.

With all of those rules, should you ever voluntarily give
the FTB more time to audit you? Surprisingly, yes. Again, the
basic rule is that the FTB must examine your tax return within
four years of when you file. But like the IRS, the FTB
sometimes will contact you, asking for more time. The FTB
may send a form, asking you to sign it to extend the period of
limitations.

This part of California’s system operates pretty much like
its federal counterpart. Some taxpayers just say no, likening an
extension to allow the government more time to audit to giving
a thief more time to burglarize your home. But with the IRS or
FTB, saying “no” usually triggers an assessment, generally
based on adverse assumptions. So, you should usually agree to
the extension, which you may be able to limit to specified tax
issues, or to limit the added time.

How about California audits and tax disputes? They tend
to be harder to resolve than IRS ones, on average. There are
lots of taxes too. California has income taxes, franchise taxes,
sales and use taxes, property taxes, and excise taxes. There are
nexus issues, withholding taxes, tough residency rules, and
more. If you have an IRS dispute, you can fight it
administratively with the auditor and at the IRS Appeals Office.

If necessary, you can go to U.S. Tax Court, where you can
contest the taxes before paying before a judge who decides
only tax cases. Alternatively, if you are willing to pay the tax
first, you could proceed to the U.S. Court of Federal Claims, or
U.S. District Court. Many states have a state tax court, but
California does not. For decades, it had the State Board of
Equalization a five-member administrative body—the only
elected tax commission in the U.S.—that functioned much like
a court.

It was a quirky and controversial system. But all of that
changed in 2017 when California legislators enacted the
Taxpayer Transparency and Fairness Act of 2017, which
created the California Office of Tax Appeals. The OTA has
jurisdiction for appeals related to taxes administered by the
California Department of Tax and Fee Administration and the
Franchise Tax Board. That includes personal income taxes,
corporate franchise taxes, sales and use taxes, LLC taxes and
fees, even gas tax and other excise taxes.

But before you get to the OTA, you’ll be dealing with
California’s tax agencies, either the CDTFA or the FTB. Both
have audit processes, and both have administrative processes
that allow taxpayers to resolve differences over the proper
assessment of tax and the imposition of any penalties. If your
audit is with the Franchise Tax Board over your income taxes,
the process isn’t too different from federal. The auditor will
eventually write up what he or she thinks, and most likely will
propose some additional taxes.

If you disagree, you should write to the FTB and go
through the FTB’s appeals process. But compared to the IRS
Appeals Office, the FTB’s appeals process does not seem to
resolve too many cases, so you may end up having to go to the
OTA unless you just give up. The FTB also has programs that
allow settlement, offers in compromise, and payment plans.



However, once again, those generally do not work as well as
their IRS counterparts.

In the event a dispute persists after the CDTFA or FTB
make a final tax determination, you can appeal to the Office of
Tax Appeals. The OTA is an independent office that is separate
from the state's tax agencies. The OTA is dedicated solely to
the adjudication of California tax disputes. An appeal to OTA
presents the final opportunity for taxpayers to resolve their
tax disputes with the state's tax agencies administratively,
without going to court.

Appeals may be made by a letter request to OTA,
accompanied by any supporting documents. You can ask for an
oral hearing, which is usually a good idea. You can even bring
witnesses who can testify before the OTA. Prior to the hearing,
taxpayers should provide all relevant documents to OTA and
may ask, or be asked, to participate in a pre-hearing
conference. Each tax appeal is heard by a panel of three
administrative law judges, each of whom has significant
experience with tax law.

One AL] will be designated as the lead AL] for the
purposes of the hearing, but every panel member will
participate equally in the hearing, deliberations and decision.
Generally, the AL] panel will prepare a written decision within
100 days of the hearing, along with information about further
steps that may be taken if the taxpayer disagrees with the
OTA's decision.

If you do not agree with OTA’s decision on a case
involving a tax assessment, you can pay the tax liability and
then file a claim for refund with the FTB. If the FTB denies your
claim, you can file an action against the FTB in California
Superior Court within 90 days of the denial of your claim for
refund. If you do not agree with OTA’s decision on a case
involving a denial of a claim for refund, you can file an action
against the taxing agency in California Superior Court within
90 days of OTA’s decision becoming final. All actions filed in
Superior Court are reviewed de novo by the court, rather than
being based on the OTA decision. Cases coming out of the
CDTFA follow the same procedure.
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