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SUMMARY 

The O f f i c e  of t h e  Audi to r  Genera l  h a s  conducted a  performance a u d i t  of t h e  

Department of Revenue - S a l e s  Tax Program i n  response  t o  a  June 1 9 ,  1979,  

r e s o l u t i o n  of t h e  J o i n t  L e g i s l a t i v e  Budget Committee. The performance 

a u d i t  r e p o r t  p r e s e n t e d  h e r e i n  was p repared  under  t h e  a u t h o r i t y  v e s t e d  i n  

t h e  Audi to r  General  by Arizona Revised S t a t u t e s  (A.R.S . )  $41-1279 e t  seq .  

The a u t h o r i t y  t o  a d m i n i s t e r  t h e  s a l e s  t a x  program was t r a n s f e r r e d  from t h e  

now-defunct S t a t e  Tax Commission t o  t h e  Department o f  Revenue ( D O R )  when 

DOX was formed on J u l y  1, 1974. The s a l e s  t a x  program, a s  a d m i n i s t e r e d  by 

DOE, i n c l u d e s  t h e  c o l l e c t i o n  o f  s i x  s e p a r a t e  t a x e s .  I n  a d d i t i o n  t o  

t r a n s a c t i o n  p r i v i l e g e ,  e d u c a t i o n  e x c i s e  and s p e c i a l  e x c i s e  t a x  f o r  

e d u c a t i o n ,  which a r e  commonly r e f e r r e d  t o  a s  s a l e s  t a x e s ,  DOR a l s o  

c o l l e c t s  u s e ,  bingo and r e n t a l  occupancy t a x e s .  

I n  1979, D O R ' s  a d m i n i s t r a t i o n  o f  t h e  S a l e s  Tax Program r e c e i v e d  a  g r e a t  

d e a l  of p u b l i c  c r i t i c i s m  and,  s i n c e  t h e n ,  DOR h a s  made a  c o n c e r t e d  e f f o r t  

t o  improve t h e  program. N e v e r t h e l e s s ,  a d d i t i o n a l  improvements a r e  s t i l l  

needed and a r e  addressed  i n  seven major f i n d i n g s :  

1. The Department o f  Revenue h a s  n o t  f u l f i l l e d  i t s  s t a t u t o r y  

r e s p o n s i b i l i t y  t o  e s t a b l i s h  adequa te  p rocedures  f o r  s a f e g u a r d i n g  

and p r o c e s s i n g  s a l e s  t a x  payments. A s  a  r e s u l t ,  t h e  S t a t e  may 

have l o s t  a n  e s t i m a t e d  $1.1 m i l l i o n  a  y e a r  i n  i n t e r e s t  income, 

and a  s i g n i f i c a n t  amount o f  money i s  exposed t o  l o s s  th rough  

d e f a l c a t i o n  o r  a c c i d e n t .  (page  13)  

2 .  DOR h a s  n o t  developed a  s y s t e m a t i c  a u d i t  s e l e c t i o n  procedure  

s i m i l a r  t o  t h o s e  of o t h e r  t a x  a d m i n i s t r a t i o n  a u t h o r i t i e s .  A s  a  

r e s u l t ,  COR may n o t  be maximizing revenues  from i t s  s a l e s  and u s e  

t a x  a u d i t  f u n c t i o n .  I n  a d d i t i o n ,  DOR h a s  o v e r s t a t e d  revenues  

genera ted  by i t s  a u d i t  f u n c t i o n  i n  budget documents submi t t ed  t o  

t h e  L e g i s l a t u r e .  (page  27) 



3. The DOR s a l e s  and use  t a x  a p p e a l s  p r o c e s s  i s  f ragmented and 

uncoord ina ted .  A s  a  r e s u l t ,  t h e  p r o c e s s  i s  e x c e s s i v e l y  l o n g ,  and 

not  p r o p e r l y  documented o r  moni tcred.  (page  41) 

4 .  DOR i s  no t  c o n s i s t e n t l y  imposing p e n a l t i e s  on l a t e  payments of 

s a l e s  t a x e s  a s  r e q u i r e d  by s t a t u t e .  A s  a  r e s u l t ,  DOR i s  n o t  

c o r n p l y i ~ g  w i t h  S t a t e  law o r  t r e a t i n g  t a x p a y e r s  e q u a l l y ,  and a  

s u b s t a n t i a l  amount of S t a t e  revenue i s  l o s t .  (page  61) 

5. DOR c o l l e c t i o n  p rocedures  a r e  i n e f f i c i e n t .  (page 71) 

6 .  Improvements a r e  needed i n  DOR'  s f i n a n c i a l  t r a n s a c t i o n  c o n t r o l s  

and documentation.  (page  91) 

7 .  Because Arizona does  n o t  t a x  t h e  c o n s t r u c t i o n  of power-generating 

f a c i l i t i e s  a s  o t h e r  s t a t e s  do ,  by 1986 Arizona w i l l  l o s e  

s u b s t a n t i a l  s a l e s  and use  t a x e s  r e l a t e d  t o  t h e  c o n s t r u c t i o n  of 

t h e p a l o  Verde n u c l e a r  g e n e r a t i n g  f a c i l i t y  and o t h e r  

power-generat ing f a c i l i t i e s .  (page 105) 

I t  i s  recommended t h a t :  

- The L e g i s l a t u r e  approve DOR's r e q u e s t  f o r  funds  t o  purchase  

e l e c t r o n i c  payments p r o c e s s i n g  equipment. 

- DOR implement a d d i t i o n a l  s e c u r i t y  p r e c a u t i o n s ,  i n c l u d i n g :  

1) s t o r a g e  f a c i l i t i e s  t h a t  p rov ide  s a f e g u a r d s  t o  p r e v e n t  l o s s  

from t h e f t ,  f i r e ,  s p r i n k l e r - s y s t e m  damage and o t h e r  a c c i d e n t s ,  

and 2 )  r e s t r i c t  a c c e s s  t o  a r e a s  i n  which r e t u r n s  and payments 

a r e  p rocessed .  

- During t h e  t ime  r e q u i r e d  t o  implement e l e c t r o n i c  p r o c e s s i n g ,  i t  

i s  recommended t h a t  DOR e i t h e r :  

o  Prov ide  f o r  t h e  d e p o s i t  o f  a l l  checks  w i t h  t h e  S t a t e  

T r e a s u r e r  w i t h i n  24 hours  o f  r e c e i p t  by s e p a r a t i n g  checks  

from r e t u r n s  a t  t h e  t ime r e t u r n s  a r e  opened and s o r t e d ,  o r  

o  Adopt t h e  use  of lockbox s e r v i c e s .  



I n  a d d i t i o n ,  i t  i s  recommended t h a t :  

- DO2 e x p e d i t e  t h e  implementat ion of a n  a u d i t  s e l e c t i o n  system 

s i m i l a r  t o  t h o s e  c u r r e n t l y  used i n  Texas and C a l i f o r n i a .  

- The L e g i s l a t u r e  c o n s i d e r  amending A.R.S. $ 5 4 1 - 1 3 2 7 . ~  and 

42-1414.F t o  a l l o w  f o r  f u l l  35-month a u d i t s  a s  conducted by t h e  

c i t i e s  o f  S c o t t s d a l e  and Phoenix.  

- DOR i n c r e a s e  i t s  e f f o r t s  t o  c o o r d i n a t e  i t s  a u d i t  a c t i v i t i e s  wi th  

t h o s e  of t h e  f i v e  l a r g e s t  c i t i e s  i n  Arizona.  

- DOR m a i n t a i n  more a c c u r a t e  r e c o r d s  o f  a u d i t  a ssessments  and 

r e p o r t  such i n f o r m a t i o n  t o  t h e  L e g i s l a t u r e  i n  a  manner which w i l l  

more a c c u r a t e l y  r e f l e c t  a c t u a l  revenues  g e n e r a t e d  by i t s  a u d i t  

a c t i v i t i e s .  

I t  i s  f u r t h e r  recommended t h a t  DOR: 

- E s t a b l i s h  a  t ime l i m i t a t i o n  f o r  each s p e c i f i c  s t e p  i n  t h e  a p p e a l s  

p r o c e s s  by a d o p t i n g  r u l e s  and r e g u l a t i o n s  s i m i l a r  t o  A.C.R.R.  

R16-3-107 of  t h e  S t a t e  Board o f  Tax Appeals o r  Rule 1 2 ( a )  of t h e  

Rules  of C i v i l  Procedure .  

- Adopt r u l e s  and r e g u l a t i o n s  d i r e c t i n g  t h e  Hear ing O f f i c e r  t o  

schedu le  h e a r i n g s  f o r  t a x p a y e r s  who have postponed,  wi thou t  good 

cause ,  a  h e a r i n g  beyond t h e  e s t a b l i s h e d  t ime.  

- Document a p p e a l s  a c c o r d i n g  t o  A.R.S.SS42-1338, 42-1415 and 

41-1009 ( ~ d m i n i s t r a t i v e  Procedure  ~ c t ) .  

- F u l l y  implement c e n t r a l i z a t i o n  of t h e  a p p e a l s  p r o c e s s  i n  t h e  

Hearing O f f i c e ,  a s  o u t l i n e d  i n  t h e  D i r e c t o r ' s  September 19 ,  1980, 

memorandum. 

- Prepare  monthly management r e p o r t s  on t h e  s t a t u s  of p r o t e s t e d  

a u d i t  a ssessments  i n c l u d i n g  e x p l a n a t i o n s  f o r  e x c e s s i v e  de lays .  



A d d i t i o n a l l y ,  we recommended t h a t :  

- The L e g i s l a t u r e  amend A.R.S. $$42-1322 and 42-1327 t o  p rov ide  

c l e a r  s t a t u t o r y  g u i d e l i n e s  on t h e  i m p o s i t i o n  and waiver  of 

p e n a l t y .  

- DOR promulgate r u l e s  e s t a b l i s h i n g  s p e c i f i c  c r i t e r i a  f o r  t h e  

i m p o s i t i o n  b f  t h e  t e n  and 25 p e r c e n t  p e n a l t i e s  provided i n  A.R.S. 

§ $  42-1722.D, 42-1327.B and 42-1727.C. 

- DOR impose a  p e n a l t y  and i n t e r e s t  on a l l  t a x p a y e r s  who f a i l  t o  

pay t h e i r  t a x e s  when due. 

- S u b j e c t  t o  t h e  t h r e e - y e a r  s t a t u t e  of l i m i t a t i o n s ,  DOR a s s e s s  

p e n a l t i e s  and i n t e r e s t  which i t  f a i l e d  t o  a s s e s s  i n  t h e  p a s t .  

- DOR i n c l u d e  i n  i t s  annua l  r e p o r t  a  summary o f  p e n a l t y  abatements  

g r a n t e d .  The summary shou ld  i n c l u d e  t h e  amounts invo lved  and 

reasons  f o r  t h e  abatements .  

With regard  t o  DOR c o l l e c t i o n  p r a c t i c e s  i t  i s  recommended t h a t :  

- DOR c e a s e  combining d a t a  on l a t e  t a x e s  and c u r r e n t  t a x e s  

c o l l e c t e d  f o r  budget i n f o r m a t i o n  r e p o r t s .  

- The s p e c i a l  c o l l e c t i o n s  s e c t i o n  g e n e r a t e ,  a t  t h e  minimum, t h e  

same t y p e s  o f  s e r v i c e  measurements a s  t h e  c o l l e c t i o n s  s e c t i o n .  

- DOR m a i l  n o n f i l i n g  n o t i c e s  25 days  a f t e r  a  t a x p a y e r  becomes 

d e l i n q u e n t .  

- DOR r e f e r  n o n f i l e d  a c c o u n t s  t o  a  c o l l e c t o r  b e f o r e  t h e  account  

becomes o v e r  two months o ld .  

- DOR b i l l  a c c o u n t s  r e c e i v a b l e  t axpayers  monthly. 



- DOR n a i l  a  second n o t i c e  t o  a  n o n f i l i n g  t axpayer  w i t h i n  55 days 

a f t e r  t h e  due d a t e .  

- DOR r e f e r  accounts  r e c e i v a b l e s  of more t h a n  $100 t o  c o l l e c t o r s  a s  

soon a s  a n  account  i s  due and payable .  

- A l l  a c c o u n t s  r e c e i v a b l e  o f  l e s s  t h a n  $100 be r e f e r r e d  t o  a  

c o l l e c t o r  w i t h i n  t h r e e  t o  f o u r  months a f t e r  t h e y  a r e  due and 

payable .  

- DOR c o l l e c t i o n  s u p e r v i s o r s  moni to r  a c c o u n t s  r e f e r r e d  t o  

c o l l e c t o r s ,  a c t i o n s  t a k e n  a g a i n s t  t a x p a y e r s  and t h e  d a t e s  a c t i o n  

i s  taken .  

- C o l l e c t o r s  c o n t a c t  a l l  of  t h e  t a x p a y e r s  a s s i g n e d  t o  them provided 

i t  i s  c o s t  e f f e c t i v e  t o  do s o ,  and DOR e s t a b l i s h  t ime l i m i t s  f o r  

making such c o n t a c t s .  

- DOR e s t a b l i s h  g u i d e l i n e s  f o r  when s p e c i f i c  c o l l e c t i o n  a c t i o n s  

should be t a k e n  and e s t a b l i s h  p rocedures  t o  e n s u r e  t h e  g u i d e l i n e s  

a r e  fol lowed.  

- DOR s t a n d a r d i z e  p a r t  pay p rocedures  w i t h i n  t h e  c o l l e c t i o n s  

s e c t i o n .  Once p rocedures  a r e  s t a n d a r d i z e d ,  c o l l e c t i o n  

s u p e r v i s o r s  should  moni to r  employees and de te rmine  t h a t  p a r t  pay 

agreements  a r e  f u l f i l l e d  by t a x p a y e r s .  

- The DOR c o l l e c t i o n  s e c t i o n  r e q u i r e  i t s  c o l l e c t o r s  t o  u s e  t h e  

t e lephone  a s  t h e  pr imary mode of t axpayer  c o n t a c t .  T r a v e l  t o  t h e  

t a x p a y e r s '  p l a c e s  of b u s i n e s s  should be k e p t  t o  a  minimum and be 

used o n l y  when t a x p a y e r s  a r e  unrespons ive  t o  l e t t e r s  and 

t e lephone  c a l l s .  

- DOR e v a l u a t e  t h e  o p p o r t u n i t i e s  t o  expand c o l l e c t o r  d u t i e s  s o  t h a t  

a l l  c o l l e c t o r s  can  u s e  t h e  c o l l e c t i o n  t e c h n i q u e s  of each. 



Regarding D O R ' s  r e c o r d i n g  o f  f i n a n c i a l  t r a n s a c t i o n s  we recommended t h a t  

DOR : 

- E s t a b l i s h  a n  i n t e r n a l  a u d i t  s t a f f ,  r e p o r t i n g  t o  t h e  DOR D i r e c t o r .  

- Conduct an  i n d e p t h  review of c u r r e n t  a c c o u n t i n g  p rocedures  and 

deve lop  w r i t t e n  p o l i c i e s  and p rocedures  which a r e  i n  compliance 

w i t h  S t a t e  s t a t u t e s  and good account ing  p rocedures .  

- P r i o r  t o  e n t e r i n g  a c c o u n t s  r e c e i v a b l e  i n t o  t h e  new automated 

system: 

e Determine t h e  c o l l e c t i b i l i t y  o f  a l l  r e c e i v a b l e s  more t h a n  a  

y e a r  o ld  and purge t h o s e  accounts  deemed t o  be u n c o l l e c t i b l e .  

@ Determine t h e  e r r o r  r a t e  i n  c o l l e c t i b l e  r e c e i v a b l e s  by 

conduc t ing  an  i n d e p t h  review of a  s t a t i s t i c a l l y  v a l i d  sample 

of t h e  r e c e i v a b l e s ,  

cs If t h e  e r r o r  r a t e  e s t a b l i s h e d  through t h e  review exceeds  a n  

a c c e p t a b l e  l e v e l ,  review and c o r r e c t  a l l  c o l l e c t i b l e  

r e c e i v a b l e s ,  and 

e Report  t h e  r e s u l t s  o f  t h i s  review,  i n c l u d i n g  t h e  a c c e p t a b l e  

e r r o r  r a t e  e s t a b l i s h e d  by t h e  Department,  t o  t h e  J o i n t  

L e g i s l a t i v e  Budget Committee and /or  t h e  S p e c i a l  Committee on 

t h e  Department of Revenue. 

We a l s o  recornmended t h a t  t h e  L e g i s l a t u r e  c o n s i d e r  s t a t u t o r y  changes t o  

a l l o w  f o r  a f u l l  independent  a u d i t  o f  t h e  Department o f  Revenue. 



F i n a l l y ,  i t  i s  recommended t h a t :  

- The L e g i s l a t u r e  e v a l u a t e  t h e  agreement among t h e  A t t o r n e y  

Genera l ,  DOR and APS t o  de te rmine  i f  i t  i s  c o n s i s t e n t  wi th  

l e g i s l a t i v e  i n t e n t .  If expansion o f  t h e  exemption i s  deemed 

a p p r o p r i a t e ,  A.R.S. $$42-1312.01 and 42-1409 should be r e v i s e d  t o  

d e f i n e  t h e  c o n d i t i o n s  under  which b u i l d i n g s  may be s u b j e c t  t o  

exemption. If t h e  expansion of t h e  exemption i s  cons idered  

i n a p p r o p r i a t e ,  DOR should i n i t i a t e  c o r r e c t i v e  measures t o  ensure  

t i m e l y  assessment  and c o l l e c t i o n  of t a x e s  due. 

- The L e g i s l a t u r e  review exemptions c u r r e n t l y  g r a n t e d  by t h e  

s t a t u t e s  and DOR r u l e s  and r e g u l a t i o n s .  

- DOR i n c l u d e  i n f o r m a t i o n  r e g a r d i n g  t h e  a u d i t s  of s u p p l i e r s  and 

c o n t r a c t o r s  of t h e  P a l o  Verde p r o j e c t  i n  i t s  annua l  r e p o r t .  



I N T R O D U C T I O N  AND BACKGROUND 

The O f f i c e  of t h e  A u d i t o r  Genera l  h a s  conducted a  performance a u d i t  o f  t h e  

Department of Revenue - S a l e s  Tax Program i n  response  t o  a  June 1 9 ,  1979, 

r e s o l u t i o n  of t h e  J o i n t  L e g i s l a t i v e  Budget Committeex-. The performance 

a u d i t  r e p o r t  p r e s e n t e d  h e r e i n  was p repared  under  t h e  a u t h o r i t y  v e s t e d  i n  

t h e  Audi to r  General  by Arizona Revised S t a t u t e s  (A.R.S.)  541-1279 e t  seq .  

The a u t h o r i t y  t o  a d m i n i s t e r  t h e  s a l e s  t a x  program was t r a n s f e r r e d  from t h e  

now-defunct S t a t e  Tax Commission t o  t h e  Department o f  Revenue (DOR) when 

DOR was formed on J u l y  1, 1974. The s a l e s  t a x  program, a s  a d m i n i s t e r e d  by 

DOR,  i n c l u d e s  t h e  c o l l e c t i o n  of s i x  s e p a r a t e  t a x e s .  I n  a d d i t i o n  t o  

t r a n s a c t i o n  p r i v i l e g e ,  e d u c a t i o n  e x c i s e  and s p e c i a l  e x c i s e  t a x  f o r  

e d u c a t i o n ,  which a r e  commonly r e f e r r e d  t o  a s  s a l e s  t a x e s ,  DOR a l s o  

c o l l e c t s  u s e ,  bingo and r e n t a l  occupancy t a x e s .  

The T r a n s a c t i o n  P r i v i l e g e  Tax i s  l e v i e d  on t h o s e  engaged i n  b u s i n e s s  

a c t i v i t y  i n  Arizona,  and i s  a s s e s s e d  on g r o s s  r e c e i p t s ,  l e s s  c e r t a i n  

d e d u c t i o n s ,  a s  s e t  f o r t h  by t h e  L e g i s l a t u r e .  The p r i v i l e g e  t a x  came i n t o  

being i n  1935. E f f e c t i v e  i n  1959, a n  Educa t ion  E x c i s e  Tax was imposed 

and ,  i n  1968, a  S p e c i a l  Exc i se  Tax f o r  Educa t ion  was added. T a b l e  1 

p r e s e n t s  a summary o f  t h e  d i s t r i b u t i o n  o f  c u r r e n t  s a l e s  t a x  r a t e s .  

* The performance a u d i t  of t h e  s a l e s  t a x  program was de layed  because  t h e  

Off ice  of t h e  A u d i t o r  Genera l  was s t a t u t o r i l y  den ied  a c c e s s  t o  t h e  
s a l e s  t a x  r e c o r d s .  House B i l l  2003, s i g n e d  by t h e  Governor on 
January  1 0 ,  1980, g r a n t e d  t h e  A u d i t o r  Genera l  a c c e s s  t o  s a l e s  t a x  
records .  



TABLE 1 
SUMNARY OF THE DISTRIBUTION 
OF CURRENT SALES TAX RATES 

Taxable  
A c t i v i t i e s  

Mining - o i l  and g a s  
p r o d u c t i o n  

T r a n s p o r t i n g  and towing 
U t i l i t i e s  
Communications 
R a i l r o a d s  and a i r c r a f t  
P u b l i s h i n g  
P r i n t i n g  and a d v e r t i s i n g  
P r i v a t e  c a r / p i p e l i n e s  
C o n t r a c t i n g  
Timbering 
R e s t a u r a n t s  and b a r s  
Amusements 
R e n t a l s  of r e a l  p r o p e r t y  
R e n t a l s  of p e r s o n a l  

p r o p e r t y  
Feed,  wholesa le  
R e t a i l  

S p e c i a l  
P r i v i l e g e  Educat ion Exc i se  Tax Combined 

Tax Exc i se  Tax f o r  Educa t ion  Tax 
Percen tage  Percen tage  Percen tage  Percen tage  a 

The Use Tax a p p l i e s  t o  t h e  u s e ,  s t o r a g e  o r  consumption i n  t h i s  S t a t e  o f  

t a n g i b l e  p e r s o n a l  p r o p e r t y  u n l e s s  t h e  p u r c h a s e r  c a n  prove t h a t  t h e  t a x  h a s  

been c o l l e c t e d  by a n  a u t h o r i z e d  r e t a i l e r .  The Use Tax r a t e  i s  f o u r  

p e r c e n t .  

R e n t a l  Occupancy Tax i s  imposed on a  t e n a n t  f o r  t h e  p r i v i l e g e  o f  occupancy 

o f  r e a l  p r o p e r t y  when t h e  r i g h t  t o  occupy t h e  p r o p e r t y  r e s u l t e d  from a  

w r i t t e n  l e a s e  e n t e r e d  i n t o  b e f o r e  December 1, 1967 ( p r e - e x i s t i n g  l e a s e ) .  

The amount o f  t h i s  t a x  i s  two p e r c e n t  o f  r e n t  pa id  t o  t h e  l a n d l o r d .  

The Bingo Tax imposes a  two-and-a-half p e r c e n t  t a x  on t h e  n e t  p r o f i t s  

d e r i v e d  from bingo games. 

Table  2 p r e s e n t s  a  summary o f  t h e  g r o s s  s a l e s  t a x e s  c o l l e c t e d ,  by t y p e ,  

f o r  f i s c a l  y e a r s  1975-76 through 1979-80. 
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The Department o f  Revenue i s  a u t h o r i z e d  t o  a d m i n i s t e r  t h e  s a l e s  t a x  

program of any  Arizona c i t y  o r  town by e n t e r i n g  i n t o  a  w r i t t e n  c o n t r a c t  

wi th  t h e  i n c o r p o r a t e d  community t o  r e c e i v e  payment of l o c a l  s a l e s  t a x e s ,  

perform l o c a l  a u d i t s ,  make c o l l e c t i o n  c a l l s  on d e l i n q u e n t  c i t y  a c c o u n t s ,  

r e t u r n  amounts c o l l e c t e d  t o  t h e  c i t y  o r  town weekly and s u g g e s t  changes i n  

c i t y  o rd inances .  These a c t i v i t i e s  a r e  performed by t h e  Department wi thout  

charge.  During 1979-80 t h e  Department c o l l e c t e d ,  on b e h a l f  o f  52 c i t i e s  

and towns, a  t o t a l  of $24,024,045. 

The f i v e  l a r g e s t  c i t i e s  i n  Arizona - Mesa, Phoenix ,  S c o t t s d a l e ,  Tempe and 

Tucson - do n o t  have DOR c o l l e c t  t h e i r  l o c a l  s a l e s  t a x e s .  

The O f f i c e  of t h e  A u d i t o r  General  e x p r e s s e s  i t s  g r a t i t u d e  t o  t h e  D i r e c t o r  

and employees of t h e  Department of Revenue and t h e  o f f i c i a l s  of numerous 

Arizona c i t i e s  f o r  t h e i r  c o o p e r a t i o n ,  a s s i s t a n c e  and c o n s i d e r a t i o n  d u r i n g  

t h e  c o u r s e  of t h i s  a u d i t .  



FINDING I 

THE DEPARTMENT OF REVENUE HAS NOT FULFILLED ITS STATUTORY RESPONSIBILITY 

TO ESTABLISH ADEQUATE PROCEDURES FOR SAFEGUARDING AND PROCESSING SALES TAX 

PAYIIENTS. AS A RESULT. THE STATE MAY HAVE LOST AN ESTIMATED $1.1 ;ITILLION 

A YEAR I N  INTEREST INCOME, AND A SIGNIFICANT AMOUNT OF MONEY I S  EXPOSED TO 

LOSS THROUGH DEFALCATION OR ACCIDENT. 

The Department of Revenue ( D O R )  i s  r e s p o n s i b l e  f o r  c o l l e c t i n g  and 

p r o c e s s i n g  approx imate ly  $800 m i l l i o n  a  y e a r  i n  s a l e s  t a x e s .  Our review 

of DOR p rocedures  f o r  s a f e g u a r d i n g  and p r o c e s s i n g  payments r e v e a l e d  t h a t :  

1) t h e  t i m e l i n e s s  of D O R ' s  d e p o s i t  of s a l e s  t a x  payments i s  n o t  i n  

compliance vrith s t a t u t o r y  requ i rements  and i s  d e f i c i e n t  i n  c o n t r a s t  t o  

o t h e r  p u b l i c  and p r i v a t e  e n t i t i e s ,  and 2 )  m i l l i o n s  of d o l l a r s  of 

unprocessed s a l e s  t a x  payments a r e  l e f t  u n p r o t e c t e d  on s h e l v e s  i n  D O R ' s  

mailroom. A s  a  r e s u l t ,  t h e  S t a t e  may have l o s t  a n  e s t i m a t e d  $1.1 m i l l i o n  

a  y e a r  i n  i n t e r e s t  income, and a  s i g n i f i c a n t  amount o f  money i s  exposed t o  

l o s s  through d e f a l c a t i o n  o r  a c c i d e n t .  

TIMELINESS 

DOR h a s  a  s t a t u t o r y  r e s p o n s i b i l i t y  t o  d e p o s i t  s a l e s  t a x  payments w i t h  t h e  

S t a t e  T r e a s u r e r  on t h e  day t h e y  a r e  r e c e i v e d .  Our a n a l y s i s  r e v e a l e d  

t h a t :  1) s t a t u t o r y  requ i rements  n o t w i t h s t a n d i n g ,  DOR h a s  t a k e n  a s  l o n g  a s  

e l e v e n  days  t o  d e p o s i t  s a l e s  t a x  payments w i t h  t h e  S t a t e  T r e a s u r e r ,  and 

2 )  o t h e r  p u b l i c  and p r i v a t e  e n t i t i e s  make same-day d e p o s i t s  o f  payments 

c o l l e c t e d .  Although s u b s t a n t i a l  improvements have been made r e c e n t l y , *  if 

DOR were i n  compliance w i t h  s t a t u t o r y  law o r  on a  p a r  w i t h  o t h e r  e n t i t i e s ,  

t h e  S t a t e  could  e a r n  a n  e s t i m a t e d  $1,089,222 a  y e a r  i n  a d d i t i o n a l  i n t e r e s t  

i n c  ome . 

* Appendix I c o n t a i n s  a  memorandum from DOR o f f i c i a l s  o u t l i n i n g  r e c e n t  
improvements i n  t h e  payments-processing f u n c t i o n .  



S t a t u t o r y  Requirements 

Arizona Revised S t a t u t e s  (A.R.S.)  r e q u i r e  t h a t  s a l e s  t a x  revenues  be 

d e p o s i t e d  d a i l y  w i t h  t h e  S t a t e  T r e a s u r e r .  A.R.S. $42-1341 .02(~)  s t a t e s :  

" . . . the  depar tment  s h a l l  each day r e m i t  a l l  

revenues  c o l l e c t e d . . . t o  t h e  s t a t e  t r e a s u r e r . . . "  

According t o  a  L e g i s l a t i v e  Counci l  Opinion d a t e d  October 2 ,  1980:" 

" . . . i n  t h e  f a c e  of a n  a p p a r e n t  i n t e n t  t o  r e q u i r e  
prompt p r o c e s s i n g  and t r a n s f e r  o f  t h e  monies t o  
t h e  t r e a s u r e r  t h e  p r o c e s s i n g  and t r a n s f e r  o f  
payments t o  t h e  t r e a s u r e r ' s  o f f i c e  should be 
completed p r i o r  t o  t h e  c l o s e  of t h e  n e x t  c a l e n d a r  
day.  " 

A n a l y s i s  of S a l e s  Tax P r o c e s s i n g  

A n a l y s i s  of DOR payment-processing p rocedures  r e v e a l e d  t h a t  t h e  Department 

i s  n o t  i n  compliance w i t h  A.R.S.  $ 4 2 - 1 3 4 1 . 0 2 ( ~ ) ,  s i n c e  i t  h a s  t a k e n  up t o  

e l e v e n  days f o r  DOR t o  d e p o s i t  payments w i t h  t h e  c a s h i e r .  I n  a d d i t i o n  t o  

un t imely  p r o c e s s i n g ,  c u r r e n t  p rocedures  l a c k  s u f f i c i e n t  i n t e r n a l  c o n t r o l s ,  

because n e g o t i a b l e  i n s t r u m e n t s  a r e  handled by numerous i n d i v i d u a l s  p r i o r  

t o  d e p o s i t .  

A t  t h e  Phoenix DOR f a c i l i t y ,  t h e  mai l  i s  picked up twice  each  day from t h e  

p o s t  o f f i c e  and b rought  t o  t h e  mailroom, where i t  i s  opened and s o r t e d .  

Returns  accompanied by checks  a r e  s e p a r a t e d  from t h o s e  wi thou t  checks  and 

a l l  of  them a r e  p laced  i n  bundles  i n  m a i l  t r a y s .  The t r a y s  a r e  f l a g g e d  t o  

i n d i c a t e  i f  checks  a r e  i n c l u d e d  w i t h  t h e  r e t u r n s  and t h e  d a t e  t h e  m a i l  was 

opened. A l l  t r a y s  a r e  s t o r e d  on open s h e l v e s  i n  t h e  mailroom. 

* Appendix I1 c o n t a i n s  t h e  f u l l  t e x t  o f  t h i s  op in ion .  



The DOR documents process ing  s e c t i o n  i s  respons ib le  f o r  ve r i fy ing  the  

mathematical accuracy of a  r e t u r n ,  determining t h a t  a l l  app l i cab le  

s ec t ions  of a  r e t u r n  have been completed and agreeing t h e  amount of t h e  

check with the  amount due a s  i nd ica t ed  on the  r e tu rn .  I f  t h e  amounts do 

not agree ,  t he  amount due i s  de l e t ed  on the r e t u r n  by p lac ing  a  blank 

s t i c k e r  over  i t ,  and t h e  amount of t h e  check i s  w r i t t e n  on the  s t i c k e r .  

Checks then a r e  separa ted  from r e t u r n s ,  batched and s e n t  t o  t he  c a s h i e r ,  

accompanied by a  c a l c u l a t o r  tape  i n d i c a t i n g  t h e  d o l l a r  t o t a l  of each 

batch. The c a s h i e r  v e r i f i e s  tape  t o t a l s ,  and the  t ape  produced by t h e  

c a s h i e r  i s  s e n t  back t o  t h e  documents-processing a r e a ,  where i t  i s  

a t tached  t o  t he  corresponding r e tu rns .  The r e t u r n s  and t ape  a r e  then  s e n t  

t o  d a t a  process ing ,  where t h e  informat ion  from the  r e t u r n s  i s  entered i n t o  

the  computer system. The c a s h i e r ' s  t ape  then  i s  balanced a g a i n s t  the  

d o l l a r  t o t a l  of t he  r e t u r n s  en tered  by d a t a  processing.  

The DOR o f f i c e  i n  Tucson r ece ives  s a l e s  t ax  remi t tances  by mail  and from 

ind iv idua l s  who choose t o  pay i n  person. The payments a r e  deposi ted d a i l y  

with the  S t a t e ' s  s e rv i c ing  bank. The r e t u r n s ,  depos i t  s l i p  and a  memo 

i temiz ing  d o l l a r s  rece ived ,  by t axpaye r ' s  account ,  a r e  s e n t  d a i l y  t o  the  

DOR c a s h i e r ' s  o f f i c e  i n  Phoenix, where they a r e  balanced a g a i n s t  each 

o ther .  The r e t u r n s  a r e  then  sen t  t o  t he  documents-processing a rea .  

The procedures followed f o r  depos i t i ng  and process ing  payments received i n  

t he  Tucson o f f i c e  i l l u s t r a t e  t h a t  r e t a i n i n g  checks wi th  r e t u r n s  through 

the e n t i r e  review process  i s  not  e s s e n t i a l .  Separa t ion  of checks from 

r e t u r n s  p r i o r  t o  e n t r y  of a l l  r e t u r n s  i n t o  t h e  documents-processing flow 

would expedi te  the  depos i t  of monies and reduce the  oppor tuni ty  f o r  l o s s  

o r  d e f a l c a t i o n  by l i m i t i n g  access  t o  checks. 

DOR r ece ives  a n  average of 52,000 s a l e s  t a x  r e t u r n s  a  month. 

Approximately 30,000 r e t u r n s ,  o r  60 pe rcen t ,  a r e  received during the  f i v e  

working days preceding the  s a l e s  t a x  due d a t e  and t h e  f i v e  ca lendar  day 

grace  period fol lowing i t .  This  heavy volume of s a l e s  t a x  r e t u r n s  during 

a  r e l a t i v e l y  s h o r t  time c r e a t e s  a  processing backlog. 



P r o c e s s i n g  Delays 

Audit  s t a f f  i n v e n t o r i e d  t h e  number of t r a y s  o f  unprocessed m a i l  s t o r e d  i n  

t h e  DOR mailroom f o u r  t i m e s  o v e r  a n  e igh t -day  p e r i o d  which t h e  DOR 

A s s i s t a n t  D i r e c t o r  f o r  A d m i ~ i s t r ~ + i c n  c h a r a c t e r i z e d  a s  " . . . r e p ? e c e ? i a C i ~  

i n  terms o f  m a i l  r e c e i p t s  ..." There  was a n  average o f  18 t r a y s  of 

unprocessed s a l e s  t a x  r e t u r n s ,  12 o f  which c o n t a i n e d  checks .  During o u r  

review i t  was observed t h a t  some t a x  payments remained i n  t h e  DOR mailroom 

f o r  a s  long a s  e l e v e n  days.  

I n  J u l y  1980, DOR e s t a b l i s h e d  a  document p r o c e s s i n g  u n i t  by c o n s o l i d a t i n g  

t h r e e  f u n c t i o n a l  u n i t s .  T h i s  r e o r g a n i z a t i o n  r e s u l t e d  i n  s i g n i f i c a n t  

pe rsonne l  changes ,  a s  no ted  i n  a n  October  20 ,  1980, l e t t e r *  from t h e  

A s s i s t a n t  D i r e c t o r  of t h e  D i v i s i o n  of A d m i n i s t r a t i o n :  

"Only two employees i n  t h e  Document P r o c e s s i n g  

Uni t  a r e  c o n t i n u i n g  t o  perform t h e  f u n c t i o n  t h e y  
d i d  p r i o r  t o  J u l y  1 a s  t h e  ' p r e - a u d i t '  u n i t  i n  t h e  
Revenue C o n t r o l  S e c t i o n .  That  f u n c t i o n  i s  
s e r i a l i z a t i o n .  The o t h e r  e i g h t e e n  have t a k e n  on 
t h e  d u t i e s  of e d i t i n g  a l l  r e t u r n s  ( s a l e s ,  income, 
c o r p o r a t e ,  p a r t n e r s h i p s ,  e t c . )  and making 
n e c e s s a r y  c o r r e c t i o n s  f o r  p r o c e s s i n g ,  i n c l u d i n g  
some d e c i s i o n  making, which was n o t  p r e v i o u s l y  
p a r t  o f  t h e i r  f u n c t i o n .  I n  a d d i t i o n ,  p r i o r  work 
exper ience  was l i m i t e d  t o  s a l e s  documents and d i d  
n o t  i n c l u d e  e i t h e r  t h e  ad jus tment  o r  hand l ing  of 
t r o u b l e  documents. I t  had been expec ted  t h a t  i n  
t h e  t r a n s f e r  o f  t h e  f u n c t i o n  and some personne l  
from T a x a t i o n  t h a t  t h e  e x p e r t i s e  o f  t h i s  
p r o c e s s i n g  would a l s o  come w i t h  t h e  u n i t ,  t h i s  d i d  
n o t  prove s o  due t o  promotions ,  r e s i g n a t i o n s ,  
e t c . ,  i n  t h a t  u n i t  p r i o r  t o  i t s  t r a n s f e r .  I n  
a c t u a l i t y ,  o n l y  one employee from t h e  u n i t  i n  
T a x a t i o n  h a s  been a s s i g n e d  on a  l i m i t e d  b a s i s  t o  
a s s i s t  i n  t r a i n i n g .  

* Appendix I11 c o n t a i n s  t h e  f u l l  t e x t  of t h i s  l e t t e r .  



"With r e f e r e n c e  t o  a c t u a l  v a c a n c i e s  exper ienced  i n  
t h e  u n i t ,  I have s u p p l i e d  a  r e c a p  below f o r  J u l y ,  
August and September. 

"?,lonth Author ized FTE* Vacant FTE* 

J u l y  20 7 
August 2 0  3 
September 20 1 

"I.le have found t h a t  t h e  use  o f  t e m p o r a r i e s  i s  n o t  
a  f e a s i b l e  a l t e r n a t i v e ;  because of t h e  complexi ty  
of t h e  t a s k  and t h e  h i g h  t u r n o v e r  r a t e  i n  
temporary employees,  a  h i g h  e r r o r  r a t e  r e s u l t s  on 
documents." 

I n  a d d i t i o n  t o  t h e  r e o r g a n i z a t i o n ,  t h e  change i n  t h e  due d a t e  f o r  t h e  

monthly s a l e s  and u s e  t a x  r e t u r n s  from t h e  1 5 t h  of t h e  month t o  t h e  f i r s t  

of t h e  nex t  month h a s  had a n  impact on t h e  document p r o c e s s i n g  u n i t ' s  

workload. I n  a  September 9, 1980, l e t t e r , * *  t h e  A s s i s t a n t  D i r e c t o r  

commented: 

"Normally we w i l l  r e c e i v e  between 60 and 70 
p e r c e n t  of t h e  s a l e s  t a x  r e t u r n s  i n  a  one week 
p e r i o d ,  t h e  week a f t e r  t h e  r e q u i r e d  postmark 
d a t e .  Our p r a c t i c e  h a s  been t o  employ t emporar ies  
f o r  such peak f i l i n g  p e r i o d s  t o  h a n d l e  t h i s  t y p e  
o f  i n f l u x .  I n  August t h e  due d a t e  f o r  s a l e s  t a x  
r e t u r n s  changed from t h e  1 5 t h  o f  August t o  
September 1. We a n t i c i p a t e d  t h a t  a l a r g e r  
pe rcen tage  of o u r  t a x p a y e r s  would r e c o g n i z e  t h e  
l a t e r  due d a t e  and t h u s  planned f o r  temporary h e l p  
t o  b o l s t e r  document p r o c e s s i n g  i n  t h e  l a s t  week of 
August and t h e  f i r s t  week o f  September. 

"In a c t u a l  p r a c t i c e  most t a x p a y e r s  con t inued  
f i l i n g  a t  t h e  o l d  due d a t e  and we t h u s  had a  
l a r g e r  t h a n  a n t i c i p a t e d  workload deve lop  i n  
August ..." 

* F u l l  t ime e q u i v a l e n t  p o s i t i o n s .  
3HC Appendix I V  c o n t a i n s  t h e  f u l l  t e x t  o f  t h e  l e t t e r .  



A d d i t i o n a l  Income Los t  

A t r a y  of unprocessed s a l e s  t a x  r e t u r n s  w i t h  checks ,  which was s t o r e d  i n  

t h e  DOR mailroom, was s e l e c t e d  randomly and t h e  checks  were t o t a l e d .  The 

t r a y  con ta ined  857 checks  t o t a l i n g  $1,129,280. The 857 checks  remained 

unprocessed f o r  a t  l e a s t  seven  days.  F o r  each day t h a t  t h e s e  checks 

remained unprocessed and u n d e p o s i t e d ,  t h e  S t a t e  l o s t  i n t e r e s t  revenues  o f  

$303, based on t h e  S t a t e  T r e a s u r e r ' s  average  r a t e  o f  r e t u r n  earned on 

inves tments  of 9 .81  p e r c e n t  d u r i n g  f i s c a l  y e a r  1979-80.* Thus t h e  S t a t e  

l o s t  a  minimum of $2,126 i n  i n t e r e s t  revenues  f o r  t h e  seven-day per iod 

dur ing  which t h i s  $1,129,280 i n  t a x  payments remained unprocessed.  

Because DOR r e s o r t s  and r e b a t c h e s  checks  d u r i n g  p r o c e s s i n g ,  t h e  e x a c t  d a t e  

DOR a c t u a l l y  d e p o s i t e d  t h e s e  857 checks  w i t h  t h e  S t a t e  T r e a s u r e r  and t h e  

r e s u l t a n t  t o t a l  d o l l a r s  i n  l o s t  i n t e r e s t  revenues  could  n o t  be determined.  

During f i s c a l  y e a r  1979-80, DOR c o l l e c t e d  $814,676,135 i n  s a l e s  t a x  

revenues ,  n e t  of r e funds .  Of t h i s  amount, $4,143,774 was d e p o s i t e d  on t h e  

day rece ived  by t h e  DOR o f f i c e  i n  Tucson. The remaining $810,532,361 was 

rece ived  and processed by t h e  Phoenix mailroom and documents p r o c e s s i n g  

s e c t i o n  and was, t h e r e f o r e ,  s u b j e c t  t o  p r o c e s s i n g  d e l a y s  p r i o r  t o  d e p o s i t  

w i t h  t h e  S t a t e  T r e a s u r e r .  F o r  each day t h a t  t h e s e  t a x  payments were no t  

processed and d e p o s i t e d  w i t h  t h e  S t a t e  T r e a s u r e r ,  t h e  S t a t e  l o s t  

approx imate ly  $218,000 i n  i n t e r e s t  revenues .  A s  p r e v i o u s l y  n o t e d ,  our  

a n a l y s i s  r e v e a l e d  p r o c e s s i n g  d e l a y s  o f  up t o  e l e v e n  days .  E lmina t ion  o f  

d e l a y s  i n  making d e p o s i t s  would produce s i g n i f i c a n t  a d d i t i o n a l  i n t e r e s t  

revenues.  Table  3 shows t h e  i n t e r e s t  income which would be earned i f  

p r o c e s s i n g  d e l a y s  were e l i m i n a t e d .  

* The r a t e  of r e t u r n  o f  9.81 p e r c e n t  a p p l i e s  t o  t h e  t y p e s  o f  i n v e s t m e n t s  
t a x  payments a r e  used t o  purchase .  These inves tments  a r e  repurchase  
agreements .  



TABLE 3 

ADDITIONAL INTEREST INCOME THAT WOULD BE 
EARNED EACH YEAR IF DELAYS IB PROCESSING AND 
DEPOSITING SALES TAX PAYMENTS \nRE ELIBINATED* 

Days of Processing 
Delays Eliminated 

Additional Interest 
Income that Would 

Be Earned Each Year 

It should be noted that several trays containing income and withholding 

tax returns and checks were also stored in the mailroom. Because access 

to withholding tax information by Auditor General staff is precluded by 

law, we were unable to determine the dollar loss associated with 

processing delays for these tax payments. 

* Based on revenues collected during the 1979-80 fiscal year. 
"* Average processing delay since reimplementation of special-handling 

procedures. (see page 23) 



Other  E n t i t i e s  

During t h e  c o u r s e  o f  o u r  a u d i t  we reviewed payment-processing p rocedures  

used by t h e  f o l l o w i n g  c o r p o r a t i o n s  and c i t i e s :  American Express ,  V a l l e y  

FTational Fank ( V N B ) ,  t h e  C i t y  o f  S c o t t s d a l e  and t h e  C i t y  of Phoenix.  

These e n t i t i e s  a r e  a b l e  t o  p r o c e s s  and d e p o s i t  a l l  payments w i t h i n  24 

hours  of r e c e i p t .  A comparison of t h e  e f f i c i e n c y  o f  t h e s e  e n t i t i e s  and 

COR i s  p r e s e n t e d  i n  Tab le  4 .  

TABLE 4 

COMPARISON OF THE EFFICIENCY OF 
DOR'S PAYMENT-PROCESSING D U R I N G  

FISCAL YEAR 1979-80, WITH OTHER ENTITIES 

E n t i t y  

American Express  
Va l ley  N a t i o n a l  Bank 
C i t y  o f  Phoenix* 
C i t y  of S c o t t s d a l e *  
DOR 

Number of Payments 
Received P e r  Month 

Average 
Time t o  
Deposi t  
(Days) 

A s  s h o ~ m  i n  Tab le  4 ,  American Express  p r o c e s s e s  approx imate ly  1 ,500,000 t o  

2,500,000 payments each month u s i n g  a n  automated payments-processing 

system. The system i n c l u d e s  magnet ic  encoding o f  t h e  check amount on t h e  

bottom of bo th  t h e  payment c a r d  and check t o  a l l o w  e l e c t r o n i c  c a p t u r e  and 

v e r i f i c a t i o n .  The u s e  of a n  encoding machine p r o v i d e s  economies by 

e l i m i n a t i n g  manual agreement o f  payment documents and checks  and by 

s i m u l t a n e o u s l y  producing a  t a p e  t o t a l  of each batch.  

VliR manual ly  a g r e e s  t h e  amount o f  a  r e m i t t a n c e  t o  t h e  amount due. The 

review and agreement f u n c t i o n  i s  performed by t h e  employee who opens t h e  

m a i l ,  t h e r e b y  reduc ing  t h e  number o f  pe rsons  who h a n d l e  checks .  Account 

p o s t i n g  and encoding,  b a l a n c i n g ,  endors ing  and m i c r o f i l m i n g  of checks  a r e  

automated.  

* These c i t i e s  u s e  lockbox s e r v i c e s  f o r  p r o c e s s i n g  payments. Payments 
rece ived  r e p r e s e n t  s a l e s  t a x  on ly .  



The c i t i e s  of Phoenix and S c o t t s d a l e  u s e  lockbox s e r v i c e s  o f f e r e d  by VNB 

f o r  p r o c e s s i n g  s a l e s  t a x  r e t u r n s .  A lockbox arrangement  i n v o l v e s  

c o l l e c t i o n  and p r o c e s s i n g  o f  payments by a  t h i r d  p a r t y .  VNB p i c k s  up mai l  

from p o s t  o f f i c e  boxes r e n t e d  i n  t h e  c i t i e s '  names and p r o c e s s e s  i t  

a c c o r d i n g  t o  t h e  s p e c i f i c a t i o n s  o f  t h e  c i t y .  The p u r c h a s e r  o f  t h e  

s e r v i c e s  d e f i n e s  t y p e s  o f  payments which may be a c c e p t e d ,  how documents 

a r e  t o  be batched and t h e  means by which d a t a  i s  t o  be recorded and 

r e p o r t e d .  Both c i t i e s  have r e q u e s t e d  t h a t  i f  t h e  amount due i n d i c a t e d  on 

t h e  r e t u r n  d i f f e r s  from t h e  amount r e m i t t e d ,  bo th  t h e  document and t h e  

check a r e  t o  be r e t u r n e d  t o  t h e  c i t y  f o r  in-house p r o c e s s i n g .  

VNB does ,  however, have t h e  c a p a b i l i t y  t o  p r o c e s s  payments f o r  which t h e  

r e m i t t a n c e  d i f f e r s  from t h e  amount due. D i f f e r e n c e s  would be noted on a 

s a l e s  t a x  r e t u r n  and t h e  document would be r e t u r n e d  t o  t h e  c i t y  s o  t h a t  

d i f f e r e n c e s  could be no ted  on i n t e r n a l  r e c o r d s .  Data  r e c o r d i n g  and 

r e p o r t i n g  a l t e r n a t i v e s  i n c l u d e  c a p t u r e  on magnetic t a p e ,  used by t h e  C i t y  

of S c o t t s d a l e ,  and summary r e p o r t s  o f  t o t a l  numbers and d o l l a r  v a l u e  o f  

payments p r o c e s s e d ,  used by t h e  C i t y  of Phoenix. 

S e c u r i t y  

D O R I S  s e c u r i t y  o v e r  t a x  payments i s  d e f i c i e n t  i n  comparison t o  o t h e r  

e n t i t i e s '  s e c u r i t y .  Our a n a l y s i s  r e v e a l e d  t h a t  adequa te  p r o t e c t i o n  h a s  

n o t  been a f fo rded  unprocessed documents and r e m i t t a n c e s ,  t h e r e b y  c r e a t i n g  

a  p o t e n t i a l  f o r  s i g n i f i c a n t  l o s s  through d e f a l c a t i o n  o r  a c c i d e n t .  

DOR c o l l e c t s  approx imate ly  $68 m i l l i o n  i n  s a l e s  t a x  each  month. The 

payments a r e  s t o r e d  on open s h e l v e s  i n  D O R ' s  mailroom f o r  up  t o  e l e v e n  

days and a r e  n o t  a d d i t i o n a l l y  secured  a t  n i g h t  o r  on weekends. During 

working h o u r s ,  t h e  mailroom and document-processing a r e a  d o o r s  a r e  no t  

on ly  unlocked b u t ,  on o c c a s i o n ,  a r e  l e f t  open a s  w e l l .  Although s p e c i f i c  

i n s t a n c e s  o f  malfeasance o r  t h e f t  were n o t  d e t e c t e d  d u r i n g  o u r  a u d i t ,  

a l lowing  u n l i m i t e d  a c c e s s  t o  t a x  payments by DOR employees and 

unau thor ized  i n d i v i d u a l s  i n c r e a s e s  t h e  p o s s i b i l i t y  o f  such occur rences .  



A d d i t i o n a l l y ,  s t o r a g e  f a c i l i t i e s  f o r  s a l e s  t a x  r e t u r n s  and payments a r e  

n o t  a f fo rded  adequa te  p r o t e c t i o n  a g a i n s t  f i r e ,  wa te r  damage from s p r i n k l e r  

sys tems o r  o t h e r  a c c i d e n t .  

By way of c o n t r a s t ,  v i s i t o r s  a r e  r e q u i r e d  t o  s i g n  i n ,  o b t a i n  badges and be 

accompanied by a u t h o r i z e d  p e r s o n n e l  t o  e n t e r  American ~ x p r e s s '  Western 

Regional  Opera t ions  Cen te r  and V a l l e y  N a t i o n a l  Bank's  c e n t r a l  payments 

p r o c e s s i n g  a r e a .  Doors a r e  locked a t  bo th  f a c i l i t i e s  a t  a l l  t i m e s ,  w i t h  

a c c e s s  l i m i t e d  t o  a u t h o r i z e d  employees and persons  accompanied by 

a u t h o r i z e d  employees. A t  American Express ,  payments n o t  i n  p r o c e s s  a r e  

s t o r e d  i n  a  locked a r e a .  

F i n a l l y ,  a c c o r d i n g  t o  a  L e g i s l a t i v e  Counci l  memorandum d a t e d  October  7 ,  

1980,* a  l o s s  of t a x  r e t u r n s  and checks  from t h e  DOR mailroom, p r i o r  t o  

d e p o s i t  w i t h  t h e  S t a t e  ' s s e r v i c i n g  bank, would r e s u l t  i n  a d d i t i o n a l  d e l a y s  

and c o s t s  i n  t h a t  DOR would have t o  e x e r t  a d d i t i o n a l  e f f o r t  t o  c o l l e c t  t h e  

t a x e s  due. The op in ion  s t a t e s ,  i n  p a r t :  

"The t a x  i s  p a i d  ... i f  by n e g o t i a b l e  ins t rument  

such a s  a  check,  when t h e  drawee (bank)  c h a r g e s  
t h e  amount o f  t h e  i n s t r u m e n t  t o  t h e  account  o f  t h e  
drawer ( t a x p a y e r )  ... I f  t h e  l o s s  o c c u r s  b e f o r e  t h e  
t a x  i s  p a i d ,  t h e  t a x p a y e r ' s  deb t  i s  n o t  d i scharged  
and t h e  depar tment  h a s  t h e  d u t y  t o  pursue  t h e  
c o l l e c t i o n  o f  t h e  t axes . . . "  ( ~ m n h a s i s  added) 

Recent DOR Imnrovements I n  

t h e  P r o c e s s i n g  of S a l e s  Tax Payments 

During and subsequent  t o  our  review DOR made a  number of s i g n i f i c a n t  

improvements i n  p r o c e s s i n g  s a l e s  t a x  payments. The fo l lowing  i s  a  

chronology of t h o s e  improvements: 

* Appendix V c o n t a i n s  t h e  f u l l  t e x t  of t h i s  memorandum. 
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I n  September 1980 DOR r e i n s t i t u t e d  s p e c i a l  hand l ing  p rocedures  whereby 

checks  i n  e x c e s s  of $50,000 were batched s e p a r a t e l y  and exped i ted  through 

t h e  documents p r o c e s s i n g  system. According t o  t h e  A d m i n i s t r a t o r  o f  D O R ' s  

Management S e r v i c e s ,  such a  procedure  had been used p r e v i o u s l y  b u t  was 

" ( i ) n a d v e r t a n t l y  d i s c o n t i n u e d  i n  t h e  s h i f t  t o  t h e  new procedures  

( i n s t i t u t e d  i n  J u l y  1980) .  . . " 

According t o  a  DOR management a n a l y s t  s t u d y ,  by reimplementing t h e  above 

s p e c i a l - h a n d l i n g  p rocedures  DOR h a s  reduced t h e  d e l a y  i n  d e p o s i t i n g  

payments. Our a n a l y s i s  of t h e  DOR management s t u d y  r e v e a l e d  t h a t ,  s i n c e  

re implementat ion o f  s p e c i a l - h a n d l i n g  p rocedures ,  DOR now t a k e s  a n  average  

of f i v e  c a l e n d a r  days  t o  d e p o s i t  checks  w i t h  t h e  T r e a s u r e r ,  w i t h  d e l a y s  o f  

up t o  t e n  c a l e n d a r  days.  

November 1980 

I n  November 1980, DOR r e v i s e d  i t s  s p e c i a l - h a n d l i n g  p rocedures  t o  i n c l u d e  

a l l  checks  i n  e x c e s s  o f  $10,000. T h i s  change was prompted by a  November 

1980 DOR management a n a l y s t  s t u d y  which i n d i c a t e d  t h a t ,  w h i l e  o n l y  two 

p e r c e n t  of t h e  s a l e s  t a x  r e t u r n s  f i l e d  w i t h  DOR i n d i c a t e d  a  t a x  due i n  

excess  of $10,000, t h e s e  r e t u r n s  accounted f o r  64 p e r c e n t  o f  t o t a l  s a l e s  

t a x  d o l l a r s .  

I n  a d d i t i o n  t o  p r i o r i t i z i n g  checks  based upon d o l l a r  v a l u e ,  DOR h a s  a l s o :  

1) completed s t a f f i n g ,  2 )  begun t r a c k i n g  work t o  i d e n t i f y  back logs ,  

a s s i s t  i n  f o r e c a s t i n g  workloads and a n t i c i p a t e  temporary s t a f f i n g  needs  

and 7 )  i n i t i a t e d  s t u d i e s  of v a r i o u s  p r o c e s s i n g  a l t e r n a t i v e s  such a s  

lockbox s e r v i c e s  and automated in-house p r o c e s s i n g .  

A l t e r n a t i v e  P r o c e s s i n g  Procedures  

Arizona s t a t u t e s  a l l o w  f o r  t h e  u s e  o f  lockbox s e r v i c e s  by p r o v i d i n g  f o r  

t h e  appointment of a g e n t s .  A.R.S. $42-1303 s t a t e s ,  i n  p a r t :  

"C.  The depar tment  s h a l l  a p p o i n t ,  a s  n e c e s s a r y ,  such  

a g e n t s ,  c l e r k s  and s t e n o g r a p h e r s  a u t h o r i z e d  by law, who 
s h a l l  perform such d u t i e s  a s  may be r e q u i r e d  ... and who 
s h a l l  be a u t h o r i z e d  t o  a c t  f o r  t h e  depar tment  a s  i t  
p r e s c r i b e s .  . . " 



Further, a Legislative Council memorandum dated October 17, 1980" 

concludes: 

"The department of revenue may appoint a bank as 

its agent and contract with it for its lockbox 
services for processing sales tax payments. The 
bank would be subject to the confidentiality 
provisions of A.R.S. 542-1307.'' 

It should be noted, however, that if DOR used a lockbox for sales tax 

payments, personnel still would be required for processing quarterly 

withholding tax payments and annual income tax payments, for which 

processing with lockbox services is not feasible because of timing and 

volume of receipts. DOR has requested $62,100 in the 1981-82 budget for 

the first year of a seven-year lease-purchase agreement to acquire an 

electronic payments-processing system similiar to that used by American 

Express. A December 1980 memorandum** from the Administrator of DOR's 

Management Services concludes that automated in-house processing, when 

compared with other alternatives, has among its advantages: 

"a) Lower costs. 

" b) Document balancing. 

"c) Improved audit trail on documents and checks. 

"d) Front end locator capabilities before data entry. 

"e) Check encoding which could improve correspondent 
bank bids for service. 

"f) Microfilming of checks. 

"g) Internal versus external operations." 

* Appendix VI contains the full text of this memorandum. 
** Appendix I contains the full text of the memo. 



While i t  a p p e a r s  t h a t  implementat ion o f  t h e  sys tem proposed by DOR would 

i n c r e a s e  p r o c e s s i n g  c o s t s ,  e l e c t r o n i c  p r o c e s s i n g  would p r o v i d e  f o r  same-day 

d e p o s i t  of payments. Thus t h e  S t a t e  would r e a l i z e  a d d i t i o n a l  revenues  

because of t h e  e l i m i n a t i o n  of d e l a y s  i n  d e p o s i t i n g  r e m i t t a n c e s .  Table  5 

shows t h e  a d d i t i o n a l  i n t e r e s t  r evenues ,  n e t  of t h e  a d d i t i o n a l  c o s t  of t h e  

e l e c t r o n i c  equipment reques ted  by D O R ,  which would be earned i f  t h e  c u r r e n t  

average  p r o c e s s i n g  d e l a y  o f  f i v e  c a l e n d a r  days  f o r  s a l e s  t a x  payments were 

e l i m i n a t e d .  
TABLE 5 

ADDITIONAL NET REVENUE PER YEAR WHICH COULD 
BE EARNED I F  THE ELECTRONIC PROCESSING 

EQUIPMENT REQUESTED BY DOR WERE ACQUIRED 

Year d u r i n g  which Addi t iona l  
Net Revenue Would Be Earned 

F i r s t  y e a r  of A c q u i s i t i o n  
Second t o  7 t h  y e a r  a f t e r  a c q u i s i t i o n  
A f t e r  7 t h  y e a r  o f  a c q u i s i t i o n  

A d d i t i o n a l  
Net Revenue 

P e r  Year 

Based on t h e  i n f o r m a t i o n  i n  Tab le  5 ,  i t  a p p e a r s  t h a t  t h e  a c q u i s i t i o n  o f  

t h e  equipment reques ted  by DOR would be c o s t  e f f e c t i v e .  P a r t i c u l a r l y  i n  

view of t h e  f a c t  t h a t  t h e  a d d i t i o n a l  revenue shown i n  Tab le  5 does  n o t  

i n c l u d e  t h e  a d d i t i o n a l  i n t e r e s t  e a r n i n g s  t h a t  would a c c r u e  from f a s t e r  

p rocess ing  of wi thho ld ing  and income t a x  payments. 

CONCLUSION 

DOR does n o t  p r o c e s s  s a l e s  t a x  payments e f f i c i e n t l y .  A s  a  r e s u l t :  1 )  DOR 

i s  n o t  i n  compliance w i t h  s t a t u t o r y  requ i rements  concern ing  t h e  t i m e l i n e s s  

of d e p o s i t i n g  monies w i t h  t h e  S t a t e  T r e a s u r e r ,  and 2 )  t h e  S t a t e  may have 

l o s t  a n  e s t i m a t e d  $1.1 m i l l i o n  i n  i n t e r e s t  income a n n u a l l y .  I n  a d d i t i o n ,  

DOR does n o t  f u l f i l l  i t s  r e s p o n s i b i l i t y  t o  sa feguard  s a l e s  t a x  payments, 

and a  p o t e n t i a l  e x i s t s  f o r  s i g n i f i c a n t  l o s s e s  th rough  d e f a l c a t i o n  o r  

a c c i d e n t .  

* The f i r s t - y e a r  expenses  i n c l u d e  a t e n  p e r c e n t  down payment ($10,372) and 
t h e  c o s t  o f  a p p l i c a t i o n  programming ($20,124) i n  a d d i t i o n  t o  t h e  expenses 
f o r  y e a r s  two th rough  seven.  



RECOmE~~DATIONS 

It i s  recommended t h a t :  

1. The L e g i s l a t u r e  approve DOR's r eques t  f o r  funds t o  purchase a 
e l e c t r o n i c  payments process ing  equipment. 

2. DOR implement a d d i t i o n a l  s e c u r i t y  p recau t ions ,  inc lud ing:  

1) s to rage  f a c i l i t i e s  t h a t  provide sa feguards  t o  prevent  l o s s  from (I 

t h e f t ,  f i r e ,  spr ink le r - sys tem damage and o t h e r  a c c i d e n t s ,  and 

2 )  r e s t r i c t  a cces s  t o  a r e a s  i n  which r e t u r n s  and payments a r e  

processed. 

a 
5 .  During t h e  t ime requi red  t o  implement e l e c t r o n i c  p roces s ing ,  i t  i s  

recommended t h a t  DOR e i t h e r :  

- Provide f o r  t h e  depos i t  of a l l  checks wi th  t h e  S t a t e  Treasurer  

w i th in  24 hours  of r e c e i p t  by s epa ra t i ng  checks from r e t u r n s  a t  i(l 

t he  t ime r e t u r n s  a r e  opened and s o r t e d ,  o r  

- Adopt t h e  use  of lockbox s e r v i c e s .  



FINDING I1 

DOR HAS NOT DEVELOPED A SYSTEMATIC A U D I T  SELECTION PROCEDURE SIMILAR TO 

THOSE OF OTHER TAX ADMINISTRATION AUTHORITIES. AS A RESULT, DOR MAY NOT 

BE M A X I M I Z I N G  REVENUES FROM ITS SALES AND USE TAX A U D I T  FUNCTION. I N  

ADDITION. DOR HAS OVERSTATED REVENUES GENERATED BY ITS AUDIT FUNCTION I N  

BUDGET DOCUMENTS SUBMITTED TO THE LEGISLATURE. 

Department o f  Revenue (DOR) budget documents r e p o r t e d  t h a t  d u r i n g  f i s c a l  

y e a r  1979-80 D O R ' s  4 1  s a l e s  and u s e  t a x  a u d i t o r s  completed approx imate ly  

758 s a l e s  and use  t a x  a u d i t s .  According t o  t h e  documents, t h e  d i r e c t  c o s t  

of t h e s e  a u d i t s  was $537,338, and t h e  a u d i t s  g e n e r a t e d  $13,107,482 i n  

a d d i t i o n a l  S t a t e  revenues .  I n  1979,  D O R ' s  a u d i t  f u n c t i o n  r e c e i v e d  a  g r e a t  

d e a l  of p u b l i c  c r i t i c i s m  and,  s i n c e  t h e n ,  DOR h a s  made a  concer ted  e f f o r t  

t o  improve t h a t  f u n c t i o n .  However, based on o u r  review a d d i t i o n a l  

improvements s t i l l  a r e  needed i n  t h e  f o l l o w i n g  a r e a s :  

- The s e l e c t i o n  of t a x p a y e r s  f o r  s a l e s  t a x  a u d i t s  i s  n o t  based on 

demonstra ted a u d i t  assessment  p o t e n t i a l .  A s  a  r e s u l t ,  DOR may 

n o t  be maximizing t h e  r e t u r n  on expended a u d i t  r e s o u r c e s .  

- Because of t h e  c u r r e n t  wording of t h e  Arizona s t a t u t e  of 

l i m i t a t i o n s  on s a l e s  and u s e  t a x  a u d i t  a s s e s s m e n t s ,  DOR i s  n o t  

a b l e  t o  a u d i t  t a x p a y e r s  f o r  a  f u l l  36-month p e r i o d .  A s  a  r e s u l t ,  

t h e  S t a t e  may have l o s t  approx imate ly  $3.2 m i l l i o n  i n  a d d i t i o n a l  

a u d i t  a ssessments  d u r i n g  t h e  t h r e e  f i s c a l  y e a r s  from 1977-78 

through 1979-80. 

- The Department h a s  n o t  coord ina ted  e f f e c t i v e l y  i t s  a u d i t  program 

w i t h  t h o s e  of t h e  f i v e  l a r g e s t  Arizona c i t i e s ,  which a l s o  conduct 

s a l e s  and u s e  t a x  a u d i t s .  A s  a  r e s u l t ,  s u b s t a n t i a l  r evenues  may 

be l o s t ,  and an  a p p a r e n t l y  s i g n i f i c a n t  amount o f  a u d i t  e f f o r t  has  

been d u p l i c a t i v e .  



- DOR has overs ta ted  s u b s t a n t i a l l y  the  r e t u r n  on i t s  s a l e s  and use 

t a x  a u d i t  funct ion  i n  budget information submitted t o  the 

Legis la ture .  Consequently, ana lys i s  based on the  da ta  i s  

unre l i ab le .  

AUDIT  SELECTION 

During f i s c a l  year  1979-80, DOR assigned 41 aud i to r s  t o  conduct 

approximately 646 s a l e s  and 102 use t ax  audits .* Unlike o ther  e n t i t i e s  

tha t  conduct such a u d i t s ,  DOR has not  developed a system of aud i t  

s e l e c t i o n  t h a t  i s  designed t o  p r i o ~ i t i z e  s a l e s  taxpayers based on 

h i s t o r i c a l  p robab i l i ty  of a  l a rge  aud i t  assessment r e l a t i v e  t o  t h e  audi t  • 
resources expended. Instead of using such a system, DOR r e l i e s  almost 

exclusively on aud i to r  recommendations f o r  s e l e c t i n g  f u t u r e  auditees.  A s  

a  r e s u l t ,  DOR may not be maximizing i t s  r a t e  of r e tu rn  on aud i t  resources 

expended. 

Audit s e l e c t i o n  procedures was a primary topic  discussed a t  an August 16, 

1979, hearing of a  s p e c i a l  S t a t e  l e g i s l a t i v e  committee es tabl i shed t o  

study DOR. A t  the  hearing,  a  DOR o f f i c i a l  l i s t e d  the primary goals  of 

s a l e s  t ax  a u d i t s  a s :  

- Maximizing revenue generated, and 

- Promoting taxpayer compliance and education. 

Based on our ana lys i s  of D O R ' s  aud i t  s e l e c t i o n  procedures and the 

r e s u l t a n t  taxpayers se lec ted  f o r  a u d i t ,  i t  appears t h a t  the  goal  of 

maximizing revenue generated from a u d i t s  is  not rea l ized .  

Our ana lys i s  of DOR records revealed t h a t  during f i s c a l  year  1977-78 

through 1979-80, DOR completed more than 2,700 s a l e s  and use tax  aud i t s .  

The 2,700 a u d i t s  r e su l t ed  i n  add i t iona l  tax  assessments of approximately 

$32 mi l l ion .  Table 6 presents  a  summary of the  a u d i t s .  

* Our ana lys i s  of DOR records revealed t h a t  during f i s c a l  year  1979-80 
DOR completed 748 s a l e s  and use tax  a u d i t s  ( see  page 37) .  



TABLE 6 
A SUMMARY OF SALES AND USE TAX AUDITS COMPLETED BY 
DOR DURING FISCAL YEARS 1977-78 THROUGH 1979-80 

Fiscal Year Use Tax Sales Tax Total 
Number Additional Number Additional Number Additional 
of Audits Assessments of Audits Assessments of Audits Assessments 

Total 



The procedure  DOR used t o  s e l e c t  t h e  t a x p a y e r s  who were s u b j e c t e d  t o  t h e  

2 ,728  a u d i t s  shown i n  Tab le  6  p r i m a r i l y  was a u d i t o r  recommendation. Such 

a  procedure  i s  i n  s h a r p  c o n t r a s t  t o  t h e  much more s o p h i s t i c a t e d  a u d i t  

s e l e c t i o n  p rocedures  used by o t h e r  t a x  a d m i n i s t r a t i o n  a u t h o r i t i e s .  

For  example, t h e  C a l i f o r n i a  S t a t e  Board of E q u a l i z a t i o n *  h a s  developed a  

system f o r  s e l e c t i n g  s a l e s  t a x  a c c o u n t s  f o r  a u d i t  t h a t  i s  designed t o  

produce a d d i t i o n a l  t a x  assessments  e q u a l  t o  o r  g r e a t e r  t h a n  t h e  c o s t  o f  

t h e  a u d i t .  I n  t h e  C a l i f o r n i a  sys tem,  s a l e s  t a x  accounts  f i r s t  a r e  

ga thered  i n t o  740 i n d u s t r y - t a x  i n t e r v a l  g roup ings .  H i s t o r i c a l  a u d i t  

r e s u l t s  f o r  each of t h e s e  g roup ings  a r e  accumulated,  and c r i t e r i a  f o r  • 
a u d i t  s e l e c t i o n s  a r e  developed. Based on t h e  p r o b a b i l i t y  of a  p r o d u c t i v e  

a u d i t  and t h e  t ime  r e q u i r e d  t o  conduct i t ,  each o f  t h e  740 i n d u s t r y - t a x  

i n t e r v a l  g roup ings  a r e  p laced  i n t o  one of 16 a u d i t  s e l e c t i o n  c e l l s .  Th i s  

system a l l o w s  C a l i f o r n i a  o f f i c a l s  t o  i d e n t i f y  p o t e n t i a l l y  p roduc t ive  

a u d i t s  r e a d i l y ,  based on p r i o r  a u d i t s  of s i m i l a r  f i r m s .  

Other  examples a r e  t h e  Texas Compt ro l l e r  of P u b l i c  Accounts*" and t h e  C i t y  

of S c o t t s d a l e ,  which have developed a u d i t  s e l e c t i o n  systems s i m i l a r  t o  t h e  a 
C a l i f o r n i a  system. F u r t h e r ,  i t  took  S c o t t s d a l e  approx imate ly  200 s t a f f  

hours  t o  implement t h e  sys tem because  C a l i f o r n i a  provided S c o t t s d a l e  w i t h  

i t s  h i s t o r i c a l  p r o b a b i l i t y  d a t a .  

One consequence of D O R ' s  n o t  s e l e c t i n g  i t s  s a l e s  t a x  a u d i t  ass ignments  

based on demonstra ted a u d i t  r e s u l t s  i s  t h a t  revenues  r e s u l t i n g  from a u d i t s  

may n o t  be maximized. Such a c o n c l u s i o n  i s  based on o u r  a n a l y s i s  of t h e  

t axpayer  a c c o u n t s  t h a t  DOR a u d i t e d  d u r i n g  f i s c a l  y e a r s  1977-78 through 

1979-80, summarized i n  Tab le  7. 

* The C a l i f o r n i a  S t a t e  Board o f  E q u a l i z a t i o n  i s  r e s p o n s i b l e  f o r  
a d m i n i s t e r i n g  C a l i f o r n i a ' s  s a l e s  t a x  program. 

** The Texas Compt ro l l e r  o f  P u b l i c  Accounts i s  r e s p o n s i b l e  f o r  
a d m i n i s t e r i n g  t h e  Texas s a l e s  t a x  program. 



TABLE 7 

ANALYSIS OF DOR SALES TAX AUDITS CONPLETED 
D U R I N G  FISCAL YEARS 1977-78 THROUGH 1979-80 

Tax Paymentss Made during 
the  Year f o r  which DOR 

Performed an Audit 

Less than $1,000 
$1,001 to  $5,000 

$25,000 
25,001 t o  $50,000 
50,001 t o  $100,000 

1100, 001 t o  ~ 2 0 0 , 0 0 0  
200,001 t o  300,000 
300,001 t o  400,000 

$400,001 t o  $500,000 
$500,001 t o  $1,000,000 

$1,000,001 t o  $1,500,000 
More than $1,500,000 

Tota l  

1977-78 
No. % - 

1978-79 
No. % - 

1979-80 
No. % - 

A s  shown i n  Table 7 ,  DOR a u d i t s  s u b s t a n t i a l l y  more smal l  f i rms  than  l a r g e  

f i r m s .  For example, from f i s c a l  years  1977-78 through 1979-80, 74 percent  

of t h e  DOR a u d i t s  completed were of f i rms  who paid $25,000 o r  l e s s  during 

the  year  of t he  a u d i t .  This  sugges ts  a  l e s s  than opt imal  usage of s a l e s  

t a x  a u d i t  resources ,  i n  view of t h e  f a c t  t h a t  i n  f i s c a l  year  1979-80 t h e  

15 a u d i t s  of taxpayers  who paid more than  $1.5 m i l l i o n  generated more than  

40 percent  of t he  a u d i t  assessments  t h a t  r e s u l t e d  from t h e  371 a u d i t s  of 

taxpayers  who paid l e s s  than  $25,000. I t  should be noted t h a t  t h e  a u d i t  

hours expended f o r  each category on Table 7 a r e  not  shown. DOR records  

regarding a u d i t  hours a r e  recorded and maintained i n  such a  manner a s  t o  

preclude such a  p r e s e n t a t i o n  f o r  a l l  p r a c t i c a l  purposes. 

* Tax payments were obtained from t h e  s a l e s  t a x  year- to-date  payments 
f i l e .  Since use  t a x  payments a r e  not  maintained i n  t h i s  f i l e ,  use  t a x  
aud i t ee s  were excluded from t h e  a n a l y s i s .  I n  a d d i t i o n ,  a  few s a l e s  
t a x  aud i t ee s  d id  not  have corresponding records  i n  t h e  f i l e  and were 
s i m i l a r l y  excluded. ( s e e  Finding V I  regard ing  problems a s s o c i a t e d  
with t h e  year- to-date  payments f i l e . )  



Improvements Made During 1980 

D O R ' s  s a l e s  and u s e  t a x  a u d i t  f u n c t i o n  r e c e i v e d  a  c o n s i d e r a b l e  amount of 

p u b l i c  c r i t i c i s m  d u r i n g  1979. S i n c e  t h a t  t i m e ,  DOR h a s  made a  concer ted  

e f f o r t  t o  improve t h e  f u n c t i o n .  According t o  a  December 1980 memorandum 

from t h e  D i r e c t o r  o f  DOR,* major  improvements accomplished d u r i n g  1980 

inc luded  : 

- A comprehensive t r a i n i n g  program f o r  new a u d i t o r s  was i n i t i a t e d  

c o v e r i n g  such s u b j e c t s  as law,  a u d i t  t echn iques  and p o l i c y  and 

procedures .  

- A management i n f o r m a t i o n  system was implemented t o  measure,  

c l a s s i f y  and moni to r  a u d i t s .  

- An a u d i t  s e l e c t i o n  u n i t  was c r e a t e d  t o  develop methods f o r  random 

and c o s t  e f f e c t i v e  a u d i t  s e l e c t i o n .  

- A s e p a r a t e  a u d i t  review u n i t  was c r e a t e d  t o  p r o v i d e  independent  

q u a l i t y  c o n t r o l  on a u d i t s .  

- A p rocedure  w a s  i n i t i a t e d  t o  i s s u e  " t a x  r u l i n g s "  on t o p i c s  which 

need c l a r i f i c a t i o n  and t o  e s t a b l i s h  and /or  d e l i n e a t e  t h e  

Depar tment ' s  o f f i c i a l  p o s i t i o n  on v a r i o u s  i s s u e s .  

It  shou ld  be n o t e d ,  however, t h a t  some of  t h e  improvements s t i l l  a r e  i n  

t h e  fo rmat ive  s t a g e  and ,  i n  t h e  c a s e  of t h e  management i n f o r m a t i o n  system,  

i t  a p p e a r s  t h a t  a thorough review of  t h e  d a t a  i n  t h e  system i s  i n  o r d e r .  

According t o  t h e  Chief Audi to r  f o r  t h e  s a l e s  t a x  a u d i t  s e c t i o n ,  a s  of 

September 1380 DOR a u d i t  s e l e c t i o n  p rocedures  had n o t  changed m a t e r i a l l y .  

AUDIT PERIOD 

Once a  t axpayer  i s  s e l e c t e d ,  DOR normal ly  a u d i t s  o n l y  a  33-month p e r i o d .  

T h i s  i s  d e s p i t e  t h e  f a c t  t h a t  t h e  s t a t u t e  of l i m i t a t i o n s  on s a l e s  and use  

t a x  a u d i t s  p r o v i d e s  f o r  a  36-month per iod .  However, because  of t h e  

wording o f  t h e  s t a t u t e ,  DOR i s  e f f e c t i v e l y  l i m i t e d  t o  33-month a u d i t s .  A s  

a  r e s u l t ,  t h e  S t a t e  may have l o s t  a n  e s t i m a t e d  $3.2 mil l ions* i n  s a l e s  and 

u s e  t a x  a u d i t  a ssessments  d u r i n g  f i s c a l  y e a r s  1977-78 through 1979-80. 

* Appendix V I I  c o n t a i n s  t h e  f u l l  t e x t  o f  t h i s  memorandum. 
** T h i s  amount i s  based on t h e  assumption t h a t  t h e  a u d i t s  cou ld  have been 

expanded t o  f u l l  36-month a u d i t s  u s i n g  e x i s t i n g  a u d i t  s t a f f .  



Arizona S t a t u t e s  

Arizona s t a t u t e s  impose a  t h r e e - y e a r  s t a t u t e  of l i m i t a t i o n s  on  s a l e s  and 

u s e  t a x  a u d i t s .  Arizona Revised S t a t u t e s  (A.R.s.) $ 4 2 - 1 3 2 7 . ~  p r o v i d e s  t h e  

l i m i t a t i o n  f o r  s a l e s  t a x e s :  

"Except i n  t h e  c a s e  o f  a  f r a u d u l e n t  r e t u r n ,  f a i l u r e  o r  

r e f u s a l  t o  make a  r e t u r n ,  e v e r y  n o t i c e  of a 
d e t e r m i n a t i o n  of a n  a d d i t i o n a l  amount due ' s h a l l  b e  
mai led w i t h i n  t h r e e  y e a r s  a f t e r  t h e  f i f t e e n t h  day o f  
t h e  c a l e n d a r  month f o l l o w i n g  t h e  p e r i o d  f o r  which t h e  
amount i s  proposed t o  be determined o r  w i t h i n  t h r e e  
y e a r s  a f t e r  t h e  r e t u r n  i s  f i l e d ,  whichever p e r i o d  
e x p i r e s  l a t e r . "  

S i m i l a r l y ,  A.R.S. $42-1414.F c o n t a i n s  t h e  l i m i t a t i o n  f o r  u s e  t a x  a u d i t s :  

"Except i n  t h e  c a s e  o f  a  f r a u d u l e n t  r e t u r n  o r  t h e  c a s e  
of a  f a i l u r e  o r  r e f u s a l  t o  make a  r e t u r n ,  every  n o t i c e  
o f  a  d e t e r m i n a t i o n  of a n  a d d i t i o n a l  amount due s h a l l  be 
mai led w i t h i n  t h r e e  y e a r s  a f t e r  t h e  f i f t e e n t h  day o f  
t h e  c a l e n d a r  month f o l l o w i n g  t h e  p e r i o d  f o r  which t h e  
amount i s  proposed t o  be determined o r  w i t h i n  t h r e e  
y e a r s  a f t e r  t h e  r e t u r n  i s  f i l e d ,  whichever p e r i o d  
e x p i r e s  l a t e r . "  

According t o  a  L e g i s l a t i v e  Counc i l  memorandum d a t e d  December 5 ,  1980", t h e  

purpose of t h e  l i m i t a t i o n s  i s  t o  p r o t e c t  t h e  t axpayers .  The memorandum 

s t a t e s :  

"The purpose  o f  a  s t a t u t e  of l i m i t a t i o n s  i s  p r i m a r i l y  
t o  p r o t e c t  t h e  de fendan t  and t h e  c o u r t  from t h e  
l i t i g a t i o n  o f  s t a l e  c l a i m s  where ev idence  may have been 
l o s t  o r  w i t n e s s e s s '  memories may have faded.  Brooks v. 
Sou thern  P a c i f i c  Company 466 P. 2d 736, 105 Ar iz .  442 
(1970) ." 

* Appendix V I I I  c o n t a i n s  t h e  f u l l  t e x t  o f  t h i s  memorandum. 



Because t h e  Department i s  r e q u i r e d  t o  p rov ide  " . . .every n o t i c e  o f  a  

d e t e r m i n a t i o n  o f  a n  a d d i t i o n a l  amount due" w i t h i n  t h r e e  y e a r s  o f  t h e  

o r i g i n a l  due d a t e  o f  t h e  t a x ,  i t  cannot  a u d i t  a  f u l l  36 months because 

some of  t h o s e  months a r e  consumed i n  p r o c e s s i n g  t h e  a u d i t .  For  example, 

i f  DOR b e g i n s  a n  a u d i t  on January  1, 1981,  i t  a u d i t s  t h e  f o l l o w i n g  r e t u r n s :  

S a l e s  Months 

S a l e s  Tax Return 

Due Date 

March 1978 
through 

November 1980 

A p r i l  1 5 ,  1978 

January  1, 1980* 

Thus, DOR a u d i t s  o n l y  33 months o f  s a l e s  t a x  r e t u r n s  because  i t  

a n t i c i p a t e s  t h a t  t h e  a u d i t  w i l l  be completed and t h e  t axpayer  n o t i f i e d  of 

a d d i t i o n a l  a ssessments  by A p r i l  1 5 ,  1981,  o r  36-months a f t e r  t h e  due d a t e  

of t h e  March 1978 r e t u r n .  

The c i t i e s  o f  Phoenix and S c o t t s d a l e  have similar t h r e e - y e a r  s t a t u t e s  of 

l i m i t a t i o n s .  However, t h e y  conduct f u l l  36 month a u d i t s  because  t h e i r  

s t a t u t e s  o f  l i m i t a t i o n s  a r e  based on t h e  n o t i f i c a t i o n  of i n t e n t  t o  conduct • 
a n  a u d i t .  n o t  t h e  n o t i f i c a t i o n  o f  a d d i t i o n a l  a ssessments .  F o r  example, 

S c o t t s d a l e  C i t y  Code $6-219.A, s t a t e s  i n  p a r t :  

" C o l l e c t i o n  o f  back p r i v i l e g e  t a x e s  by t h e  c i t y  s h a l l  
be l i m i t e d  t o  a  p e r i o d  of t h r e e  y e a r s  p r i o r  t o  t h e  d a t e  
when t h e  t a x  c o l l e c t o r  gave n o t i c e  t o  t h e  t axpayer  o f  
t h e  c i t y ' s  i n t e n t i o n  t o  perform an  a u d i t  o f  t h e  
t a x p a y e r ' s  books,  wro te  t o  t h e  pe rson  th rough  u s e  o f  
o r d i n a r y  m a i l  concern ing  a n  a p p a r e n t  v i o l a t i o n  o f  t h e  
a r t i c l e ,  o r  took some o t h e r  recorded  a c t i o n  t o  r e q u i r e  
a  p r i v i l e g e  t a x  p e r m i t  a p p l i c a t i o n  o r  o t h e r  compliance 
w i t h  t h e  a r t i c l e .  ( ~ r n ~ h a s i s  added) 

* During t h e  1980 L e g i s l a t i v e  s e s s i o n ,  A.R.S. 542-1722 was amended t o  
extend t h e  f i l i n g  d a t e  f o r  s a l e s  t a x  r e t u r n s  from 15 days  a f t e r  t h e  
s a l e s  month t o  t h e  f i r s t  day of t h e  second month a f t e r  t h e  s a l e s  month. 



As previously noted, during the last three fiscal years the Department 

assessed additional taxes amounting to $31,710,130.66 as the result of 

sales and use tax audits based on the 33-month audit period. Had the 

audit periods been 36 months, the State may have earned an estimated $3.2 

million in additional assessments. Finally, it appears that if A.R.S. 

$$42-1327 and 42-1414 were amended to use notification of intent to audit 

as the operative date for the statute of limitations, taxpayers still 

would be afforded the protections intended in present statutes. 

COORDINATION OF AUDIT ACTIVITIES 

In conjunction with its own audits, DOR also conducts audits for cities 

that participate in the State's sales tax collection program. The five 

largest cities in the State, however, have independent sales tax programs 

and conduct their own audits. In 1977 DOR formed a Unified Audit 

Committee including representatives from the cities not participating in 

the State's sales tax collection program. A primary objective of this 

group was the coordination of audit activities but, as of November 1980, 

audit activities of the various entities have not been coordinated 

effectively. As a result, the State has lost tax revenues that could be 

generated by the city audits, and an apparently significant duplication of 

audit work exists. 

Cities' Audit Programs 

The five largest cities in Arizona - Mesa, Phoenix, Scottsdale, Tempe and 
Tucson - each conduct their own sales tax audits. During fiscal year 

1979-80, the five cities employed a combined total of 56 auditors. These 

auditors completed in excess of 1,600 audits during the year. 

To better assess the potential impact of the cities' audits, we reviewed 

in detail the sales tax audit program of the City of Scottsdale. 

According to a city official, Scottsdale has completed more than 1,000 

sales tax audits during the three fiscal-year period from 1977-78 through 

1979-80. The audits resulted in more than $1 million in additional tax 

assessments, based on Scottsdale's one percent tax rate. 



Also w i t h  a s s i s t a n c e  from S c o t t s d a l e  o f f i c i a l s ,  we compared t h e  t a x p a y e r s  

a u d i t e d  by t h e  c i t y  w i t h  t h e  t a x p a y e r s  a u d i t e d  by t h e  S t a t e  d u r i n g  t h e  

same t h r e e - y e a r  p e r i o d .  We found t h a t  98 o f  t h e  t a x p a y e r s  were a u d i t e d  by 

b o t h  DOR and t h e  C i t y  of S c o t t s d a l e  d u r i n g  t h e  same p e r i o d .  The 98  a u d i t s  

r e s u l t e d  i n  a d d i t i o n a l  a ssessments  of $258,646 f o r  t h e  C i t y  of 

S c o t t s d a l e .  The remaining 935 S c o t t s d a l e  a u d i t s ,  which were n o t  a l s o  

a u d i t e d  by D O R ,  r e s u l t e d  i n  a u d i t  a ssessments  of $750,769. 

A t  t h e  p r e s e n t  t ime  t h e r e  i s  no mechanism by which DOR can  u s e  t h e  r e s u l t s  

of t h e  c i t i e s '  a u d i t s  a u t o m a t i c a l l y .  I f  such a mechanism had e x i s t e d ,  i t  

a p p e a r s  t h e  S t a t e  could  have a s s e s s e d  up t o  a n  a d d i t i o n a l  $3 m i l l i o n *  

based on t h e  935 S c o t t s d a l e  a u d i t s  which t h e  S t a t e  d i d  n o t  d u p l i c a t e .  

Uni f i ed  Audit  Committee 

I n  an  a t t e m p t  t o  e s t a b l i s h  b e t t e r  c o o p e r a t i o n  b e t e e n  t h e  c i t i e s  and DOR,  

t h e  Department formed a  U n i f i e d  Audi t  Committee i n  November 1977. The 

Department i n v i t e d  a l l  c i t i e s  n o t  p a r t i c i p a t i n g  i n  t h e  S t a t e  s a l e s  t a x  

c o l l e c t i o n  system t o  send r e p r e s e n t a t i v e s  t o  t h e  commi t tee ' s  monthly 

meet ings .  I n  a d d i t i o n  t o  DOR o f f i c i a l s ,  t h e  pr imary p a r t i c i p a n t s  have 

been r e p r e s e n t a t i v e s  from t h e  c i t i e s  of F l a g s t a f f ,  Mesa, Phoenix,  

P r e s c o t t ,  S c o t t s d a l e ,  Tempe and Tucson. The main t o p i c s  addressed  by t h e  

committee have been a u d i t  i s s u e s  and problems o r  d i f f e r e n c e s  encountered 

between t h e  c i t i e s  and DOR i n  t h e  g e n e r a l  a d m i n i s t r a t i o n  of t h e i r  (I 

r e s p e c t i v e  s a l e s  t a x  programs. 

According t o  a  DOR o f f i c i a l  t h e  work o f  t h e  committee h a s  r e s u l t e d  i n  

improved c o o p e r a t i o n  between t h e  c i t i e s  and t h e  S t a t e .  During f i s c a l  y e a r  

1979-80, DOR and t h e  c i t i e s  c o o r d i n a t e d  t h e i r  a u d i t  a c t i v i t i e s  f o r  

s e l e c t e d  a u d i t s  - e s p e c i a l l y  o u t - o f - S t a t e  a u d i t s .  It was es t imated  t h a t  

f o r  a t  l e a s t  15 ou t -o f -S ta te  a u d i t s  d u r i n g  t h e  l a s t  y e a r ,  DOR and c i t y  

a u d i t o r s  worked t o g e t h e r  on t h e  a u d i t s .  

* The $3 m i l l i o n  i s  based upon a  f o u r  p e r c e n t  t a x  r a t e  f o r  t h e  S t a t e .  
I n  1978-79, 88 p e r c e n t  of a l l  S t a t e  s a l e s  t a x e s  were pa id  a t  t h e  f o u r  
p e r c e n t  r a t e .  



The DOR official added that a fully coordinated audit program, one which 

would eliminate duplication of audit work and allow the cities and DOR to 

use each other's work as a basis for additional assessments, would require 

a concerted effort by all parties and is a long-term project. The DOR 

official pointed out that differences between State and local sales tax 

laws and their interpretation of these laws, audit techniques, audit 

schedules and the length of audit periods complicate the development of a 

fully coordinated system. 

City officials support the concepts of coordinated system. They point 

out, however, that only the State (DOR) can institute such a coordinated 

effort effectively. Further, concern was expressed over the slow rate at 

which progress is being made. 

REPORTED RESULTS HAVE BEEN OVERSTATED 

DOR has overstated the return on its sales and use tax audit function 

substantially in budget information submitted to the Legislature. 

Consequently, the results of analysis based on such data is unreliable. 

During the last three fiscal years, DOR has reported in budget documents a 

total "return" on sales and use tax audits of $38,517,641. Our review of 

DOR records revealed that the "returns" presented in the budget documents 

have been overstated in that: 

- DOR records do not support the reported returns on audits in any 

of the three years, and 

- The "return" amounts are based on audit assessments, many of 

which are appealed and subsequently reduced or eliminated. 

In its annual budget requests submitted to the Legislature, DOR presents 

the number of audits conducted and the "average return per audit". Total 

return on sales and use tax audits must be derived from these amounts. 

Table 8 presents the results as presented in the budget requests and the 

derived total results. 



TABLE 8 
DORIS REPORTED RESULTS OF SALES AND USE TAX AUDITS 

AND DERIVED TOTAL RESULTS FOR FISCAL YEARS 
1977-78 THROUGH 1979-80 

Reported R e s u l t s  
Return Pe r  Number Derived 

Desc r i p t i on  Audit  of Audi ts  R e s u l t s  

1977-78 a u d i t s  : 
I n - S t a t e  $ 6 ,308  
Out-of-State  37,734 

1978-79 a u d i t s :  
I n -S t a t e  10,566 
Out-of-State  42,701 

1979-80 a u d i t s :  
I n - S t a t e  13,494 6 48 8 ,744,112 
Out-of-State 39,667 110 4,363,370 

13,107,482 
T o t a l  2LE'2!2 $38,517,641 

A s  shown i n  Table  8, DOR r epo r t ed  t h a t  t h e  s a l e s  and u se  t a x  a u d i t s  

y i e l d e d  a  " r e t u r n "  of $38,517,641 f o r  t h e  l a s t  t h r e e  f i s c a l  y e a r s .  Our 

review of DOR r e co rds ,  however, r evea led  t h a t  t h e  a u d i t s  completed i n  

t hose  t h r e e  f i s c a l  y e a r s  y i e l d e d  a  " r e t u r n "  of  on ly  $31,710,131. Table 9  

p r e s e n t s  a  comparison of  t h e  DOR r epo r t ed  r e s u l t s  and t h e  t o t a l  assessment  

a s  shown i n  o u r  review of  DOR records .  

TABLE 9 

A COMPARISON OF D O R I S  REPORTED RESULTS OF SALES AND 
USE TAX AUDITS FOR FISCAL YEARS 1977-78 THROUGH 1979-80 

AND THE TOTAL ASSESSMENTS RECORDED I N  DOR RECORDS 

F i s c a l  
Year 

1977-78 
1978-79 
1979-80 

T o t a l  

D O R 1 s  Reported T o t a l  Assessments 
R e s u l t s  P e r  DOR Records 



As shown in Table 9, the reported returns on DOR sales and use tax audits 

are overstated in comparison to the Department's records of assessments 

resulting from sales and use tax audits completed during the same periods. 

A further analysis of the audit assessment amounts revealed that the 

presentation of these amounts as returns on audits is a substantial 

overstatement of actual returns. In fact, our analysis showed that a high 

percentage of the dollar value of the assessments may never be realized. 

As part of our review of DOR's audit function, we reviewed all audits that 

had substantial audit assessments for the last three fiscal years. 

According to DOR records, 30 audits were completed during the last three 

years that resulted in audit assessments greater than $200,000. In the 

aggregate these audit assessments totaled $14,334,796, or 45 percent of 

the $31,710,131 in total audit assessments for the period. As of June 30, 

1980, the status of these 30 audits was as follows: 

Status of 
Assessment 

Paid or due 

Original Amount 

Number of Audit Paid or 
Audits Assessment Collectible 

Appealed assessments 
for which a decision 
has been rendered 8 3,148,547022 1,003,753.80* 

Assessments still in 
appeals process 

Total 

It should be noted that the DOR has implemented an Audit Management 

Information System which will automate the record-keeping function for the 

sales and use tax audits. Hopefully, the system will improve the accuracy 

of DOR's budget information regarding audit activities. 

* These amounts may be subject to future appeals to the State Board of 
Tax Appeals or Superior Court. 

** These amounts will be determined when the appeals are resolved. 



CONCLUSION 

S i n c e  August 1979,  DOR h a s  made a  concer ted  e f f o r t  t o  improve t h e  s a l e s  

and u s e  t a x  a u d i t  f u n c t i o n .  However, a s  of November 1980,  a d d i t i o n a l  

improvements s t i l l  a r e  needed i n  t h e  fo l lowing  a r e a s :  

1) Audi t  s e l e c t i o n  p r o c e d u r e s ,  

2) Expansion of t h e  s t a t u t e  o f  l i m i t a t i o n s  f o r  a u d i t s ,  

3 )  Coord ina t ion  o f  D O R ' s  and Arizona c i t i e s '  s a l e s  t a x  a u d i t  

a c t i v i t i e s ,  

4 )  Recording and r e p o r t i n g  of s a l e s  and use  t a x  a u d i t  r e s u l t s .  

T h e r e f o r e ,  DOR may n o t  be maximizing revenues  g e n e r a t e d  by t h e  s a l e s  and 

u s e  t a x  a u d i t  f u n c t i o n .  I n  a d d i t i o n ,  DOR h a s  o v e r s t a t e d  revenues  earned 

from a u d i t  f u n c t i o n s  r e p o r t e d  i n  budget documents submi t t ed  t o  t h e  

L e g i s l a t u r e .  

RECOMMENDATIONS 

I t  i s  recommended tha t , :  

1. DOR e x p e d i t e  t h e  implementat ion o f  a n  a u d i t  s e l e c t i o n  system 

s i m i l a r  t o  t h o s e  c u r r e n t l y  used i n  Texas and C a l i f o r n i a .  

2 .  The L e g i s l a t u r e  c o n s i d e r  amending A.R.S. $ $ 4 1 - 1 7 2 7 . ~  and 

42-1414.F t o  a l l o w  f o r  f u l l  %-month a u d i t s  a s  conducted by t h e  

c i t i e s  o f  S c o t t s d a l e  and Phoenix.  

3. DOR i n c r e a s e  i t s  e f f o r t s  t o  c o o r d i n a t e  i t s  a u d i t  a c t i v i t i e s  wi th  

t h o s e  of t h e  f i v e  l a r g e s t  c i t i e s  i n  Arizona.  

4 .  DOR m a i n t a i n  more a c c u r a t e  r e c o r d s  o f  a u d i t  a ssessments  and 

r e p o r t  such  i n f o r m a t i o n  t o  t h e  L e g i s l a t u r e  i n  a  manner which w i l l  

more a c c u r a t e l y  r e f l e c t  a c t u a l  revenues  g e n e r a t e d  by i t s  a u d i t  

a c t i v i t i e s .  



FINDING I11 

THE DOR SALES AND USE TAX APPEALS PROCESS I S  FRAGMENTED AND 

UNCOORDINATED. AS A RESULT. THE PROCESS I S  EXCESSIVELY LONG. AND NOT 

PROPERLY DOCUMENTED OR MONITORED. 

The Department of Revenue ( D O R )  conduc t s  approx imate ly  800 s a l e s  and u s e  

t a x  a u d i t s  each y e a r ,  g e n e r a t i n g  approx imate ly  $10 m i l l i o n  i n  a d d i t i o n a l  

t a x  assessments .  Under Arizona law t h o s e  t a x p a y e r s  who a r e  a s s e s s e d  

a d d i t i o n a l  t a x e s  may p e t i t i o n  f o r  a  h e a r i n g ,  c o r r e c t i o n  o r  

rede te rmina t ion .  During t h e  t h r e e - y e a r  p e r i o d  which ended June  30,  1980,  

a n  i n d e t e r m i n a t e  number o f  a p p e a l s  r e s u l t e d  i n  277 h e a r i n g s  i n v o l v i n g  

$18.2 m i l l i o n  i n  s a l e s  and u s e  t a x  assessments .  Our review o f  t h e  277 

h e a r i n g s  revea led  t h a t  t h e  s a l e s  and u s e  t a x  a p p e a l s  p r o c e s s  i s  fragmented 

among s e v e r a l  d i v i s i o n s  w i t h i n  DOR,  w i t h o u t  s u f f i c i e n t  f o r m a l i z e d  

procedure .  A s  a  r e s u l t ,  DOR i s :  

1. Not p r o c e s s i n g  a p p e a l s  i n  a  t i m e l y  manner, 

2. Not documenting t h e  a p p e a l s  p r o c e s s  p r o p e r l y ,  and 

7. Not p r o p e r l y  m o n i t o r i n g  t h e  a p p e a l s  p r o c e s s .  

APPEALS PROCEDURES 

The formal  a p p e a l s  p rocedure  b e g i n s  when t h e  s a l e s  and u s e  t a x  a u d i t  

s e c t i o n  o f  t h e  T a x a t i o n  D i v i s i o n  sends  a  t a x p a y e r  a n  assessment  l e t t e r  

s t a t i n g  t h e  amount o f  a d d i t i o n a l  t a x  o r  re fund  due from DOR and a s k i n g  t h e  

t a x p a y e r  t o  inform DOR i n  w r i t i n g  w i t h i n  30 days  i f  t h e  a u d i t  a ssessment  

i s  accep ted  o r  p r o t e s t e d .  

When a p r o t e s t  l e t t e r  i s  r e c e i v e d  by t h e  a u d i t  s e c t i o n ,  i t  i s  g i v e n  t o  t h e  

Chief  A u d i t o r  t o  review. The p r o t e s t  l e t t e r ,  a u d i t  assessment  and a u d i t  

f i l e  a r e :  

- Returned t o  t h e  a u d i t o r s  f o r  c o r r e c t i o n  o f  mathemat ical  o r  

t e c h n i c a l  e r r o r s ,  and /or  

- S e n t  t o  a  t a x  a n a l y s t ,  who p r e p a r e s  a  b r i e f  f o r  t h e  T a x a t i o n  

D i v i s i o n  f o r  a n  a d m i n i s t r a t i v e  hear ing .  



Occasional ly t h e  a u d i t  s e c t i o n  schedules  an informal  conference with the  

taxpayer t o  reso lve  t h e  i s s u e s .  

Receipt  of a  b r i e f  i s  t h e  f i r s t  o f f i c i a l  n o t i c e  t h e  Administrat ive Hearing 

Office r ece ives  of a  reques t  f o r  a  hearing.  The s e c r e t a r y  a t  t h e  Hearing 

Off ice  schedules  a  hear ing  and n o t i f i e s  t he  taxpayer.  

Since Ju ly  1980, t he  Administrat ive Hearing O f f i c e r  w r i t e s  and s i g n s  the  

admin i s t r a t i ve  dec i s ion  and sends i t  t o  t he  taxpayer  and copies  t o  t he  

Taxation Div is ion  and the  Di rec to r  of DOR. The taxpayer  and t h e  Divis ion 

have 30 days i n  which t o  appeal  t o  t he  Direc tor ,  o r  t h e  D i r e c t o r  may opt 

t o  review t h e  dec i s ion  of t he  Hearing Off icer .  A t  t h e  end of t h e  30-day 

per iod ,  t he  Hearing Of f i ce r  n o t i f i e s  t he  taxpayer t h a t  t h e  admin i s t r a t i ve  

dec i s ion  has become t h e  f i n a l  o rde r  of t h e  Department. The taxpayer  then 

has 30 days from r e c e i p t  of t h i s  l e t t e r  t o  appeal  t o  t h e  S t a t e  Board of 

Tax Appeals, Div is ion  Two* o r  t h e  dec is ion  becomes f i n a l  and any 

a d d i t i o n a l  assessments become due. 

TIMELINESS OF APPEALS PROCESS 

According t o  a v a i l a b l e  records  a t  DOR f o r  t h e  three-year  per iod ended 

June 30, 1980, an inde termina te  number of p ro t e s t ed  a u d i t  assessments 

r e s u l t e d  i n  277 hearings.  An a n a l y s i s  of t hese  hear ings  revea led  t h a t  t he  

time from i n i t i a l  taxpayer  p r o t e s t  t o  a  hearing d e c i s i o n  i s  excess ive ,  i n  

t h a t :  

1. The average time t o  reach a  hear ing  dec i s ion  i s  14.4 months, 

2.  Time de lays  may p l ace  cases  i n  v i o l a t i o n  of l e g i s l a t i v e  i n t e n t ,  

and 

3. DOR takes  much longer  than  the  S t a t e  Board of Tax Appeals t o  

conduct and conclude hear ings .  

* Divis ion  Two of t h e  S t a t e  Board of  Tax Appeals i s  s e p a r a t e  from DOR 
and conducts hear ings  on appea ls  from DOR dea l ing  with income, s a l e s ,  
use,  e s t a t e  and luxury taxes .  



P r o c e s s i n g  Delays 

Our a n a l y s i s  of t h e  h e a r i n g s  conducted d u r i n g  t h e  p e r i o d  from J u l y  1, 

1977, through June 30 ,  1980,  r e v e a l e d  t h a t  t h e  Department took a n  average  

o f  14.4 months t o  r e n d e r  a  d e c i s i o n  on a  p r o t e s t e d  a u d i t  assessment .  

Cases i n  which a  d e c i s i o n  was rendered were completed i n  a n  average  of 

17.9 months, w h i l e  pending c a s e s  have been o u t s t a n d i n g  f o r  a n  average  of 

15.2 months. Table  10 p r e s e n t s  a  summary of o u r  a n a l y s i s  o f  t h e  d e l a y s  

exper ienced i n  p r o c e s s i n g  c o n t e s t e d  a u d i t  a ssessments  o v e r  a  t h r e e - y e a r  

p e r i o d .  



D e c i s i o n  Rendered 
Numker o f  Months 

from Assessment  t o  N~ur.ber of Tax 
H e a r i n g  D e c i s i o n  I f e a r i n g s  Assessment  

T o t a l  & $6,635,519 

Average 13.9 

DELAYS EXPERIENCED I N  PROCESSING CONTESTED 
AUDIT ASSESSMENTS FROM JULY 1, 1977 TO JUNE 3 0 ,  1980* 

Cases  Pending  
Number of Number of Tax 

Months O u t s t a n d i n g  H e a r i n g s  Assessment  

* From i n f o r m a t i o n  a t  H e a r i n g  O f f i c e ,  s a l e s  and u s e  t a x  a u d i t  s e c t i o n  
and S t a t e  Board of  Tax Appea ls .  

** The t o t a l  d o e s  n o t  e q u a l  277 c a s e s  b e c a u s e  a s s e s s m e n t  d a t e s  o r  
d e c i s i o n  d a t e s  were u n a v a i l a b l e  o r  m i s s i n g  f o r  33 c a s e s .  

T o t a l  D e c i s i o n s  Rendered and Cases  Pendillel'* 
Number o f  Months 

t o  H e a r i n g  D e c i s i o n  Number o f  Tax 
o r  O u t s t a n d i n g  H e a r i n g s  Assessment  



A s  shown i n  Table 10 ,  of t he  142 hear ings  held i n  t h e  three-year  per iod 

ended June 30, 1980, f o r  which a  dec i s ion  was rendered,  38 dec i s ions  took 

longer  than 15 months and one case  took 113 months o r  more than nine yea r s  

t o  decide.  Of the  102 cases  pending on June 30, 1980, 38 cases  had been 

pending f o r  longer  than 15 months and one case  had been pending f o r  87 

months. The cases  t ak ing  16 months o r  longer  r ep re sen t  $5.6 m i l l i o n  o r  53 

percent  of t he  a u d i t  assessments  pending admin i s t r a t i ve  review on June 30, 

1980. 

Our a n a l y s i s  revealed t h a t  a  primary cause f o r  t h e  lengthy  hear ing  process  

i s  t h e  time DOR t akes  t o  g e t  ready f o r  a  hearing.  For example, of the  

hearings f o r  which t h e  d a t e  of assessment and d a t e  of t he  hear ing  were 

a v a i l a b l e ,  more time was spent  on g e t t i n g  the  p r o t e s t  ready f o r  hearing 

than was spent  i n  render ing  t h e  dec i s ion .  The average t ime between 

assessment da t e  and hear ing  d a t e  was 8 .5  months, whereas t h e  t o t a l  average 

elapsed time was 14.4 months. Thus 59 percent  of t he  hear ing  process  time 

was spent  preparing a  p ro t e s t ed  a u d i t  case  f o r  hearing.  

Severa l  of t h e  hear ing  f i l e s  a t  DOR document t ime de lays  encountered i n  

t h e  hearing process .  The fol lowing i s  a  synopsis  of t h r e e  noteworthy 

cases .  

Exam~les  of Excessive Delav a t  Audit Div is ion  

CASE I 

The taxpayer was assessed  $315,286 f o r  t h e  period October 1967 through 

September 1970. The taxpayer  was allowed e i g h t  yea r s ,  i n s t e a d  of 30 days,  

t o  p r o t e s t .  On March 8,  1979, t he  p r o t e s t  was made formal ly  and 

hand-delivered t o  t he  a u d i t  s ec t ion .  A hear ing  was held and t h e  case  was 

s t i l l  pending on June 30, 1980. 



CASE I1 

The taxpayer  was a s s e s s e d  $2,150 on August 1 5 ,  1975. I n  t h i s  c a s e  t h e  

t a x p a y e r  d i d  respond w i t h i n  70 days.  I t  took t h e  a u d i t  s e c t i o n  47 months 

t o  g e t  t h e  b r i e f  t o  t h e  Hear ing O f f i c e .  I n  October  1979, 50 months a f t e r  

t h e  assessment ,  t h e  h e a r i n g  was h e l d .  The c a s e  was s t i l l  pending on 

June 30,  1980. 

CASE I11 

The taxpayer  was a s s e s s e d  $244,731 on November 1 5 ,  1977. A h e a r i n g  was 

h e l d  n i n e  months l a t e r  on August 25,  1978. The c a s e  was s t i l l  pending a t  

June 30,  1980, 22 months a f t e r  t h e  h e a r i n g .  ( A  d e c i s i o n  was mai led 

September 9 ,  1980,  and h a s  been appea led  t o  t h e  D i r e c t o r . )  

Arizona P u b l i c  S e r v i c e  - P a l o  Verde G u i d e l i n e s  Cases  

There have been a number o f  appea led  a u d i t  a ssessments  pending s i n c e  

Arizona P u b l i c  S e r v i c e  P a l o  Verde g u i d e l i n e s  were worked o u t  among v a r i o u s  

t a x p a y e r s ,  DOR and t h e  At to rney  General .  The g u i d e l i n e s  i n d i c a t e  i t e m s  

used i n  t h e  c o n s t r u c t i o n  of P a l o  Verde Nuc lea r  Genera t ing  S t a t i o n  t h a t  

w i l l  be p a r t i a l l y  o r  t o t a l l y  exempt from s a l e s  o r  u s e  t a x .  These 

g u i d e l i n e s  were s e n t  t o  t h e  D i r e c t o r  on August 1 5 ,  1979, and were accep ted  

by t h e  D i r e c t o r  August 1 6 ,  1979. The g u i d e l i n e s  became e f f e c t i v e  on 

October  1 5 ,  1979." 

According t o  r e c o r d s  a t  t h e  s a l e s  t a x  a u d i t  s e c t i o n  and t h e  Hear ing 

O f f i c e ,  through June 30 ,  1979 t h e r e  were 17  appealed a u d i t  a ssessments  

r e l a t e d  t o  c o n s t r u c t i o n  a t  Pa lo  Verde. One t a x p a y e r  waived o r a l  h e a r i n g ,  

two c a s e s  n e v e r  reached t h e  Hear ing O f f i c e  and 14 t a x p a y e r s  rece ived  a 

h e a r i n g .  Although t h e  g u i d e l i n e s  became o f f i c i a l  on October  1 5 ,  1979, n o t  

one d e c i s i o n  had been rendered by June 30,  1980,  e ight-and-a-half  months 

l a t e r .  By October  22 ,  1980, a y e a r  a f t e r  t h e  g u i d e l i n e s  were adop ted ,  

o n l y  two d e c i s i o n s  had been rendered.  

* See F ind ing  V I I  f o r  a d i s c u s s i o n  o f  t h e s e  g u i d e l i n e s .  
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L e g i s l a t u r e  Did Not Contemplate Unreasonable 

Delav i n  R e s o l u t i o n  of Tax Appeals 

A.R.S. $$42-1415 and 42-1338 p r o v i d e  t h e  means t o  a p p e a l  a  u s e  o r  s a l e s  

t a x  assessment .  $42-1415 s t a t e s :  

"Appeal t o  depar tment ;  p e t i t i o n  f o r  r e d e t e r m i n a t i o n ;  

f i n a l i t y  o f  o r d e r  

"A. Any person  from whom a n  amount i s  determined t o  be 
due under  t h e  p r o v i s i o n s  o f  t h i s  a r t i c l e  may a p p l y  t o  
t h e  depar tment  by a  p e t i t i o n  i n  w r i t i n g  w i t h i n  t h i r t y  
days a f t e r  t h e  n o t i c e  r e q u i r e d  by 542-1414 i s  r e c e i v e d  
by him, o r  w i t h i n  such a d d i t i o n a l  t ime a s  may 'be 
al lowed by t h e  depar tment ,  f o r  a  h e a r i n g ,  c o r r e c t i o n  o r  
r e d e t e r m i n a t i o n  of t h e  a c t i o n  t a k e n  by t h e  depar tment .  
The p e t i t i o n  s h a l l  s e t  f o r t h  t h e  r e a s o n s  why such 
h e a r i n g ,  c o r r e c t i o n  o r  r e d e t e r m i n a t i o n  should be 
g ran ted  and t h e  amount i n  which any t a x  shou ld  be - 
reduced. The depar tment  s h a l l  promdtly c o n s i d e r  t h e  
p e t i t i o n  and - - s h a l l  g r a n t  a  h e a r i n g ,  i f  r e q u e s t e d . "  
(Emphasis added) 

Arizona s t a t u t e s  impose few d e a d l i n e s  f o r  h e a r i n g  t a x  a p p e a l s  and do n o t  

e s t a b l i s h  what c o n s t i t u t e s  r e a s o n a b l e  d e l a y s  on t h e  p a r t  of t h e  t a x p a y e r ,  

t h e  D i v i s i o n  o r  t h e  Department.  A L e g i s l a t i v e  Counci l  Memorandum of  

August 1 5 ,  1980," s t a t e s :  

"The o n l y  s t a t u t o r y  p r o v i s i o n s  r e l a t i n g  t o  t h e  t ime  i n  
which t h e  depar tment  must r u l e  on a p p e a l s  a r e  A.R.S. 
$542-1338, s u b s e c t i o n  A and 42-1415, s u b s e c t i o n  A which 
r e q u i r e  t h a t ,  a f t e r  t h e  appea l  i s  r e c e i v e d ,  ' t h e  
department s h a l l  promptly  c o n s i d e r  t h e  p e t i t i o n  and 
s h a l l  g r a n t  a  h e a r i n g ,  i f  r e q u e s t e d . '  I t  may be argued 
t h a t  t h i s  i s  a  requirement  f o r  t h e  depar tment  t o  
promptly t a k e  up t h e  m a t t e r  b u t  does  n o t  r e l a t e  t o  t h e  
speed of d i s p o s i n g  o f  t h e  m a t t e r .  The s t a t u t e s  do n o t  
s p e c i f i c a l l y  p r e s c r i b e  any t ime  l i m i t  f o r  making a  
d e c i s i o n  on a p p e a l s .  " ( ~ m p h a s i s  added) 

* Appendix I X  c o n t a i n s  t h e  f u l l  t e x t  o f  t h i s  memorandum. 



" N e v e r t h e l e s s ,  a  requirement  f o r  r e a s o n a b l e  promptness 
i n  r e s o l v i n g  t h e  a p p e a l  may be impl ied  from t h e  n a t u r e  
of t h e  a p p e a l  and h e a r i n g  b e f o r e  t h e  depar tment .  - The 
l e g i s l a t u r e  i n  w r i t i n g  and a d o p t i n g  t h i s  s t a t u t e  
in tended  i t  t o  f a c i l i t a t e  t h e  c o l l e c t i o n  o f  t a x e s  due 
o r  t o  de te rmine  t h a t  t a x e s  were n o t  due. The 
l e g i s l a t u r e  d i d  n o t  con templa te  unreasonab le  o r  
a r b i t r a r y  d e l a y  i n  r e s o l u t i o n .  F o r  such t o  occur  would 
be a n  i n t e r f e r e n c e  w i t h  p e r s o n a l  and p r o p e r t y  r i g h t s  
and would i n h i h i t  t h e  f u r t h e r  a p p e l l a t e  r e l i e f  a f f o r d e d  
by o t h e r  s t a t u t e s .  To i n h i b i t - - o r  d e l a y  t h e s e  f u r t h e r  
h e a r i n g s  i s  a  d e n i a l  o f  due p r o c e s s  o f  l a w  under  t h e  
United S t a t e s  C o n s t i t u t i o n .  Due Drocess r e a u i r e s  b o t h  

A 

a  prompt h e a r i n g  and a  prompt conc lus ion . "  ( ~ m p h a s i s  
added) 

The a d m i n i s t r a t i v e  r u l e s  and r e g u l a t i o n s  o f  DOR i n  e f f e c t  June  30,  1980, 

a r e  no more s p e c i f i c  t h a n  t h e  s t a t u t e s  a s  t o  what c o n s t i t u t e s  prompt 

c o n s i d e r a t i o n  of a  t a x p a y e r  p e t i t i o n .  

According t o  L e g i s l a t i v e  Counc i l ,  t h e  a d m i n i s t r a t i v e  procedure  w a s  

i n t e n d e d  t o  f a c i l i t a t e  t h e  r e s o l u t i o n  of d i s p u t e d  t a x  assessments .  A 

t axpayer  may be depr ived  o f  due p r o c e s s  by unnecessa ry  d e l a y s  i n  t h e  

a p p e a l s  p rocedures  and t h u s  t h e  whole p roceed ing  may be void .  The 

August 1 5 ,  1980, L e g i s l a t i v e  Counci l  Memorandum s t a t e s :  

"There i s  l i t t l e  conce ivab le  s t a t e  i n t e r e s t  i n  d e l a y i n g  
t h e  d e c i s i o n  on a n  a p p e a l  o f  s a l e s  o r  u s e  t a x e s .  On 
t h e  c o n t r a r y ,  i t  would be i n  t h e  i n t e r e s t  o f  bo th  t h e  
s t a t e  and t h e  t a x p a y e r  t o  p r o v i d e  f o r  a  t i m e l y  and 
r e a s o n a b l y  prompt r e s o l u t i o n  of t h e  m a t t e r  i n  o r d e r  t o  
e i t h e r  c o l l e c t  t h e  t a x  o r  move t h e  a c t i o n  on t o  t h e  
n e x t  forum. Moreover, i f  due p r o c e s s  i s  n o t  a f f o r d e d  
by t h e  h e a r i n g  and a p p e a l ,  t h e  whole p roceed ing  may be 
void ."  ( ~ m ~ h a s i s  added) 

Time L i m i t a t i o n s  w i t h i n  which Other  S t a t e  

E n t i t i e s  Conduct A d m i n i s t r a t i v e  Hear ings  

Although t h e  s t a t u t e s  govern ing  t h e  S t a t e  Board o f  Tax Appeals ,  D i v i s i o n  

Two* do n o t  p r e s c r i b e  s p e c i f i c  t ime l i m i t a t i o n s ,  t h e  r u l e s  and r e g u l a t i o n s  

adopted by t h e  Board s e t  l i m i t a t i o n s  f o r  s p e c i f i c  s t e p s  i n  t h e  p r o c e s s ,  

s t a t i n g :  

* D i v i s i o n  Two o f  t h e  S t a t e  Board o f  Tax Appeals conduc t s  h e a r i n g s  on 
a p p e a l s  o f  DOR a d m i n i s t r a t i v e  h e a r i n g  d e c i s i o n s  r e g a r d i n g  p r o t e s t e d  
s a l e s  and use  t a x  a u d i t  a ssessments .  



"R16-7-107. Memoranda 
"A. The a p p e l l a n t  may f i l e  a  memorandum i n  s u p p o r t  o f  
t h e  a p p e a l  w i t h i n  t h i r t y  (30) days  of f i l i n g  t h e  n o t i c e  
of a p p e a l .  The Department w i l l  be al lowed t h i r t y  ( 3 0 )  
days  from t h e  d a t e  of r e c e i p t  of a p p e l l a n t ' s  memorandum 
t o  respond.  I n  t h e  e v e n t  t h a t  a p p e l l a n t  does  n o t  f i l e  
a  memorandum, t h e  Department w i l l  be a l lowed t h i r t y  
(30) days  t o  f i l e  i t s  memorandum from t h e  t ime  
a p p e l l a n t ' s  memorandum would have been due. The 
a p p e l l a n t  w i l l  t h e n  be a l lowed t h i r t y  (30) days  from 
r e c e i p t  of t h e  Depar tment t  s memorandum t o  respond.  
A p p e l l a n t ' s  r e p l y  memorandum s h a l l  be l i m i t e d  t o  a  
r e p l y  t o  t h e  i s s u e s  of law o r  f a c t  r a i s e d  i n  t h e  
Depar tment ' s  memorandum. Reasonable e x t e n s i o n s  of t ime  
f o r  t h e  f i l i n g  of memoranda may be g r a n t e d  upon w r i t t e n  
r e q u e s t  from e i t h e r  p a r t y .  The Board w i l l  t r a n s m i t  a  
copy of a n y  memorandum f i l e d  t o  t h e  opposing p a r t y .  
Both o r  e i t h e r  p a r t y  t o  t h e  a p p e a l  may waive t h e  f i l i n g  
o f  memorandum. " 

F u r t h e r ,  o u r  review of D i v i s i o n  Two r e c o r d s  r e v e a l e d  t h a t  i t s  d e c i s i o n s  

a r e  rendered i n  a  more t i m e l y  f a s h i o n .  During t h e  p a s t  t h r e e  f i s c a l  

y e a r s ,  D i v i s i o n  Two h a s  rendered  d e c i s i o n s  on a n  average  o f  1 .5  months 

from t h e i r  h e a r i n g  d a t e s .  I n  f a c t ,  35 p e r c e n t  of i t s  d e c i s i o n s  were 

rendered on t h e  same day a s  t h e  h e a r i n g .  

I t  should be no ted  t h a t  s t a t u t o r y  and a d m i n i s t r a t i v e  t ime  l i m i t a t i o n s  have 

been e s t a b l i s h e d  f o r  o t h e r  S t a t e  e n t i t i e s .  F o r  example, 

- Rule 1 2 ( a )  o f  t h e  Rules  of C i v i l  Procedure* s t a t e s :  

"A defendan t  s h a l l  s e r v e  and f i l e  h i s  answer w i t h i n  
twenty days  a f t e r  t h e  s e r v i c e  of t h e  summons and 
complaint  upon him, excep t  when s e r v i c e  of p r o c e s s  i s  
made pursuan t  t o  Rule 4 ( e )  ( 1 1 ,  ( 2 1 ,  (31, (4), 01- 5.  A 
~ a r t v  se rved  w i t h  a  ~ l e a d i n t z  s t a t i n g  a  c r o s s - c l a i m  
a g a i n s t  him s h a l l  s e r v e  and f i l e  an answer t h e r e t o  
w i t h i n  twenty days  a f t e r  t h e  s e r v i c e  upon him. The 

- -- 

p l a i n t i f f  s h a l l  s e r v e  and f i l e  h i s  r e p l y  t o  a  
c o u n t e r c l a i m  i n  t h e  answer w i t h i n  twenty d a y s  a f t e r  
s e r v i c e  of t h e  answer o r .  i f  a  r e ~ l v  i s  ordered  bv t h e  
c o u r t ,  w i t h i n  twenty d a y s  a f t e r  s e r v i c e  o f  t h e  o r d e r ,  
u n l e s s  t h e  o r d e r  o t h e r w i s e  d i r e c t s .  The s e r v i c e  o f  a 
motion p e r m i t t e d  under  t h i s  Rule a l t e r s  t h e s e  p e r i o d s  
o f  t ime a s  f o l l o w s ,  u n l e s s  a  d i f f e r e n t  t ime i s  f i x e d  by 
o r d e r  o f  t h e  c o u r t :  ( ~ m ~ h a s i s  added) 

* The Rules  o f  C i v i l  P rocedure  govern t h e  p rocedure  i n  t h e  s u p e r i o r  
c o u r t s  o f  Arizona i n  a l l  s u i t s  of a  c i v i l  n a t u r e .  



"1. I f  t h e  c o u r t  d e n i e s  t h e  motion o r  postpones  i t s  
d i s p o s i t i o n  u n t i l  t h e  t r i a l  on  t h e  m e r i t s ,  t h e  
r e s p o n s i v e  p l e a d i n g  s h a l l  be se rved  w i t h i n  t e n  days  
a f t e r  n o t i c e  o f  t h e  c o u r t ' s  a c t i o n .  

"2. I f  t h e  c o u r t  g r a n t s  a  motion f o r  a more d e f i n i t e  
s t a t e m e n t  t h e  r e s p o n s i v e  p l e a d i n g  s h a l l  be s e r v e d  
w i t h i n  t e n  days  a f t e r  t h e  s e r v i c e  of t h e  more d e f i n i t e  
s t a t e m e n t . "  

- Under t h e  p r o v i s i o n s  of A.R.S. 532-2157, t h e  Department 

of Real  E s t a t e  conducts  a d m i n i s t r a t i v e  h e a r i n g s  

r e g a r d i n g  w r i t t e n  compla in t s .  The s t a t u t e s  r e q u i r e  t h e  

de fendan t  t o  f i l e  a  v e r i f i e d  response  w i t h i n  t e n  days  

a f t e r  n o t i c e  of c h a r g e s  i s  se rved .  The s t a t u t e s  

f u r t h e r  r e q u i r e  t h a t  p roceed ings  r e g a r d i n g  t h e  

complaint  be ". . .promptly i n s t i t u t e d  and determined." 

I n  c a r r y i n g  t h e  s t a t u t o r y  mandate f o r  prompt 

d e t e r m i n a t i o n ,  t h e  Department h a s  adopted Rule A.C.R.R. 

R4-28-41 which r e q u i r e s  t h e  Hear ing O f f i c e r  t o  i s s u e  a  

w r i t t e n  o p i n i o n  w i t h i n  45 days  a f t e r  t h e  c o n c l u s i o n  o f  

a  h e a r i n g .  

- Arizona Revised S t a t u t e s  532-1157 .B r e q u i r e s  t h e  

R e g i s t r a r  of C o n t r a c t o r s  t o  i s s u e  a w r i t t e n  d e c i s i o n  

w i t h i n  15 days  o f  t h e  c o n c l u s i o n  o f  a d m i n i s t r a t i v e  

h e a r i n g s .  

DOCUMENTATION OF APPEALS PROCESS 

Our review of DOR a d m i n i s t r a t i v e  h e a r i n g  f i l e s  r e v e a l e d  t h a t  t h e  s a l e s  and 

u s e  t a x  a p p e a l s  p r o c e s s  i s  n o t  a d e q u a t e l y  documented i n  t h a t :  

1. The f i l e s  do n o t  c o n s i s t e n t l y  c o n t a i n  s t a t u t o r i l y  r e q u i r e d  

r e c o r d s ,  

2.  Some f i l e s  c o n t a i n  c o n f l i c t i n g  v e r s i o n s  o f  t h e  same d e c i s i o n ,  and 

3. The f i l e s  do n o t  a d e q u a t e l y  document t h e  r e c e i p t  o f  w r i t t e n  

p r o t e s t s  from t a x p a y e r s .  

A s  a  r e s u l t ,  t h e  absence o f  r e q u i r e d  r e c o r d s  may p r e c l u d e  t h e  c o l l e c t i o n  

o f  a d d i t i o n a l  t a x e s  due t o  t h e  S t a t e .  F u r t h e r ,  t h e  b a s i s  f o r  a t i m e l y  

a p p e a l  from t h e  t a x p a y e r  cannot  always be e s t a b l i s h e d .  



Documentation Required f o r  Contes ted Cases 

According t o  a  L e g i s l a t i v e  Counci l  Memorandum d a t e d  August 1 5 ,  1980," t h e  

record-keeping requ i rements  f o r  c o n t e s t e d  c a s e s  con ta ined  i n  t h e  

A d m i n i s t r a t i v e  Procedure  Act a p p l y  t o  a d m i n i s t r a t i v e  h e a r i n g s  conducted by 

DOR. I n  t h e  memorandum, L e g i s l a t i v e  Counci l  s t a t e d :  

"A s a l e s  o r  u s e  t a x  p r o t e s t  o r  appea l  would become a  

c o n t e s t e d  c a s e  i f  a  h e a r i n g  i s  reques ted  under  s e c t i o n  
42-1338, s u b s e c t i o n  A o r  s e c t i o n  42-1415, 
s u b s e c t i o n  A. Once t h e  p roceed ing  becomes a  c o n t e s t e d  
c a s e ,  t h e  a d m i n i s t r a t i v e  procedure  a c t  a p p l i e s  t o  
p r e s c r i b e  t h e  r u l e s  and p rocedures  f o r  t h e  h e a r i n g ,  
t h e r e  being no p r o c e d u r a l  s t a t u t e s  s p e c i f i c a l l y  
a p p l i c a b l e  t o  s a l e s  and u s e  t a x  a p p e a l s .  The r u l e s  and 
p rocedures  a r e  p r e s c r i b e d  by A.R.S.  s e c t i o n s  41-1009, 
41-1010 and 41-1011 ..." 

A.R.S. $ 4 1 - 1 0 0 9 . ~  i s  s p e c i f i c  i n  mandating what t h e  r e c o r d s  o f  a  c o n t e s t e d  

c a s e  s h a l l  i n c l u d e :  

"E. The record  o f  a  c o n t e s t e d  c a s e  s h a l l  i n c l u d e :  

"1. A l l  p l e a d i n g s ,  mot ions ,  i n t e r l o c u t o r y  r u l i n g s .  

"2. Evidence r e c e i v e d  o r  cons idered .  

"3. A s t a t e m e n t  of m a t t e r s  o f f i c i a l l y  n o t i c e d .  

"4. O b j e c t i o n s  and o f f e r s  o f  proof  and r u l i n g s  t h e r e o n .  

"5. Proposed f i n d i n g s  and e x c e p t i o n s .  

"6. Any d e c i s i o n ,  o p i n i o n  o r  r e p o r t  by t h e  o f f i c e r  
p r e s i d i n g  a t  t h e  h e a r i n g .  

"7. A l l  s t a f f  memoranda, o t h e r  t h a n  p r i v i l e g e d  
communications, o r  d a t a  submi t t ed  t o  t h e  h e a r i n g  
o f f i c e r  o r  members o f  t h e  agency i n  c o n n e c t i o n  
w i t h  t h e i r  c o n s i d e r a t i o n  o f  t h e  case ."  

* Appendix I X  c o n t a i n s  t h e  f u l l  t e x t  of t h i s  memorandum. 



DOR A d m i n i s t r a t i v e  Hear ing Records 

When c o n t r a s t e d  w i t h  A d m i n i s t r a t i v e  Procedure  Act requ i rements ,  DOR 

h e a r i n g  r e c o r d s  a r e  s e r i o u s l y  l a c k i n g .  F o r  more t h a n  one- th i rd  of t h e  

c a s e s  r e s o l v e d  d u r i n g  t h e  l a s t  t h r e e  y e a r s ,  no record  of t h e  r e s o l u t i o n  

could  be found i n  t h e  Hear ing O f f i c e .  

Of 277 h e a r i n g s  he ld  i n  t h e  t h r e e - y e a r  p e r i o d  ending June 30, 1980, t h e  

Audi to r  G e n e r a l ' s  s t a f f  found t h a t  102 h e a r i n g s  were s t i l l  pending.  

Presumably t h e r e  had been d e c i s i o n s  rendered o r  some r e s o l u t i o n  of t h e  

remaining 173 hear ings ."  A s e a r c h  of dec i s ions - rendered  b i n d e r s  and 

h e a r i n g  f i l e s  a t  t h e  Hear ing O f f i c e  on August 7,  1980,  l o c a t e d  o n l y  111 

d e c i s i o n s .  Thus, from r e c o r d s  a t  t h e  Hear ing O f f i c e ,  62 d e c i s i o n s  could 

r,ot be l o c a t e d .  F u r t h e r ,  i n  many c l o s e d  f i l e s  t h e r e  was no i n d i c a t i o n  o f  

c a s e  d i s p o s i t i o n  and many presumably c losed  c a s e s  had - no f i l e s  a t  t h e  

Hearing O f f i c e .  S e v e r a l  c a s e s  had a s  many a s  t h r e e  d i f f e r e n t  d e c i s i o n  

l e t t e r s  i n  t h e  f i l e ,  s o  i t  was i m p o s s i b l e  t o  de te rmine  which d e c i s i o n ,  if 

any, had been mailed t o  t h e  t axpayer .  

An A p r i l  1980 DOR i n t e r n a l  management r e p o r t  r e g a r d i n g  t h e  a d m i n i s t r a t i v e  

h e a r i n g  p r o c e s s  recommended t h a t  "Complete d e c i s i o n  r e f e r e n c e  f i l e s  should  

be e s t a b l i s h e d  i n  t h e  Hear ing O f f i c e . .  ." By November 18, 1980, g r e a t  

improvements were no ted  i n  t h e  d e c i s i o n s  r e c o r d s  a t  t h e  Hear ing O f f i c e ;  

however, t h e  A p r i l  1980 recommendation had n o t  been f u l l y  implemented. 

Audi to r  Genera l  s t a f f  s t i l l  cou ld  n o t  f i n d  documentat ion f o r  23 d e c i s i o n s .  

* An a d d i t i o n a l  two c a s e s  had been heard b u t  were i n  a c t i v e  f i l e s  t o  be  
reheard .  



Documentation of Taxpayer P r o t e s t s  

The a u d i t  s e c t i o n ' s  a ssessment  l e t t e r  of June 30,  1980,  s t a t e s :  

"The r e s u l t s  a r e  e f f e c t i v e  upon r e c e i p t  o f  t h i s  

n o t i c e .  However, i f  you wish t o  app ly  f o r  a n  
a d m i n i s t r a t i v e  rev iew,  c o r r e c t i o n  o r  r e d e t e r m i n a t i o n  of 
t h e  a c t i o n  t a k e n ,  you a r e  r e q u i r e d  under  t h e  law t o  
p r e s e n t  a  p e t i t i o n  i n  w r i t i n g  w i t h i n  t h i r t y  ( 3 0 )  days  
o f  vour r e c e i p t  o f  t h i s  n o t i c e .  Such p e t i t i o n  mst s e t  
f o r t h  t h e  r e a s o n s  why such a d m i n i s t r a t i v e  review,  
c o r r e c t i o n  o r  S e d e t e r m i n a t i o n  should be g r a n t e d  and t h e  
amount by which t h i s  t a x  should be reduced o r  
i n c r e a s e d .  I f  n o t  f i l e d  w i t h i n  t h e  r e q u i r e d  t i m e ,  t h i s  
a u d i t  w i l l  become f i n a l  and you s h a l l  be deemed and 
t r e a t e d  a s  having waived and abandoned any r i g h t s  t o  
q u e s t i o n  s a i d  amount. Upon f i n a l i z a t i o n ,  a d d i t i o n a l  
t a x  assessments  w i l l  b e g i n  t o  a c c r u e  i n t e r e s t  a t  t h e  
r a t e  of 1 /2  of 1 p e r c e n t  p e r  month." ( ~ m ~ h a s i s  added) 

The assessment  l e t t e r  c l e a r l y  s t a t e s  t h a t  t h e  t axpayer  who wishes  t o  

a p p e a l  a ssessment  must: 

1. P r e s e n t  a  p e t i t i o n  i n  w r i t i n g ,  and 

2. Do s o  w i t h i n  30 days  of r e c e i p t  of t h e  assessment .  

Thus,  t o  ensure  t h a t  t h e  a u d i t  d i v i s i o n  a l l o w s  t i m e l y  p r o t e s t s  o n l y ,  

a p p e a l s  shou ld  be p r o p e r l y  documented. The documentat ion should i n c l u d e :  

1. The d a t e  t h e  assessment  was r e c e i v e d  by t h e  t a x p a y e r ,  evidenced 

by a  g r e e n  r e t u r n - r e c e i p t  ca rd  r e c e i v e d  by DOR from t h e  p o s t  

o f f i c e ;  

2.  The t a x p a y e r ' s  w r i t t e n  p e t i t i o n ,  and 

3. The d a t e  t h e  w r i t t e n  a p p e a l  was r e c e i v e d  by DOR. 

An a n a l y s i s  of 88 a u d i t  f i l e s  a t  t h e  Hear ing O f f i c e  on June 30,  1980,  

r evea led  t h a t  o n l y  59 f i l e s  con ta ined  documentat ion t h a t  t h e  t axpayer  

f i l e d  a n  a p p e a l  w i t h i n  t h e  30-day s t a t u t o r y  l i m i t a t i o n .  



IMPROPER MONITORING OF THE APPEALS PROCESS 

The s a l e s  and u s e  t a x  a p p e a l s  p r o c e s s  i s  fragmented among s e v e r a l  DOR 

d i v i s i o n s ,  and fo rmal ized  p rocedures  have n o t  been e s t a b l i s h e d  o r  s p e c i f i c  

r e s p o n s i b i l i t i e s  a s s i g n e d  t o  e n s u r e  t h a t  a p p e a l s  a r e  p rocessed  i n  an  

a p p r o p r i a t e  and t i m e l y  manner. I n  a d d i t i o n ,  meaningful  management r e p o r t s  

a r e  n o t  p repared  f o r  DOR o f f i c i a l s  r e g a r d i n g  t a x  a p p e a l s  i n  p rocess .  The 

l a c k  of moni to r ing  f o s t e r s  a n  uncoord ina ted ,  i n e f f i c i e n t  and poor ly  

c o n t r o l l e d  a p p e a l s  p r o c e s s .  

Fragmentat ion of Appeals P r o c e s s  

The Hearing O f f i c e  h a s  n o t  been t h e  r e c i p i e n t  o r  p r o c e s s o r  of p e t i t i o n s  

f o r  rev iew,  r e d e t e r m i n a t i o n  o r  c o r r e c t i o n .  The a u d i t  s e c t i o n  has 

c o n t r o l l e d :  1) accep tance  of a p p e a l s ,  2 )  documentat ion o f  t h e i r  

t i n e l i n e s s ,  and 3 )  p r o g r e s s  of p e t i t i o n s  through t h e  a u d i t  s e c t i o n  t o  t h e  

p o i n t  a t  which t h e y  may r e a c h  t h e  Hear ing O f f i c e .  No a u d i t  s e c t i o n  

d e a d l i n e s  e x i s t  r e g a r d i n g  t h e  p r o c e s s i n g  of a p p e a l s ,  amending a u d i t s  o r  

p r e p a r i n g  b r i e f s  f o r  h e a r i n g s .  

I n  a d d i t i o n ,  t h e  Hearing O f f i c e  accomplished l i t t l e  i n  t h e  way of 

moni to r ing  t h e  s t a t u s  and p r o g r e s s  of c a s e s  d u r i n g  most of t h e  t h r e e - y e a r  

p e r i o d  ended June 30,  1980. A s  i n  t h e  a u d i t  s e c t i o n ,  t h e r e  a r e  no 

g u i d e l i n e s  o r  e s t a b l i s h e d  d e a d l i n e s  t o  e x p e d i t e  t h e  s c h e d u l i n g  of a  

h e a r i n g  o r  t o  r e n d e r  a  d e c i s i o n .  U n t i l  May 1980,  c a s e s  were n e i t h e r  

logged n o r  a s s i g n e d  a  number t o  a i d  i n  t r a c k i n g  o r  i d e n t i f y i n g  t h e  age of 

a n  a p p e a l .  Cases were l o s t  i n  a l p h a b e t i c a l  f i l e s  w i t h  no fol lowup t o  

remind t h e  Hear ing O f f i c e r  of an  a p p e a l ' s  e x i s t e n c e  o r  s t a t u s  and t h u s  t o  

ensure  compliance wi th  s t i p u l a t e d  t ime  requ i rements .  



I t  should be noted t h a t  DOR e s t a b l i s h e d  new a p p e a l s  p rocedures  i n  t h e  

summer o f  1980, and a  memorandum from t h e  D i r e c t o r  on September 1 9 ,  1980, 

c a l l e d  f o r  c o n t r o l  of t h e  a p p e a l s  p r o c e s s  by c e n t r a l i z a t i o n  i n  t h e  Hear ing 

O f f i c e .  However, a s  of November 20 ,  1980,  t h e  new procedures  had n o t  been 

implemented. 

The absence of moni to r ing  and t h e  l a c k  of e s t a b l i s h e d  g u i d e l i n e s  a l l o w  f o r  

i n e f f i c i e n c y  and i n e q u i t y  i n  t h e  a p p e a l s  p r o c e s s ,  a s  demonstra ted i n  t h e  

fo l lowing  c a s e s :  

CASE I 

The t a x p a y e r  reques ted  t h a t  a n  o r a l  h e a r i n g  be reschedu led .  He was 

a s s u r e d  by DOR t h a t  t h e  h e a r i n g  d a t e  would be changed. The t a x p a y e r  heard 

no th ing  more from DOR u n t i l  a  y e a r  l a t e r ,  when he r e c e i v e d  a  copy o f  t h e  

E e a r i n g  O f f i c e r ' s  d e c i s i o n  l e t t e r .  The c a s e  had been heard w i t h o u t  t h e  

t a x p a y e r ' s  presence.  The t axpayer  appealed t h e  d e c i s i o n  t o  t h e  S t a t e  

Board of Tax Appeals. 

CASE I1 

Incongruously ,  a n o t h e r  t a x p a y e r  was n o t i f i e d  i n  advance o f  a  h e a r i n g  t o  be 

he ld  September 12 ,  1979. He f a i l e d  t o  appear .  I n  a  l e t t e r  da ted  

December 1 2 ,  1979, DOR n o t i f i e d  t h e  t axpayer  t h a t  he  had f a i l e d  t o :  

1) appear  f o r  t h e  schedu led  h e a r i n g ,  o r  2) n o t i f y  DOR of t h e  r e a s o n  f o r  

h i s  nonappearance.  The l e t t e r  from DOR s t a t e s :  

"P lease  be adv i sed  t h a t  u n l e s s  you r e q u e s t  w i t h i n  15 
days t h a t  a  h e a r i n g  be reschedu led ,  I w i l l  be f o r c e d  t o  
dec ide  your  p r o t e s t  wi thou t  having o r a l l y  heard your  
p o s i t i o n . "  

Thus, t h e  second t a x p a y e r  was g iven  two o p p o r t u n i t i e s  by DOR t o  p r e s e n t  

h i s  p r o t e s t  whi le  t h e  t a x p a y e r  i n  Case I was g i v e n  no o p p o r t u n i t y  t o  

p r e s e n t  h i s  p r o t e s t .  A s  o f  June  30,  1980, no d e c i s i o n  had been reached 

f o r  Case 11. 



CASE 111 

The a u d i t  f i l e  i n d i c a t e d  t h a t  t h e  t a x p a y e r  had been ex t remely  

u n c o o p e r a t i v e  w i t h  DOR a u d i t o r s ,  had no s a l e s  t a x  l i c e n s e  number and was 

a s s e s s e d  $33,947 on November 5 ,  1979. The t axpayer  had r e q u e s t e d  and had 

been g r a n t e d  two h e a r i n g  postponements.  I n  A p r i l  1980,  DOR asked t h e  

t axpayer  t o  l e t  t h e  Hear ing O f f i c e  know t h e  d a t e  and t ime  he c o n v e n i e n t l y  

could  appear  f o r  a d m i n i s t r a t i v e  review. The t a x p a y e r  d i d  n o t  respond. I n  a 
June 1980, DOR reques ted  by c e r t i f i e d  m a i l  t h a t  t h e  t axpayer  respond 

w i t h i n  15 days  o r  t h e  Hear ing O f f i c e r  would s e t  a  d a t e  f o r  hear ing .  

Subsequen t ly ,  t h e  t a x p a y e r ' s  r e p r e s e n t a t i v e  n o t i f i e d  DOR t h a t  h i s  c l i e n t  

would be o u t  o f  t h e  S t a t e  u n t i l  a t  l e a s t  January  1981. 

I t  should be noted t h a t  t h e  S t a t e  Board o f  Tax Appeals does n o t  permit  

such d e l a y i n g  t a c t i c s  by t a x p a y e r s .  A f ive -day  g r a c e  p e r i o d  may be given 

f o r  good cause ,  bu t  if t h e  t a x p a y e r  o r  DOR exceeds  t h a t  g r a c e  p e r i o d ,  a  

h e a r i n g  i s  scheduled a u t o m a t i c a l l y .  

A c c o u n t a b i l i t v  f o r  Moni tor ing 

Appeals P r o c e s s  Does Not E x i s t  

I n  t h e  summer o f  1980, DOR e s t a b l i s h e d  a fo rmal ized  a p p e a l s  p r o c e s s  

i n c l u d i n g  ass ignment  of s p e c i f i c  r e s p o n s i b i l i t y  f o r  t h e  e n t i r e  process .*  

I n  a  memorandum d a t e d  September 1 9 ,  1980, t h e  D i r e c t o r  recognized  " . . . t h a t  

t axpayer  p r o t e s t s  a r e  n o t  immediate ly  be ing  forwarded t o  t h e  hear ing  

o f f i c e r . "  Fur thermore,  t h e  memorandum s t a t e d :  

11 ,n 10 p r o p e r l y  handle  t a x p a y e r  a p p e a l s ,  t h e  h e a r i n g  

o f f i c e r  shou ld  be t h e  o n l y  i n d i v i d u a l  i n  t h e  depar tment  
t o  de te rmine  whether a  p r o t e s t  i s  proper  and s h a l l  
d e c i d e  whether t o  a c c e p t  o r  d i s m i s s  a  p r o t e s t .  To 
a s s i s t  t h e  h e a r i n g  o f f i c e r  i n  h a n d l i n g  t h i s  f u n c t i o n ,  
a l l  p r o t e s t s  should  be forwarded t o  t h e  h e a r i n g  o f f i c e r  
upon r e c e i p t .  ( ~ m p h a s i s  added)  

* Appendix X c o n t a i n s  a  December 1 5 ,  1980, memorandum from DOR o f f i c i a l s  
which o u t l i n e s  improvements made i n  t h e  a d m i n i s t r a t i v e  h e a r i n g  
f u n c t i o n .  



A s  of November 20 ,  1980, t h e  memorandum had n o t  been implemented i n  t h a t :  

1) accord ing  t o  t h e  Chief Audi to r ,  t h e  DOR a u d i t  s e c t i o n  s t i l l  r e c e i v e s  

and s c r e e n s  p r o t e s t  l e t t e r s  from t a x p a y e r s ,  2 )  t h e  assessment  l e t t e r  had 

n o t  been r e v i s e d  t o  a d v i s e  t a x p a y e r s  t o  send t h e i r  p r o t e s t s  t o  t h e  Hear ing 

O f f i c e ,  3 )  t h e  Hear ing O f f i c e  had r e c e i v e d  no s a l e s  and u s e  t a x  p r o t e s t  

l e t t e r  d i r e c t l y  from t h e  t axpayer  o r  from t h e  a u d i t  s e c t i o n ,  and 4 )  t h e  

Hear ing O f f i c e  had r e c e i v e d  e i g h t  b r i e f s  on t axpayer  p r o t e s t s ,  bu t  a l l  

e i g h t  p r o t e s t s  had been r e c e i v e d  by t h e  a u d i t  s e c t i o n  b e f o r e  June 30 ,  

1980. Thus, p rocedures  t h a t  have been e s t a b l i s h e d  by t h e  D i r e c t o r  of DOR 

t o  moni tor  t h e  a p p e a l s  p r o c e s s  have n o t  been implemented and t h e  a p p e a l s  

p r o c e s s  s t i l l  i s  fragmented.  

I n  a d d i t i o n ,  DOR does  n o t  produce management r e p o r t s  on a l l  appea led  a u d i t  

a ssessments .  A s  a  r e s u l t ,  DOR management i s  unsure  and cannot  v e r i f y :  

1. How many and which a u d i t s  have been p r o t e s t e d ,  

2 .  Whether a s s e s s m e n t s  were amended b e f o r e  h e a r i n g ,  

3. HOW many assessments  were c o r r e c t e d  f o r  mathemat ical  o r  t e c h n i c a l  

e r r o r s ,  

4 .  The t ime  r e q u i r e d  t o  p r o c e s s  assessments  th rough  c u r r e n t  

p rocedures ,  

5 .  The i d e n t i t y  of each o u t s t a n d i n g  a u d i t , "  

6 .  The age of each o u t s t a n d i n g  a u d i t ,  and 

7. The c a u s e s  f o r  long-ou t s tand ing  c a s e s .  

When Audi to r  General  s t a f f  r e q u e s t e d  t h e  DOR a u d i t  s e c t i o n  t o  p r o v i d e  a  

l i s t  of a u d i t s  p r o t e s t e d  i n  t h e  l a s t  t h r e e  f i s c a l  y e a r s ,  and t h e i r  

r e s o l u t i o n ,  DOR f u r n i s h e d  a  l i s t  f o r  t h e  nine-month p e r i o d  from October  

1979 t o  June 1980 only .  

* An o u t s t a n d i n g  a u d i t  i s  one which h a s  been a s s e s s e d  b u t  n o t  p a i d  i n  
f u l l .  



I t  should be no ted  t h a t  i n  accordance w i t h  a n  A p r i l  1980 DOR management 

s t u d y  recommendation, t h e  Hear ing O f f i c e  h a s  been p r e p a r i n g  a  monthly 

A d m i n i s t r a t i v e  Review S t a t u s  Repor t ,  which l i s t s  c a s e l o a d s ,  h e a r i n g s  h e l d ,  

d e c i s i o n s  rendered  and c a s e s  appea led .  However, t h e  r e p o r t  does  n o t  

i n c l u d e  monthly a p p e a l s  volume o r  t h e  number o f  c a s e s  more t h a n  30 days 

o l d ,  a l s o  recommended i n  t h e  s t u d y .  Without such  i n f o r m a t i o n ,  t h e  

D i r e c t o r  h a s  no knowledge of t h e  numbers o f  c a s e s ,  on a  month-to-month 

b a s i s ,  more t h a n  30,  60 o r  90 days  o r  two o r  t h r e e  y e a r s  o l d .  

CONCLUSION 

Our review of 277 h e a r i n g s  r e v e a l e d  t h a t  t h e  s a l e s  and u s e  t a x  a p p e a l s  

p r o c e s s  i s  fragmented among s e v e r a l  s e c t i o n s  i n  DOR w i t h o u t  s u f f i c i e n t  

fo rmal ized  p rocedures .  A s  a  r e s u l t ,  DOR: 1) does  n o t  p r o c e s s  a p p e a l s  i n  

a  t i m e l y  manner, 2 )  does  n o t  document t h e  a p p e a l s  p r o c e s s  a d e q u a t e l y ,  

and 3) does n o t  moni tor  t h e  a p p e a l s  p r o c e s s  p r o p e r l y .  

Although improvements were made i n  D O R ' s  a d m i n i s t r a t i v e  h e a r i n g  p r o c e s s  

dur ing  t h e  summer of 1980, many problems s t i l l  e x i s t .  P rocedures  

developed t o  c o n s o l i d a t e  t h e  a p p e a l s  p r o c e s s  have n o t  been f u l l y  adopted.  



RECOMMENDATIONS 

It i s  recommended t h a t  DOR: 

1. E s t a b l i s h  a  t ime l i m i t a t i o n  f o r  each s p e c i f i c  s t e p  i n  t h e  a p p e a l s  

p r o c e s s  by a d o p t i n g  r u l e s  and r e g u l a t i o n s  s i m i l a r  t o  A.C.R.R.  

R16-7-107 of t h e  S t a t e  Board of Tax Appeals o r  Rule 1 2 ( a )  o f  t h e  

Rules  of C i v i l  Procedure .  

2. Adopt r u l e s  and r e g u l a t i o n s  d i r e c t i n g  t h e  Hear ing O f f i c e r  t o  

schedu le  h e a r i n g s  f o r  t a x p a y e r s  who have postponed,  wi thou t  good 

cause ,  a  h e a r i n g  beyond t h e  e s t a b l i s h e d  t ime.  

7.  Document a p p e a l s  a c c o r d i n g  t o  A.R.S.SS42-1338, 42-1415 and 

41-1009 ( ~ d m i n i s t r a t i v e  Procedure  ~ c t ) .  

4 .  F u l l y  implement c e n t r a l i z a t i o n  of t h e  a p p e a l s  p r o c e s s  i n  t h e  

Hear ing O f f i c e ,  a s  o u t l i n e d  i n  t h e  D i r e c t o r ' s  September 1 9 ,  1980,  

memorandum. 

5. Prepare  monthly management r e p o r t s  on t h e  s t a t u s  of p r o t e s t e d  

a u d i t  a ssessments  i n c l u d i n g  e x p l a n a t i o n s  f o r  e x c e s s i v e  d e l a y s .  



FINDING I V  

DOE I S  HOT CONSISTENTLY IMPOSING PENALTIES ON LATE PAYMENTS OF SALES TAXES 

AS REQUIRED BY STATUTE. AS A RESULT. DOR I S  NOT COMPLYING WITH STATE LAW 

OF. TREATING TAXPAYERS EQUALLY, AND A SUBSTANTIAL AMOUNT OF STATE REVENUE 

IS  LOST. 

Arizona law prov ides  t h a t  t a x p a y e r s  who do n o t  pay t h e  p r o p e r  amount o f  

s a l e s  t a x e s  when due must pay a  p e n a l t y  and i n t e r e s t .  However, o u r  review 

revea led  t h a t  DOR 1) c u r r e n t l y  does  n o t  always a s s e s s  p e n a l t i e s  on l a t e  

payments and p r e v i o u s l y  d i d  n o t  always a s s e s s  i n t e r e s t ,  2 )  does n o t  

always a s s e s s  t h e  p r o p e r  p e n a l t y  when i t  does  a s s e s s  a  p e n a l t y ,  and 3 )  i n  

c o n j u n c t i o n  w i t h  t h e  O f f i c e  o f  t h e  At to rney  Genera l ,  a b a t e s  p e n a l t i e s  even 

though DOR i t s e l f  h a s  no s t a t u t o r y  a u t h o r i t y  t o  do s o .  A s  a  r e s u l t ,  DOR 

i s  n o t  complying w i t h  S t a t e  law o r  t r e a t i n g  t a x p a y e r s  e q u a l l y ,  and a  

s u b s t a n t i a l  amount o f  S t a t e  revenue i s  l o s t .  

P e n a l t i e s  and I n t e r e s t  Not Always Assessed 

Arizona Revised S t a t u t e s  (A.R.s . )  $§42-1722 .~ ,  42-1327.B and 42-1327.C 

prov ide  t h a t  t a x p a y e r s  who do n o t  pay t h e  p r o p e r  amount of s a l e s  t a x  when 

due a r e  t o  be a s s e s s e d  a  p e n a l t y  o f  10 p e r c e n t  o r ,  i n  c a s e s  o f  f r a u d  o r  

i n t e n t  t o  evade t h e  s t a t u t e s ,  25 p e r c e n t  o f  t h e  t o t a l  t a x  due and i n t e r e s t  

a t  t h e  r a t e  of one p e r c e n t  p e r  month," o r  f r a c t i o n  t h e r e o f ,  on unpaid  

amounts . 

A s  p a r t  o f  our  DOR a u d i t  we reviewed t h e  30 l a r g e s t  s a l e s  and u s e  t a x  

a u d i t  a ssessments  between J u l y  1977 and June 1980 t o  de te rmine  if 

p e n a l t i e s  and i n t e r e s t  were p r o p e r l y  a s s e s s e d .  We found t h a t  DOR d i d  n o t  

impose p e n a l t i e s  and i n t e r e s t  on 1 4  of t h e  30 a u d i t  a ssessments  and t h a t  

approx imate ly  $1.5 m i l l i o n  i n  p e n a l t i e s  and i n t e r e s t  t h a t  shou ld  have been 

a s s e s s e d  were n o t .  Tab le  11 summarizes t h e  14 s a l e s  and use  t a x  a u d i t  

assessments .  

" P r i o r  t o  August 1, 1980, i n t e r e s t  was a s s e s s e d  a t  t h e  r a t e  o f  one-half  
o f  one p e r c e n t  p e r  month, o r  f r a c t i o n  t h e r e o f ,  on unpaid  amounts. 



LC ffl 
I W I  

r0 * 
+= h COaNOrlt-cnlnulOd~t--ln 
dC-' *+MdQdOMWlndML'ln 
; ( A  . . . . . . . . . . . . . .  
O c d  delnP-mdM~fd-lnNOMN 
E G  LnOOMMNMMdNa3QCOO 
da, ema~n~0ul+rla303mm~n 



For  a u d i t s  i n i t i a t e d  a f t e r  June 1, 1979, DOR adopted a  new p o l i c y  

r e g a r d i n g  p e n a l t y  and i n t e r e s t  a ssessment .  S i n c e  t h a t  t i m e ,  t h e  p o l i c y  

h a s  r e q u i r e d  t h e  assessment  o f  i n t e r e s t  f o r  a l l  a d d i t i o n a l  t a x e s  owed. 

The Chief  Audi to r  o f  t h e  s a l e s  and u s e  t a x  a u d i t  s e c t i o n  s t a t e d  t h a t  a  t e n  

p e r c e n t  p e n a l t y  i s  l e v i e d  a u t o m a t i c a l l y  i f  i t  i s  d i s c o v e r e d  th rough  a n  

a u d i t  t h a t  a  t axpayer  d i d  n o t  f i l e  a r e t u r n .  I f  i t  is  determined t h a t  a  

t axpayer  d i d  f i l e  a  r e t u r n  b u t  t h e  r e p o r t e d  t a x  was i n s u f f i c i e n t ,  a  

p e n a l t y  i s  imposed on ly  i f  t h e  Chief A u d i t o r  f e e l s  t h e r e  was a n  i n t e n t  t o  

d e c e i v e  t h e  Department. Such a  p o l i c y  i s  n o t  o n l y  t o t a l l y  d i s c r e t i o n a r y  

but  i s  n o t  i n  compliance w i t h  A.R.S. $42-1322.D, which s t a t e s :  

"Any t a x p a y e r  who f a i l s  t o  pay such  t a x  ( t r a n s a c t i o n  

p r i v i l e g e  t a x )  w i t h i n  f i v e  days from t h e  d a t e  upon 
which t h e  payment becomes due s h a l l  be s u b j e c t  t o  and 
s h a l l  pay a  p e n a l t y  of  t e n  p e r c e n t  o f  t h e  amount o f  t h e  
t ax . .  ." 

1 , e g i s l a t i v e  Counci l  C r i t i c i z e s  D O R ' s  P e n a l t y  Assessment P o l i c y  

A L e g i s l a t i v e  Counci l  memorandum d a t e d  November 28,  1980*, c r i t i c i z e s  

D O R ' s  p e n a l t y  assessment  a s  be ing  c o n t r a r y  t o  s t a t u t e s .  I t  s t a t e s ,  i n  

p a r t :  

"The i n s t a n c e s  s t a t e d  a s  t h e  d e p a r t m e n t ' s  c r i t e r i a  do 
n o t  meet t h e  s t a t u t o r y  requ i rements  ... 
"According t o  t h e  s t a t e d  f a c t s ,  t h e  depar tment  c o l l e c t s  
t h e  10% p e n a l t y  i f  ( a )  t h e  t axpayer  d i d  n o t  f i l e  a  
r e t u r n  o r  ( b )  t h e  c h i e f  of t h e  a u d i t  d i v i s i o n  f e e l s  t h e  
i m p o s i t i o n  of a p e n a l t y  i s  a p p r o p r i a t e .  The fo rmer  
i n s t a n c e  i s  so  broad t h a t  i t  could  i n c l u d e  c a s e s  which 
should p r o p e r l y  be s u b j e c t  t o  a  25% p e n a l t y .  I n  o r d e r  
t o  comply w i t h  t h e  s t a t u t e ,  t h e  d e p a r t m e n t ' s  f i r s t  
c r i t e r i o n  f o r  a  10% p e n a l t y  should exc lude  t h o s e  
c i rcumstances .  The d e p a r t m e n t ' s  second c r i t e r i o n  i s  
l i k e w i s e  i n a p p r o p r i a t e  a s  seemingly p e r m i t t i n g  a n  abuse  
o f  a d m i n i s t r a t i v e  a u t h o r i t y  through a r b i t r a r y  and 
c a p r i c i o u s  r u l i n g s  which shou ld  i n s t e a d  be determined 
on t h e  b a s i s  of promulgated r u l e s .  

* Appendix X I  c o n t a i n s  t h e  f u l l  t e x t  o f  t h i s  memorandum. 



"The department 's  c r i t e r i o n  f o r  no penal ty  aga in  i s  a  
s u b s t i t u t i o n  of  t he  depar tment ' s  s tandards  f o r  t he  
s t a t u t o r y  s tandards .  The department 's  p r a c t i c e  i s  
i n v a l i d  on a t  l e a s t  t h r e e  po in t s :  ( a )  A s  s t a t e d  i n  t h e  
f a c t s ,  too  much d i s c r e t i o n  i s  given t o  t h e  ch i e f  of t he  
a u d i t  d iv i s ion .  There should a t  l e a s t  be a  requirement 
of evidence upon which t o  make an ob jec t ive  f ind ing .  
( b )  The p r a c t i c e  does not  recognize the  s t a t u t o r y  
requirements t h a t ,  i f  t he  de f i c i ency  was f r audu len t  o r  
due t o  an  i n t e n t  t o  evade, a  25% penal ty  must be 
imposed o r ,  i f  t h e  de f i c i ency  was due t o  negl igence o r  
i n t e n t i o n a l  d i s r e g a r d ,  a  10% penal ty  must be imposed. 
S t a t ed  another  way, t h e  depar tment ' s  p r a c t i c e  i s  t h a t  
t h e  taxpayer  escapes a  pena l ty  un le s s  t h e  ch ief  f e e l s  
t h a t  t he  taxpayer  i n t e n t i o n a l l y  deceived the  
department. This  does not  follow t h e  s t a t u t o r y  mandate 
i n  any r e spec t .  ( c )  The c r i t e r i o n  does not  recognize 
t h e  ' r e s i d u a l '  p rovis ion  of A.R.S. s e c t i o n  42-1322, 
subsec t ion  D t h a t  any taxpayer  who f a i l s  t o  pay t h e  t a x  
wi th in  f i v e  days of becoming due i s  sub jec t  t o  and 
s h a l l  pay a  10% penalty." (Emphasis Added) 

A s  s t a t e d  i n  the  L e g i s l a t i v e  Council memorandum, D O R ' s  pena l ty  assessment 

po l i cy  i s  improper i n  t h a t :  1 )  taxpayers  who do not  f i l e  a  r e t u r n  may not 

be s u b j e c t  t o  a  25 percent  pena l ty  a t  t he  d i s c r e t i o n  of t h e  Chief Auditor 

of t he  s a l e s  and use t a x  a u d i t  s e c t i o n ,  and 2 )  t axpayers  who owe 

a d d i t i o n a l  taxes  should always be assessed  a t  l e a s t  a  t e n  percent  

penal ty.  I n  a d d i t i o n ,  DOR should promulgate r u l e s  regarding penal ty  

assessments.  

DOR May Co l l ec t  Penal ty  And I n t e r e s t  

I t  Fa i led  t o  Assess E a r l i e r  

The Department of Revenue may a s s e s s  and c o l l e c t  p e n a l t i e s  and i n t e r e s t  i t  

neglected t o  impose o r i g i n a l l y .  The assessment and c o l l e c t i o n  of 

p e n a l t i e s  and i n t e r e s t  a r e ,  however, sub jec t  t o  a  three-year  s t a t u t e  of 

l i m i t a t i o n s .  

A Leg i s l a t i ve  Council memorandum dated December 5 ,  1980*, s t a t e s  "The 

department may a s s e s s  and c o l l e c t  t h e  i n t e r e s t  and pena l ty  i t  f a i l e d  t o  

impose on taxpayers  who owed a d d i t i o n a l  t a x e s ,  sub jec t  t o  t he  t h r e e  year  

l i m i t a t i o n  on t a x  assessments f o r  s a l e s  and use  taxes." 

* Appendix V I I I  con ta ins  the  f u l l  t e x t .  



I n  a d d i t i o n ,  t h e  L e g i s l a t i v e  Counci l  memorandum s t a t e s  t h a t  " i n t e r e s t  

should  be a s s e s s e d  on t h e  amount o f  t a x e s  due and owing from t h e  o r i g i n a l  

f i l i n g  d a t e  t o  t h e  d a t e  when t h e  t a x e s  were paid." Thus t a x p a y e r s  a g a i n s t  

whom DOR o r i g i n a l l y  f a i l e d  t o  a s s e s s  i n t e r e s t  should  be a s s e s s e d  i n t e r e s t  

between t h e  t ime t h e  t a x  was o r i g i n a l l y  due and t h e  t ime t h e  t a x  was p a i d .  

DOR Abates  P e n a l t i e s  

DOR a b a t e s  p e n a l t i e s  i n  c o n j u n c t i o n  w i t h  t h e  O f f i c e  o f  t h e  A t t o r n e y  

General  even though t h e  Department h a s  no s t a t u t o r y  a u t h o r i t y  t o  do so.  

DOR h a s  developed a  s e t  o f  w r i t t e n  g u i d e l i n e s  t o  de te rmine  when p e n a l t i e s  

on l a t e  payment o f  s a l e s  and u s e  t a x e s  may be a b a t e d .  Fol lowing a r e  t h e  

g u i d e l i n e s  DOR u s e s  f o r  p e n a l t y  abatements .  

"1. Honest  m i s t a k e s  o r  e r r o r s .  

"a .  A new company o r  f i r m  makes a  mathemat ical  
e r r o r  on t h e  t i m e l y  f i l e d  t a x  form. 

"b. A new company o r  f i r m  i s  l a t e  t h e  f i r s t  t ime  
w i t h  i t s  t a x  r e t u r n .  However, t h e  r e t u r n  
should n o t  be more t h a n  1 0  d a y s  l a t e .  

"c.  An e s t a b l i s h e d  f i r m  h i r e s  a new o r  
inexper ienced  employee who i s  d i r e c t l y  
r e s p o n s i b l e  f o r  t i m e l y  and a c c u r a t e  f i l i n g s  
o f  t a x  r e p o r t s .  T h i s  should  o n l y  be g r a n t e d  
f o r  t h e  f i r s t  such  i n c i d e n t .  F u r t h e r ,  t h e  
Department shou ld  be  n o t i f i e d  promptly upon 
d i s c o v e r i n g  t h e  d e f i c i e n c y .  

"d. Implementat ion o f  a  new a c c o u n t i n g  o r  
computerized r e p o r t  system which h a s  caused a  
d e l a y  o r  mathemat ical  e r r o r  i n  f i l i n g .  T h i s  
shou ld  be a  one-time abatement .  

"e.  Breakdown of mechanized a c c o u n t i n g  system 
(e .g . ,  computer)  j u s t  p r i o r  t o  t h e  f i l i n g  
d e a d l i n e .  



"2. Unexpected i l l n e s s  o r  absence  of r e s p o n s i b l e  
a u t h o r i t y  f o r  t i m e l y  f i l i n g  of t a x  r e p o r t s .  

"3. Weather c o n d i t i o n s  o r  a c t s  o f  God which a r e  
c a u s a l l y  r e l a t e d  t o  l a t e  f i l i n g  o f  t h e  t a x  r e t u r n .  
"a .  B l i z z a r d s ,  s t o r m s ,  e t c .  

"b. Other  d i s a s t e r s  caused by wea ther  o r  a c t s  o f  
God. 

"4.  Forms s e n t  t o  a n o t h e r  agency, when a  t a x p a y e r  can  
p rov ide  proof  (copy of envelope w i t h  postmark) 
t h a t  t a x  forms were mai led t o  a n o t h e r  agency s u c h  
a s  DES o r  IRS. O r i g i n a l  envelope must i n d i c a t e  
t i m e l y  postmark.  h his shou ld  be a  "one t ime  
only" abatement . )  

"5. Postmark. 
"a. When a t a x p a y e r  s t a t e s  h e  h a s  mai led t h e  

r e t u r n  t i m e l y ,  b u t  t h e  P o s t  O f f i c e  d i d  n o t  
mark t h e  enve lope  on t h e  same d a t e  (maximum 3 
day a l l o w a n c e ) ,  p e n a l t y  may be aba ted  i f :  

F i r s t  r e q u e s t  - Taxpayer w i l l  p r e p a r e  a n  
a f f i d a v i t  s t a t i n g  t h a t  s a i d  r e t u r n  was mailed 
t imely .  

Second r e q u e s t  - Taxpayer w i l l  p r e p a r e  a n  
a f f i d a v i t  s t a t i n g  t h a t  r e t u r n  had been t i m e l y  
f i l e d  a long  w i t h  a  w i t n e s s  a f f i d a v i t  s t a t i n g  
t a x p a y e r  had f i l e d  t imely .  

Th i rd  r e q u e s t  - Taxpayer w i l l  have t o  go t o  
c o u r t  t o  g e t  p e n a l t y  aba ted .  

"6. The l a t e  f i l i n g  was a t t r i b u t a b l e  t o  f r a u d  by a 
person  who i s  d i r e c t l y  r e s p o n s i b l e  f o r  f i l i n g  of 
t a x  r e t u r n s .  

"7. Department o f  Revenue e r roneous  m a i l i n g s  ( s a l e s  
Tax o n l y )  : 
"a.  Where a  t a x p a y e r  h a s  adv i sed  t h e  Department 

o f  a n  a d d r e s s  change,  bu t  s a i d  change had n o t  
been p rocessed  p r i o r  t o  t h e  nex t  form m a i l i n g  
t o  t a x p a y e r ,  such  t h a t  t h e  r e t u r n  i s  s e n t  t o  
t h e  wrong a d d r e s s .  

"b. Where a  t a x p a y e r  does  n o t  g e t  a  r e t u r n  mai led 
t o  t h e  b u s i n e s s  address ."  



The g u i d e l i n e s  s t a t e  t h a t  r e q u e s t s  t o  a b a t e  p e n a l t y  must be r e c e i v e d  

w i t h i n  a  r e a s o n a b l e  l e n g t h  of t ime and t h a t  a  t a x p a y e r ' s  h i s t o r y  of f i l i n g  

promptly may be cons idered  i n  g r a n t i n g  p e n a l t y  abatement.  

When DOR r e c e i v e s  a n  abatement r e q u e s t  t h a t  does n o t  i n v o l v e  q u e s t i o n s  of 

f i l i n g  t i m e l i n e s s ,  i t  fowards  t h e  r e q u e s t  t o  a n  A s s i s t a n t  A t t o r n e y  

Genera l ,  who recommends approva l  o r  d i s a p p r o v a l .  DOR t h e n  reviews t h e  

A s s i s t a n t  A t t o r n e y  G e n e r a l ' s  recommendations. 

According t o  a  L e g i s l a t i v e  Counci l  memorandum d a t e d  August 1 5 ,  1980": 

"The p e n a l t i e s  and i n t e r e s t  which a r e  a s s e s s e d  f o r  

d e l i n q u e n t  s a l e s  and u s e  t a x e s  a r e  mandatory.. . I n  o r d e r  
t o  a b r o g a t e  t h e  mandatory i m p o s i t i o n  o f  a  p e n a l t y  o r  
i n t e r e s t  t h e r e  must be e i t h e r  s p e c i f i c  s t a t u t o ~ y  
a u t h o r i t y  f o r  t h e  abatement o r  a  f i n d i n g  t h a t  t h e  t a x  
was n o t ,  i n  f a c t ,  due. 

A s e a r c h  o f  t h e  s t a t u t e s  and a n n o t a t i o n s  t h e r e u n d e r  h a s  
n o t  d i s c l o s e d  any a u t h o r i t y  f o r  a b r o g a t i n g  o r  a b a t i n g  
s a l e s  o r  u s e  t a x  p e n a l t i e s  o r  i n t e r e s t  which a r e  
a s s e s s e d ,  o t h e r  t h a n  th rough  t h e  p r o t e s t  and appea l  
p rocedures  p r e s c r i b e d  i n  A.R.S. s e c t i o n s  42-1338, 
42-1338.01, 4-2-1339, 42-1340, 42-1415, 42-1415.01, 
42-1421 and 42-1422. Refunds o f  e x c e s s  t a x e s  pa id  may 
occur  under  A.R.S. s e c t i o n s  42-1326 and 42-14-17. 
Otherwise ,  t h e  s t a t u t e s  do n o t  a p p e a r  t o  a u t h o r i z e  
abatement i n  t h e  c a s e  of mis take  o r  d i f f i c u l t y  i n  
payment of s a l e s  and u s e  t axes . "  

I n  o t h e r  words,  DOR does  n o t  have a u t h o r i t y  t o  a b a t e  p e n a l t i e s  o t h e r  t h a n  

through t h e  p r o t e s t  and a p p e a l  p rocedures .  However, t h e  O f f i c e  o f  t h e  

At to rney  General  c l a i m s  t h a t  t h e  At to rney  Genera l ,  i n  c o n j u n c t i o n  w i t h  

DOR,  can  a b a t e  p e n a l t i e s .  A l e t t e r  from a n  A s s i s t a n t  At to rney  General** 

s t a t e s :  

* Appendix XI1 c o n t a i n s  t h e  f u l l  t e x t  of t h i s  memorandum. 
** Appendix X I 1 1  c o n t a i n s  f u l l  t e x t  of t h i s  l e t t e r .  



"The Attorney General has  t h e  o b l i g a t i o n  t o  safeguard 
the  l e g a l  i n t e r e s t s  of t he  S t a t e  i n  the  most economical 
f a sh ion  poss ib le .  A s  a  consequence, t he  Attorney 
General i s  au thor ized  t o  compromise claims i n  a n  
a ~ ~ r o ~ r i a t e  case.  A.R.S. 641-192(~)  ( 4 ) .  I n  t he  

* L  2 - .  - . , . . ,  
absence of l e g i s l a t i v e  g u i d e l i n e s ,  i t  is  c l e a r  t he  
Attorney General has  t h e  d i s c r e t i o n  t o  determine the  
l i ke l ihood  of p r e v a i l i n g  on any claim. 

The procedure, devised i n  conjunct ion wi th  the  
Department of Revenue, i s  designed t o  compromise only 
i n  ca ses  where t h e  Attorney General and t h e  Department 
of Revenue be l i eve  no pena l ty  would be upheld by t h e  
c o u r t s .  The procedure, t o  t he  ex t en t  i t  involves  t h e  
Attorney General,  only a p p l i e s  t o  p e n a l t i e s  appl ied  
under A.R.S. . $42-1322. P e n a l t i e s  determined under 
o t h e r  p rov i s ions  of t h e  t a x  law may be redetermined by 
the  Department of Revenue p r i o r  t o  becoming f i n a l .  We 
do not  a t tempt  t o  compromise claims where l e g a l  
l i a b i l i t y  i s  unc lear .  I n  t hese  in s t ances ,  we w i l l  
s e t t l e  only a f t e r  t h e  claimant  f i l e s  s u i t  and then only 
when appropr ia te .  " ( ~ m p h a s i s  added) 

Thus the  A s s i s t a n t  Attorney General opines t h a t  he may aba te  p e n a l t i e s  through 

t h i s  a u t h o r i t y  t o  compromise claims a g a i n s t  the  S t a t e .  

However, i n  a  memo dated A p r i l  22, 1980, the  Attorney Genera l ' s  Chief Counsel (I 

of t h e  Tax Divis ion  s a i d  pena l ty  abatement r eques t s  t h a t  involve  ques t ions  of 

t ime l ines s  a r e  D O R ' s  r e s p o n s i b i l i t y .  The memo s t a t e s  t h a t  abatement r eques t s  

t h a t  " f a l l  wi th in  t h e  category of i t ems  where the  taxpayer  has  claimed t h a t  

they have f i l e d  t h e  r e t u r n  t imely ,  i. e . ,  t he  r e t u r n  was placed i n  t h e  mail  on a 
o r  before  t h e  due d a t e . . . i s  an  admin i s t r a t i ve  dec i s ion  f o r  t h e  Department of 

Revenue. " 

Between August 30 ,  1979 and August 18, 1980, t h e r e  were 265 abatement 

r eques t s ,  of which 119 d e a l t  with ques t ions  of t ime l ines s .  According t o  a  

memorandum from the  Off ice  of t he  Attorney General,  between March 5 ,  1980, and 

September 10 ,  1980, 92 r eques t s  were s e n t  t o  t he  Ass i s t an t  Attorney General 

f o r  review. The remaining 146, according t o  a  memorandum from the  Office of 4 
t he  Attorney General to  t h e  Auditor General,  were s e n t  t o  t he  Ass is tan t  

Attorney General f o r  review. 



Of these 92 requests for abatements, the Assistant Attorney General 

recommended that 57 be approved and 35 denied. The 57 abatements that the 

Assistant Attorney General recommended be approved totaled $17,811.68. 

DOR could not provide us with a complete list of penalty abatements involving 

questions of timeliness which were granted. However we identified two penalty 

abatements concerning questions of timeliness for $11,041.14 and $43,837 -74 
respectively. Thus the dollars involved in penalty abatements that are the 

sole responsibility of DOR could be significant. 

It should be noted that in its 1978-79 Annual Report, DOR requested the 

following legislative changes: 

"Overhaul A.R .S. $42-1322 to provide clear statutory 

guidelines on: 1) imposition and waiver of penalty; 2) 
imposition of interest; 3) the validity of and causes 
for extensions of time to file a return and pay the tax. 

"PURPOSE : 

"To provide clear direction as to exactly how the sales 
tax should be administered. The present law is vague 
and results in confusion and misinterpretation on the 
part of both the public and the Department." 

CONCLUSION 

The Department of Revenue is not consistantly or properly imposing statutorily 

mandated penalties against audited taxpayers who are found to owe additional 

sales or use taxes. In addition, in conjunction with the Office of the 

Attorney General, DOR abates penalties even though it is not authorized by 

statute to do so. 



RECOMMENDATI ON3 

It is recommended that: 

1. The Legislature amend A.R.S. $$42-1322 and 42-1327 to provide clear 4 

statutory guidelines on the imposition and waiver of penalty. 

2. DOR promulgate rules establishing specific criteria for the 

imposition of the ten and 25 percent penalties provided in A.R.S. 4 
$5 42-1322.D, 42-1327.B and 42-1327.C. 

3. DOR impose a penalty and interest on all taxpayers who fail to pay 

their taxes when due. 4 

4. Subject to the three-year statute of limitations, DOR assess 

penalties and interest which it failed to assess in the past. 

5. DOR include in its annual report a summary of penalty abatements 

granted. The summary should include the amounts involved and reasons 

for the abatements. 



FINDING V 

DOR COLLECTIOFi PROCEDURES ARE INEFFICIENT. 

A s  of  J u l y  1, 1980,  t h e  Department o f  Revenue (DOR) had 1 7  c o l l e c t o r s  who 

c o l l e c t e d  unrepor ted  and unremi t t ed  t a x e s .  Our review of  DOR c o l l e c t i o n  

p rocedures  revea led  t h a t :  

- DOR s t a t i s t i c s  have been i n f l a t e d ,  r a i s i n g  q u e s t i o n s  r e g a r d i n g  

t h e  accuracy  of budget i n f o r m a t i o n  on c o l l e c t i o n  a c t i v i t i e s  t h a t  

DOR r e p o r t s  t o  t h e  L e g i s l a t u r e  and p r e c l u d i n g  a  d e t e r m i n a t i o n  a s  

t o  how c o s t  e f f e c t i v e  t h o s e  p rocedures  a r e .  

- I n  c o n t r a s t  t o  o t h e r  Arizona t a x i n g  a u t h o r i t i e s ,  DOR i s  d e c i d e d l y  

d e f i c i e n t  i n  t h a t  c o l l e c t i o n  p roceed ings  a r e  n o t  i n i t i a t e d  i n  a  

t i m e l y  manner, caus ing  an  i n d e t e r m i n a b l e  l o s s  of S t a t e  revenue.  

- DOR h a s  n o t  e s t a b l i s h e d  s u f f i c i e n t  c o n t r o l s  t o  moni to r  t h e  

a c t i v i t i e s  of c o l l e c t o r s  a d e q u a t e l y .  Thus,  o p p o r t u n i t i e s  e x i s t  

f o r  f r a u d u l e n t  a c t i v i t i e s  and f o r  noncompliance by c o l l e c t o r s  

even w i t h  D O R ' s  l i m i t e d  c o l l e c t i o n  p o l i c i e s  and p rocedures .  

- DOR c o l l e c t i o n  p rocedures  a r e  i n e f f i c i e n t  and w a s t e f u l  i n  t h a t  

some c o l l e c t o r s  r e g u l a r l y  t r a v e l  t o  t a x p a y e r  p remises  i n s t e a d  o f  

t e l e p h o n i n g  t h e  t axpayer .  

A s  a  r e s u l t ,  DOR c o l l e c t i o n  p rocedures  a r e  i n s u f f i c i e n t ,  t a x  revenues  may 

have been l o s t  and t a x  c o l l e c t o r s  a r e  a f f o r d e d  n e e d l e s s  o p p o r t u n i t y  t o  

engage i n  f r a u d u l e n t  a c t i v i t i e s .  



DOR'S COLLECTION STATISTICS HAVE BEEN INFLATED 

DOR c o l l e c t o r s  f i l e  a c t i v i t y  repor ts  which include the  amount of money 

they c o l l e c t  each day. From these repor t s ,  DOR c a l c u l a t e s ,  on the  a 
average, how much a  c o l l e c t o r  c o l l e c t s  per  v i s i t .  

Two s i g i n i f i c a n t  s t a t i s t i c s  regarding the c o s t  e f fec t iveness  of i t s  

co l l ec t ion  a c t i v i t i e s  are:  1) the  d o l l a r s  col lec ted  per  v i s i t  t o  

taxpayers by DOR c o l l e c t o r s ,  and 2 )  the r a t i o  of c o l l e c t i o n  cos t  t o  

average d o l l a r s  co l l ec ted  per  taxpayer v i s i t .  

DOR management uses  these s t a t i s t i c s  t o  demonstrate i t s  cos t  e f fec t iveness  • 
i n  budget information presented t o  the Legis la ture .  

However, our review of the  s t a t i s t i c s  revealed t h a t  they a r e  misleading. 

A s  a  r e s u l t ,  t he  accuracy of budget information on c o l l e c t i o n  a c t i v i t i e s  

reported t o  the  Legis la ture  i s  quest ionable,  and a  determination of the  

cos t  e f fec t iveness  of c o l l e c t i o n  procedures cannot be made. 

Before August 1, 1980, c o l l e c t o r s  and s p e c i a l  col lec tors*  recorded on # 

t h e i r  a c t i v i t y  r epor t s  back taxes col lec ted  from taxpayers a s  well a s  

current  r e tu rns  f i l e d  by those same taxpayers. A s  a  r e s u l t ,  c o l l e c t o r s  

took co l l ec t ion  c r e d i t  not only f o r  l a t e  taxes but a l so  f o r  taxes paid on 

time. 

* D O R ' s  spec ia l  c o l l e c t i o n s  sec t ion  handles hard-to-collect  accounts. 



\ h e n  Audi to r  Genera l  s t a f f  a p p r i s e d  DOR a d m i n i s t r a t o r s  of t h i s  p r a c t i c e ,  

i t  was amended on August 1, 1980," s o  t h a t  c o l l e c t o r s  no l o n g e r  could  t a k e  

c r e d i t  f o r  c u r r e n t  monthly r e t u r n s  excep t  i f  t h e  money i s  c o l l e c t e d  from a  

t axpayer  who h a s  n o t  f i l e d  a  t a x  r e t u r n .  According t o  D O R ,  i t  is  

a p p r o p r i a t e  t o  g i v e  c o l l e c t o r s  c r e d i t  f o r  c o l l e c t i n g  t a x e s  p a i d  on c u r r e n t  

monthly r e t u r n s  i n  such c a s e s ,  because  a  t a x p a y e r  who h a s  f a i l e d  t o  f i l e  

one r e t u r n  i s  l i k e l y  n o t  t o  f i l e  o t h e r  r e t u r n s .  I t  shou ld  be n o t e d ,  

however, t h a t  c o l l e c t o r s  do n o t  i n i t i a t e  c o l l e c t i o n  p rocedures  a g a i n s t  

n o n f i l i n g  t a x p a y e r s  u n t i l  s i x  months a f t e r  t h e  r e t u r n  i s  due.** A s  a  

r e s u l t ,  t h e  f o l l o w i n g  s i t u a t i o n  could  occur :  

- A t axpayer  d i d  n o t  f i l e  a  r e t u r n  f o r  January  1980. The s a l e s  t a x  

due i s  $1,000. 

- The same t a x p a y e r  f i l e s  r e t u r n s  on t i m e  f o r  February  1980 th rough  

January  1981. 

I n  January  1981, a  DOR c o l l e c t o r  c o l l e c t s  t h e  $1,000 due f o r  

January  1980. 

- The c o l l e c t o r  g e t s  c r e d i t  f o r  c o l l e c t i n g  b o t h  t h e  $1,000 due f o r  

January  1980 and t h e  $1,000 p a i d  by t h e  t a x p a y e r  f o r  h i s  c u r r e n t  

r e t u r n  f i l e d  f o r  January  1981. 

It should be no ted  t h a t ,  i n  a d d i t i o n  t o  d o l l a r s  c o l l e c t e d  p e r  t a x p a y e r  

v i s i t  and t h e  r a t i o  o f  c o s t  t o  a v e r a g e  d o l l a r s  c o l l e c t e d  p e r  t a x p a y e r  

v i s i t ,  DOR produces  t h e  f o l l o w i n g  s t a t i s t i c s  r e g a r d i n g  t h e  a c t i v i t i e s  of 

i t s  r e g u l a r  c o l l e c t o r s :  

1. Number o f  t a x p a y e r  v i s i t s  by DOR c o l l e c t o r s ,  

2.  Number o f  payments c o l l e c t e d  by c o l l e c t o r s ,  and 

3. Cost  p e r  t a x p a y e r  v i s i t .  

* A s  of August 22 ,  1980, s p e c i a l  c o l l e c t o r s  s t i l l  were a l lowed t o  c l a i m  
c r e d i t  f o r  c o l l e c t i n g  t a x e s  p a i d  on t ime i f  a  c o l l e c t i o n  e f f o r t  was 
made . 

** See page 74 f o r  f u r t h e r  i n f o r m a t i o n  on account  t y p e s  c o l l e c t o r s  hand le .  



The o n l y  s t a t i s t i c s  DOR produces  r e g a r d i n g  t h e  a c t i v i t i e s  o f  i t s  s p e c i a l  

c o l l e c t o r s ,  however, i s  t h e  amount of money c o l l e c t e d .  I n  f i s c a l  yea r  

1980-81, t h i s  s t a t i s t i c  was used t o  j u s t i f y  a budget r e q u e s t  o f  $98,790 

f o r  s p e c i a l  c o l l e c t i o n s .  

DOR COLLECTION PROCEDURES ARE TARDY 

DOR i n i t i a t e s  c o l l e c t i o n  a c t i v i t i e s  a g a i n s t  two c a t e g o r i e s  o f  t a x p a y e r s :  

N o n f i l i n g  Taxpayers - t h o s e  who f a i l  t o  f i l e  t a x  r e t u r n s .  

Accounts Rece ivab le  Taxpayers  - t h o s e  who: 1 )  f i l e  r e t u r n s  b u t  do 4 

n o t  pay t h e  f u l l  amount o f  t a x  due,  2 )  owe p e n a l t i e s  and/or 

i n t e r e s t  on l a t e  t a x  payments, and /or  3)  owe a d d i t i o n a l  monies a s  

a  r e s u l t  of  a  DOR a u d i t .  

I n  c o n t r a s t  t o  o t h e r  Arizona t a x i n g  a u t h o r i t i e s ,  DOR i s  d e c i d e d l y  

d e f i c i e n t  i n  t h a t  c o l l e c t i o n  p roceed ings  a r e  n o t  i n i t i a t e d  i n  a  t imely  

manner, caus ing  a n  i n d e t e r m i n a b l e  l o s s  of S t a t e  revenue.  

A s  p a r t  of o u r  review of  DOR we analyzed c u r r e n t  c o l l e c t i o n  p rocedures  f o r  

n o n f i l i n g  t a x p a y e r s  and account  r e c e i v a b l e  t a x p a y e r s .  The p rocedures  a r e  

surnmaried below: 

C o l l e c t i o n  Procedures  

f o r  N o n f i l i n g  Taxpayer 

Every o t h e r  month DOR m a i l s  t o  n o n f i l i n g  t a x p a y e r s  n o t i c e s  t h a t  t h e i r  t a x  

r e t u r n  was l a t e  and shou ld  be f i l e d ,  a d v i s i n g  them of t h e  p r o p e r  t a x ,  

p e n a l t y  and i n t e r e s t  due. DOR sends  t h e  f i r s t  n o n f i l i n g  n o t i c e  when t h e  

r e t u r n  i s  35-65 days  p a s t  due. A second n o t i c e  i s  s e n t  when t h e  r e t u r n  i s  

95-125 days p a s t  due and a  t h i r d  n o t i c e  i f  t h e  r e t u r n  becomes 155 days 

p a s t  due.  The account  i s  r e f e r r e d  t o  t h e  c o l l e c t i o n  s e c t i o n  i f  t h e  r e t u r n  

i s  185-215 days  p a s t  due. 



C o l l e c t i o n  Procedures  For  

Accounts Rece ivab le  Taxpayers 

During t h e  p e r i o d  from January  t o  August 1980, DOR s e n t  payment n o t i c e s  t o  

accounts  r e c e i v a b l e  t a x p a y e r s  a t  90- and 105-day i n t e r v a l s .  Also a t  90- 

and 105-day i n t e r v a l s  a c c o u n t s  o f  more t h a n  $500 were t u r n e d  o v e r  t o  

c o l l e c t o r s .  For  amounts l e s s  t h a n  $500, DOR s imply con t inued  t o  send 

t axpayer  n o t i c e s .  I t  shou ld  be no ted  t h a t  DOR i n t e n d s  t o  reduce  t h e  

e l a p s e d  t ime t o  a  maximum of 60 days  between t h e  d a t e  a n  account  

r e c e i v a b l e  becomes due and t h e  d a t e  i t  sends  i n i t i a l  payment n o t i c e .  I n  

a d d i , t i o n ,  DOR i s  i n  t h e  p r o c e s s  of h i r i n g  13 more c o l l e c t o r s  t o  hand le  

some of  t h e  accounts  r e c e i v a b l e  of l e s s  t h a n  $500. 

D O R ' s  c o l l e c t i o n  p rocedures ,  a s  o u t l i n e d  above,  a r e  un t imely  i n  c o n t r a s t  

t o  t h o s e  of t h e  f i v e  l a r g e s t  c i t i e s  i n  Arizona.  A s  a r e s u l t ,  a  p r o b a b l e  

s i g n i f i c a n t  amount of S t a t e  revenue i s  l o s t .  

A s  p a r t  of o u r  DOR rev iew,  we surveyed t h e  Arizona c i t i e s  o f  Phoenix ,  

Tucson, Tempe, S c o t t s d a l e  and Mesa t o  a s c e r t a i n  t h e i r  c o l l e c t i o n  

procedures  f o r  n o n f i l i n g  and accounts  r e c e i v a b l e  t a x p a y e r s .  Each o f  t h e s e  

c i t i e s  l e v y  and c o l l e c t  s a l e s  t a x e s .  The r e s u l t s  of o u r  su rvey  a r e  

summarized i n  T a b l e s  12 and 13. 



TABLE 12 

No. of 

Account t o  S p e c i a l  
Co l l ec t ions  
ga rn i sh  wages, 
auc t ion  proper ty  

- Z P O +  

I 
Subpoena taxpayer /  
a u d i t / l i e n s  

-ZOO+ . 
I 

COMPARISON OF COLLECTION PROCEDURES USED FOR 
NONFILING TAXPAYERS BY DEPARTMENT OF 

REVENUE AND THE FIVE LARGEST CITIES I N  ARIZONA 

I Account to  c o l l -  
e c t o r :  f i e l d  v i s i t s  

160.. 

150- 

140- 

130- 

120- 

110- 

100- 

90- 

80- 

70 - 

60- 

50- 

40- 

30- 

20- 

10- 

Nonf i l i rg  
n o t i c e  s e n t  

-155 

Lien 
License revoked 

Nonf i l ing  -120 
n o t i c e  s e n t  

-95-125 
110, 

Account t o  c o l l -  
e c t o r :  phone c a l l s ,  
f i e l d  v i s i t s ,  l i e n ;  
l i c e n s e  revoked 

-60-90 
75* Account t o  c o l l -  L e t t e r ,  f i e l d  

1 Account t o  e c t o r :  phone v i s i t s ,  l i e n s  
Nonf i l lng  c o l l e c t o r :  c a l l s ,  f i e l d  Criminal a c t i o n  
n o t i c e  s e n t  phone c a l l s  v i s i t s ,  c r imina l  Phone c a l l s ,  

Nonf i l ing  -60 -60 a c t i o n ,  ga rn i sh  f i e l d  v i s i t s ,  
n o t i c e  s en t  wages, l i e n  

revoked 

-4i'+ 
-35-65 

5@* 

l i e n ,  l i c e n s e  Account t o  
-45+ c o l l e c t o r ,  

I -i"+ phone c a l l s  
License  revoked -40 

- r Account t o  Nonf i l ing  
Monf i1ir.g c o l l e c t o r s :  n o t i c e  s e n t ,  

Nonf i l i n g  n o t i c e  s e n t  l e t t e r  s e n t  phone c a l l s  
n o t i c e  s e n t  -35 License  revoked -20+ 

I 
-35 

-i 
Notice  s e n t  

I Nonf i l i ng  
n o t i c e  s e n t  

-20 
Nonf i l i  g  

- Nonfi l ing  Nonf i l i n g  n o t i c e  s e n t  Nonf i l ing  Nonf i l ing  
1 

n o t i c e  s e n t  n o t i c e  s e n t  -12-14 n o t i c e  s e n t  n o t i c e  s e n t  
-5 -5 - 5 - 5 

DO R Mesa Phoenix S c o t t s d a l e  Tempe Tucson 
Average. 76 



TABLE 17 

COMPARISON OF COLLECTION PROCECURES USED FOR 
ACCOUNTS RECEIVABLE TAXPAYERS BY DEPARTMENT OF 
REVENUE AND THF FIVE LARGEST CITIES I N  A R I Z O N A  

Accounts more than 
$500 t o  c o l l e c t i o n s  

Accounts l e s s  t han  
$10 t o  c o l l e c t i o n s  

-120 

A l l  accounts  
t o  c o l l e c t i o n s  

-90 

I Accounts $10-$100 
t o  c o l l e c t i o n s  

* Accounts r e c e i v a b l e  b i l l i n g s  were s e n t  by DOR on January  1, Apr i l  15 
and August 1. 1980. According t o  a DOR a d m i n i s t r a t i v e  o f f i c i a l ,  
accounts  r e c e i v a b l e  b i l l i n g s  were no t  genera ted  p r i o r  t o  1980. 

Monthly b i l l i n g  b i l l i n g  Monthly b i l l i n g  a l l  accounts  Monthly b i l l i n g  
t o  taxpayer  t o  taxpayer  t o  taxpayer  t o  collections t o  taxpayer  

-30 -30 -r - 30 

Account[ more 
than $25 

Accounts more 
more than  $100 

- r 
A l l  accounts  
t o  c o l l e c t i o n s  
- a s  soon 

a s  account 
i s  overdue 

I 

t o  c o l l e c t i o n s  
- a s  soon 

a s  account 
is  overdue 

DOR TIesa Phoenlx Sco t t s d a l e  Tempe Tucson 

t o  c o l l e c t i o n s  
- a s  soon 

a s  account 
i s  overdue 



A s  shown i n  Tab le  1 2 ,  Mesa, Phoenix ,  Tempe and Tucson m a i l  a  f i r s t  

n o n f i l i n g  n o t i c e  f i v e  days  a f t e r  t h e  t a x p a y e r ' s  r e t u r n  i s  l a t e ,  whi le  

S c o t t s d a l e  w a i t s  12-14 days .  I n  comparison,  DOR w a i t s  35-65 d a y s  b e f o r e  

send ing  a f i r s t  n o t i c e  t o  a  n o n f i l i n g  t axpayer .  Thus,  by t h e  t ime  DOR 

m a i l s  a  f i r s t  n o t i c e  t o  n o n f i l i n g  t a x p a y e r s ,  t h e  o t h e r  c i t i e s  a l r e a d y  have 

i n i t a t e d  two o r  t h r e e  c o l l e c t i o n  a c t i o n s  and by t h e  t ime DOR m a i l s  a  

second n o n f i l i n g  n o t i c e ,  most of t h e  o t h e r  c i t i e s  have a s s i g n e d  t h e  

account  t o  a c o l l e c t o r .  The comparison i s  d i s p l a y e d  g r a p h i c a l l y  below. 

Number o f  Elapsed Days b e f o r e  a  N o n f i l i n g  Account Is  Assigned t o  a 

C o l l e c t  o r :  

Days 

200 days ( a v e r a g e )  

A s  shown above,  D O R ' s  n o n f i l i n g  t a x p a y e r s  a r e  n o t  c o n t a c t e d  by a  c o l l e c t o r  

u n t i l  200 days ( a v e r a g e )  a f t e r  t h e  r e t u r n  i s  due. I n  c o n t r a s t ,  t h e  o t h e r  

c i t i e s  t u r n  accounts  o v e r  t o  a  c o l l e c t o r  20 t o  75 days  a f t e r  t h e y  a r e  due. 

I n  a d d i t i o n ,  a s  shown i n  T a b l e  13 DOR sends  account  r e c e i v a b l e  n o t i c e s  a t  

90 and 105 days .  T h e r e f o r e ,  DOR t a k e s  approx imate ly  t h r e e  t i m e s  as long 

a s  t h e  o t h e r  c i t i e s  t o  send accounts  r e c e i v a b l e  n o t i c e s  t o  t axpayers .  



A f i n a l  marked d i f f e r e n c e  between t h e  c o l l e c t i o n  p rocedures  o f  DOR and t h e  

surveyed c i t i e s  i s  t h a t  DOR does  n o t  r e f e r  a c c o u n t s  t o  c o l l e c t o r s  i f  t h e y  

a r e  f o r  l e s s  t h a n  $500. By way of c o n t r a s t ,  Phoenix ,  Tucson, Tempe and 

S c o t t s d a l e  e v e n t u a l l y  r e f e r  a l l  accounts  t o  c o l l e c t o r s  and Mesa e v e n t u a l l y  

r e f e r s  a l l  accounts  of more t h a n  $25 t o  a  c o l l e c t o r .  

Consequences of D O R ' s  Tardy C o l l e c t i o n  Procedures  

A u t h o r i t a t i v e  l i t e r a t u r e  a g r e e s  t h a t  t a x p a y e r s  a r e  more a p t  t o  pay t h e i r  

t a x  l i a b i l i t i e s  i f  prompt, a g g r e s s i v e  c o l l e c t i o n  a c t i o n  i s  taken  a f t e r  t h e  

l i a b i l i t y  becomes due.  T h e r e f o r e ,  D O R ' s  d e l a y  i n  i n i t i a t i n g  and p u r s u i n g  

c o l l e c t i o n  p roceed ings  r e s u l t s  i n  a n  inde te rminab lex .  l o s s  of S t a t e  revenue.  

According t o  Moak and Cowan, a u t h o r s  of A d m i n i s t r a t i o n  o f  Local  S a l e s  and 

Use Taxes*: 

" . . .del inquency n o t i c e s  should be i s s u e d  a s  promptly a s  

p o s s i b l e  a f t e r  d e t e r m i n a t i o n  of del inquency i n  
f i l i n g  ... A m a i l i n g  o f  del inquency n o t i c e s  shou ld  be a  
f i r m  element  of t h e  r o u t i n e  schedu le  and n o t  l e f t  t o  
spasmodic p r o c e s s i n g .  

"The p s y c h o l o g i c a l  e f f e c t  o f  a n  immediate follow-up 
should n o t  be over looked.  Taxpayers  who have skipped 
t h e  due d a t e  would t h u s  be made aware t h a t  t h e i r  
o v e r s i g h t  h a s  n o t  been ignored  by t h e  t a x i n g  
a u t h o r i t i e s .  

"The t axpayer  should be n o t i f i e d  o f  de l inquency  a s  soon 
a s  p o s s i b l e  a f t e r  t h e  due d a t e  f o r  f i l i n g  and payment 
h a s  passed.  A prompt follow-up by t h e  t a x i n g  agency 
conveys t h e  i m p r e s s i o n  t o  t h e  t a x p a y e r  t h a t  h i s  
del inquency h a s  n o t  been over looked.  . .The e x p e r i e n c e  i n  
most t a x i n g  d i s t r i c t s  i n d i c a t e s  t h a t  t h e  l o n g e r  t h e  
follow-up i s  d e l a y e d ,  t h e  h a r d e r  t h e  t a x  i s  t o  
c o l l e c t . "  ( ~ m p h a s i s  added) 

* Moak, Lennox L . ,  and Cowan, Frank Jr . ,  A d m i n i s t r a t i o n  of Loca l  S a l e s  
and Use Taxes. M u n i c i ~ a l  Finance O f f i c e r s  A s s o c i a t i o n  o f  t h e  United 
S t a t e s  and Canada, Chicago, 1961. 



The C a l i f o r n i a  S t a t e  Board o f  E q u a l i z a t i o n ,  r e s p o n s i b l e  f o r  c o l l e c t i n g  

C a l i f o r n i a  s a l e s  t a x e s ,  f u r t h e r  underscored t h e  need f o r  prompt c o l l e c t i o n  

a c t i o n  i n  i t s  c o l l e c t i o n s  manual. 

"Prompt, a g g r e s s i v e  c o l l e c t i o n  a c t i o n  i s  

n e c e s s a r y  ... F a i l u r e  t o  t a k e  prompt and a g g r e s s i v e  
a c t i o n  encourages  some t a x p a y e r s  t o  p r o c r a s t i n a t e  when 
f u t u r e  payments become due s i n c e  f a i l u r e  t o  a c t  g i v e s  
t h e  impress ion  t h a t  l i t t l e  w i l l  happen excep t  t h a t  t h e  
t a x p a y e r  w i l l  be r e q u i r e d  t o  pay a d d i t i o n a l  p e n a l t y  and 
i n t e r e s t . "  

DOR HAS NOT ESTABLISHED SUFFICIENT CONTROLS 

OVER THE ACTIVITIES OF ITS COLLECTORS 

DOR h a s  n o t  e s t a b l i s h e d  s u f f i c i e n t  c o n t r o l  o v e r  t axpayer  a c c o u n t s  once 

t h e y  a r e  a s s i g n e d  t o  c o l l e c t o r s  i n  t h a t :  1) adequa te  r e c o r d s  a r e  no t  

mainta ined r e g a r d i n g  t h e  number o r  d o l l a r  amounts o f  t a x p a y e r  accounts  

a s s i g n e d  t o  c o l l e c t o r s ,  2 )  c o l l e c t o r s  a r e  n o t  aware of fo rmal  c o l l e c t i o n  

p o l i c i e s  and p rocedures ,  and 3) t h e r e  i s  c o l l e c t o r  noncompliance wi th  

t h o s e  fo rmal  p rocedures  t h a t  have been e s t a b l i s h e d .  

Inadequa te  Records 

DOR c o l l e c t i o n  s u p e r v i s o r s  a s s i g n  d e l i n q u e n t  t a x p a y e r  a c c o u n t s  t o  

c o l l e c t o r s .  However, a f t e r  a n  ass ignment  i s  made, DOR does  n o t  main ta in  

adequate  r e c o r d s  and c o n t r o l  o v e r  c o l l e c t o r s  i n  t h a t :  

- No r e c o r d s  a r e  k e p t  of which accounts  a r e  a s s i g n e d  t o  which 

c o l l e c t o r s .  

- Records a r e  k e p t  o f  t h e  a c c o u n t s  worked by c o l l e c t o r s  each day ,  

bu t  no comparisons a r e  made of t h e  accounts  g iven  t o  c o l l e c t o r s  

and t h e  a c c o u n t s  worked. 

- S u p e r v i s o r s  do n o t  t r a c k  a c c o u n t s  t o  de te rmine  when and how 

c o l l e c t o r s  work them. 

- S u p e r v i s o r s  cannot  de te rmine  i f ,  o r  why, c o l l e c t o r s  do n o t  work 

some accounts .  



A s  a  r e s u l t ,  DOR s u p e r v i s o r s  a r e  e f f e c t i v e l y  p rec luded  from moni to r ing  

c o l l e c t o r s '  a c t i v i t i e s ,  a l l o w i n g  c o l l e c t o r s  t o  avo id  working some accounts  

q u i c k l y ,  o r  no t  a t  a l l ,  and t o  engage i n  i n a p p r o p r i a t e  a c t i v i t i e s  wi thou t  

d e t e c t i o n .  

C o l l e c t o r s  Are Not Aware of Formal C o l l e c t i o n  P o l i c i e s  

The f i r s t  s t e p  a  c o l l e c t o r  t a k e s  i n  a t t e m p t i n g  t o  c o l l e c t  a n  account  i s  t o  

make a  p e r s o n a l  v i s i t  t o  t h e  t axpayer .  Next ,  t h e  c o l l e c t o r  may: 

1. V i s i t  t h e  t a x p a y e r  a g a i n ,  

2. Recommend t h a t  subpoenas be i s s u e d  a g a i n s t  n o n f i l i n g  t a x p a y e r s ,  

3. Recommend t h a t  l i e n s  be f i l e d  a g a i n s t  account  r e c e i v a b l e  

t a x p a y e r s ,  

4. Recommend t h a t  a c c o u n t s  r e c e i v a b l e  t axpayers  be r e f e r r e d  t o  t h e  

DOR s p e c i a l  c o l l e c t i o n s  s e c t i o n ,  and /or  

5. Recommend t h a t  t h e  t a x p a y e r  be a u d i t e d .  

G u i d e l i n e s  governing when t h e s e  p rocedures  should be used e x i s t ;  however, 

c o l l e c t o r s  have n o t  r e c e i v e d  t h e  g u i d e l i n e s .  A s  a r e s u l t ,  i t  i s  a  m a t t e r  

o f  t h e  c o l l e c t o r s '  p e r s o n a l  d i s c r e t i o n  a s  t o  which,  i f  any,  c o l l e c t i o n  

p rocedures  a r e  used.  

F o r  example, one DOR c o l l e c t o r  s t a t e d  he  a u t o m a t i c a l l y  f i l e s  a  l i e n  i f  he  

h a s  determined t h a t  a  t a x p a y e r ' s  t a x  l i a b i l i t y  cannot  be pa id  w i t h i n  s i x  

months. Another DOR c o l l e c t o r  f i l e s  l i e n s  o n l y  a g a i n s t  t a x p a y e r s  who 

a g r e e  t o  pay t h e i r  t a x  l i a b i l i t y  i n  1 2  o r  more monthly i n s t a l l m e n t s .  Once 

t h e  l i e n  i s  f i l e d  t h e  c o l l e c t o r  h a s  t h e  o p t i o n  of pursu ing  o r  dropping 

c o l l e c t i o n  p rocedures  a g a i n s t  t h e  t axpayer .  



I n  a d d i t i o n ,  DOR does n o t  have s u f f i c i e n t  g u i d e l i n e s  r e g a r d i n g  t h e  s p e c i a l  

c o l l e c t i o n s  s e c t i o n  i n  t h a t :  

- No formal  g u i d e l i n e s  a r e  fo l lowed  i n  de te rmin ing  when a  c o l l e c t o r  

should  t u r n  a n  account  over  t o  s p e c i a l  c o l l e c t i o n s .  

- S p e c i a l  c o l l e c t o r s  u s e  p rocedures  n o t  used by r e g u l a r  c o l l e c t o r s ,  

such a s  g a r n i s h i n g  wages and bank a c c o u n t s  and s e i z i n g  and 

s e l l i n g  p r o p e r t y .  DOR h a s  n o t  provided s p e c i a l  c o l l e c t o r s  w i t h  

f o r m a l  g u i d e l i n e s  a s  t o  when such p rocedures  should be a p p l i e d .  

By way of  c o n t r a s t ,  t h e  manual used by t h e  C a l i f o r n i a  S t a t e  Board o f  

E q u a l i z a t i o n  s t a t e s :  

"Cont ro l  of c o l l e c t i o n  ass ignments  i s  a  r e s p o n s i b i l i t y  

of each compliance s u p e r v i s o r .  C o n t r o l s  should permit  
t h e  s u p e r v i s o r  t o  r e f e r  t o  - one c o l l e c t i o n  a c t i v i t y  f i l e  
and from t h a t  de te rmine  t h e  e x a c t  s t a t u s  o f  a  c a s e  a s  
w e l l  a s  de te rmine  t o  whom i t  i s  a s s i g n e d  and f o r  how 
long.  The c o n t r o l  sys tem shou ld  p rov ide  f o r  au tomat ic  
p r o g r e s s  r e p o r t s  a f t e r  a  c e r t a i n  p e r i o d  o f  t ime from 
f ie ldmen  who a r e  charged w i t h  ass ignments .  

Under no c i rcumstances  should a  f ie ldman be g iven  a n  
ass ignment  and a l lowed t o  c a r r y  i t  i n d e f i n i t e l y  w i t h o u t  
making p r o g r e s s  r e p o r t s .  Fieldmen shou ld  a l s o  be 
encouraged t o  d i s c u s s  t h e i r  more d i f f i c u l t  c a s e s  w i t h  
t h e i r  s u p e r v i s o r s .  

Fieldman shou ld  be f u l l y  informed a s  t o  t h e  e x t e n t  o f  
t h e i r  a u t h o r i t y  and what t o  do when t h e  a c t i o n  t h e y  
have t a k e n  h a s  reached t h e  l i m i t  o f  t h a t  a u t h o r i t y . "  
( ~ r n ~ h a s i s  added) 



Noncompliance with Procedures 

that Have Been Established 

The Administrator of the collectors section provided the Auditor General 

staff with a memo dated August 21, 1979, listing collection guidelines. 

However, discussions with DOR collectors revealed that as of October 15, 

1980, there was general noncompliance with the guidelines. For example: 

- Field collectors are supposed to be assigned a maximum of 150 

cases. DOR collectors estimate their case load at between 

380-450 cases. 

- Collectors are supposed to submit a list of assigned accounts to 

their supervisors. No lists exist. 

- Collectors are required to make contact on assigned cases within 

a month. In actuality some accounts never get worked. 

- A time and action sequence has been devised, detailing when 

specific collection steps should be taken. Collectors still work 

accounts discretionarily. 

- Special collections is suppose to work all accounts referred to 

it. Special collectors still pick and choose the accounts they 

wish to work. 

In addition, during our review of DOR we identified instances of 

noncompliance with DOR policies regarding partial-payment agreements. 

DOR allows taxpayers with accounts receivables to pay back taxes in 

monthly installments; this is called a part pay agreement. 



According t o  a  DOR s u b j e c t  memo, Procedure  F o r  P a r t  Pay Agreements: 

"A p a r t  pay agreement.  . . is  t o  be i n i t i a t e d  o n l y  a f t e r  

payment i n  f u l l  w i t h i n  60 days  cannot  be accomplished.  

"The c o l l e c t o r  i s  a u t h o r i z e d  t o  e s t a b l i s h  a  payment 
agreement t o  a  maximum of  s i x  months wi thou t  any 
s u p e r v i s o r y  approva l .  I f  t h e  p a r t  pay i s  t o  exceed s i x  
months, a  complete f i n a n c i a l  s t a t e m e n t . . . i s  t o  be 
provided.  Immediate s u p e r v i s o r  a p p r o v a l  i s  r e q u i r e d  
and ,  i f  t h e  ba lance  w a r r a n t s ,  a  l i e n  i s  t o  be f i l e d .  

"Any p a r t  pay exceeding twelve months w i l l  r e q u i r e  
a d d i t i o n a l  a p p r o v a l  from t h e  C o l l e c t i o n  Superv i sor . "  

At tached t o  t h e  memo was a  s t a n d a r d i z e d  form t o  be completed when p a r t  pay 

agreements were made. 

While t h e  memo c l e a r l y  o u t l i n e s  g u i d e l i n e s  f o r  p a r t  pay agreements  t h e  

fo l lowing  d e p a r t u r e s  were i d e n t i f i e d :  

- C o l l e c t o r s  do n o t  c o n s i s t e n t l y  o b t a i n  s u p e r v i s o r y  a p p r o v a l  f o r  

payment agreements  exceeding s i x  months. 

- The A s s i s t a n t  S u p e r v i s o r  o f  C o l l e c t o r s ,  who i s  i n  charge  o f  

d e a l i n g  w i t h  subpoenaed t a x p a y e r s ,  does  n o t  r e q u i r e  s u p e r v i s o r y  

a p p r o v a l  f o r  p a r t  pay agreements  exceeding s i x  months. 

- S p e c i a l  c o l l e c t o r s  do n o t  u s e  t h e  s t a n d a r d i z e d  DOR form f o r  p a r t  

pay agreements .  I n s t e a d ,  t h e y  e i t h e r  u s e  t h e i r  own "customized" 

form f o r  each t a x p a y e r  o r  i g n o r e  t h e  u s e  o f  a  w r i t t e n  form a l l  

t o g e t h e r  and a c c e p t  v e r b a l  p a r t  pay agreements .  

- No g u i d e l i n e s  e x i s t  a s  t o  how c o l l e c t o r s  should  determine i f  a  

t axpayer  cannot  make payment i n  f u l l  w i t h i n  60 days .  T h i s  a l l o w s  

f o r  unequal t r e a t m e n t  o f  t axpayers .  



F i n a l l y ,  we i d e n t i f i e d  t h e  f o l l o w i n g  v i o l a t i o n s  o f  p a r t  pay agreements:  

- Taxpayers do n o t  always pay t h e  minimum down payment r e q u i r e d  t o  

e n t e r  i n t o  a par t -pay  agreement*. 

- Taxpayers do n o t  always pay a c c o r d i n g  t o  t h e i r  p a r t  pay agreement 

schedu les .  For  example, one t axpayer  f a i l e d  t o  make a  payment 

f o r  s i x  months. 

Cont ro l  o v e r  p a r t  pay payments i s  poor.  F o r  example, a  $3,300 

check from a  p a r t  pay t a x p a y e r  was d i scovered  i n  a n  accounts  

r e c e i v a b l e  c l e r k ' s  desk  t h r e e  weeks a f t e r  t h e  d a t e  on t h e  check 

and b e f o r e  t h e  payment was c r e d i t e d  t o  t h e  t a x p a y e r s '  account .  

F u r t h e r ,  p a r t  pay t a x p a y e r s  sometimes send payments d i r e c t l y  t o  

c o l l e c t o r s  i n s t e a d  of D O R ' s  c a s h i e r .  The p r a c t i c e  n o t  on ly  

d e l a y s  t h e  d e p o s i t  o f  checks  ( s e e  F ind ing  I ) ,  b u t  a f f o r d s  

c o l l e c t o r s  a n  o p p o r t u n i t y  t o  engage i n  f r a u d u l e n t  a c t i v i t i e s . * *  

* There was some disagreement  w i t h i n  DOR a s  t o  what amount t h e  r e q u i r e d  
down payment should be. The Deputy A d m i n i s t r a t o r  f o r  C o l l e c t i o n s  
s t a t e d  t h a t  i t  should be 20 p e r c e n t  o f  t h e  amount owed, whi le  t h e  
S u p e r v i s o r  of C o l l e c t i o n s  s a i d  i t  shou ld  be i n t e r e s t  and p e n a l t y  due. 
DOR s u b s e q u e n t l y  i s s u e d  a  memo s t a t i n g  t h a t  t h e  down payment should be 
20 p e r c e n t  of t h e  amount owed. We i d e n t i f i e d  i n s t a n c e s  of down 
payments i n  amounts l e s s  t h a n  i n t e r e s t  and p e n a l t y  due o r  20 p e r c e n t  
o f  t h e  amount owed. 

** During t h e  c o u r s e  o f  o u r  a u d i t  DOR proposed e s t a b l i s h m e n t  o f  a  p a r t  
pay desk through which a l l  p a r t  pay agreements  c o n s i s t i n g  o f  t h r e e  o r  
more monthly payments would be  submi t t ed .  However, a s  o f  October  22,  
1980, t h e  p a r t  pay desk  had n o t  been e s t a b l i s h e d .  



INEFFICIENT COLLECTION PROCEDURES 

Unlike o t h e r  t a x  c o l l e c t i n g  a u t h o r i t i e s ,  DOR r e l i e s  h e a v i l y  on 

person- to-person c o n t a c t  between c o l l e c t o r s  and taxpayers .  A s  a r e s u l t ,  

DOR c o l l e c t i o n s  a r e  i n e f f i c i e n t  and w a s t e f u l  i n  t h a t  c o l l e c t o r s  t r a v e l  by 

automobi le  t o  t h e  t a x p a y e r ' s  p l a c e  of bus ine s s  i n s t e a d  of t e lephoning  i n  

o rde r  t o  make a  c o l l e c t i o n  e f f o r t .  

A s  of  J u l y  1980, DOR c o l l e c t o r s  con t ac t ed  a s s igned  accoun t s  by d r i v i n g  t o  

t h e  t axpaye r s '  p l a c e s  of bus iness .  The v i s i t s  were no t  preceded by a  

t e lephone  c a l l  t o  ensure  t h a t  a  t axpayer  was a v a i l a b l e .  I n  f i s c a l  y e a r  

1979-80 DOR c o l l e c t o r s  and s p e c i a l  c o l l e c t o r s  drove approximately  238,000 • 
mi le s  t o  v i s i t  t axpayers .  

By way of c o n t r a s t ,  t h e  c i t i e s  of Tucson, Tempe, S c o t t s d a l e  and Mesa r e l y  

e x t e n s i v e l y  on t h e  u se  of  t e lephones  t o  c o l l e c t  t a x e s ,  and Phoenix never  • 
use s  f i e l d  v i s i t s  t o  t axpaye r s '  p l a c e s  of  bus ine s s  a s  a  means t o  c o l l e c t  

t axe s .  

A s  a r e s u l t ,  t h e  average  c o l l e c t o r  f o r  t h e  c i t y  o f  Phoenix i s  a b l e  t o  make (I 

more taxpayer  c o n t a c t s ,  a t  l e s s  c o s t  p e r  c o n t a c t  t han  t h e  average 

c o l l e c t o r  f o r  DOR a s  shown below. 

Average Number of 
Year ly  Contac t s  
pe r  C o l l e c t o r  

Average Contac t s  
pe r  Work Day p e r  
C o l l e c t o r  

Average Cost 
pe r  Contact  

a 
Ci ty  of  Ra t io  o f  DOR t o  

Phoenix" t h e  C i t y  of  Phoenix 

a 
* The C i t y  of  Phoenix had d a t a  a v a i l a b l e .  Data w a s  no t  a v a i l a b l e  from 

o t h e r  Arizona c i t i e s .  



A s  p r e v i o u s l y  i n d i c a t e d ,  D O R ' s  u se  o f  v i s i t s  t o  t a x p a y e r s '  p l a c e s  o f  

b u s i n e s s  i n s t e a d  of t e l e p h o n e  c a l l s  t o  c o n t a c t  t a x p a y e r s  i n c r e a s e s  

s i g n i f i c a n t l y  t h e  c o s t  of each t a x p a y e r  c o n t a c t ,  l i m i t s  t h e  number o f  

c o n t a c t s  each c o l l e c t o r  can  make and reduces  t h e  number o f  accounts  

c o l l e c t e d  each y e a r .  

F u r t h e r ,  when c o n t a c t e d  by A u d i t o r  Genera l  s t a f f ,  a  spokesperson f o r  t h e  

American C o l l e c t o r s  A s s o c i a t i o n ,  a  p r o f e s s i o n a l  a s s o c i a t i o n  f o r  p r i v a t e  

c o l l e c t i o n  a g e n c i e s ,  commented t h a t  f i e l d  v i s i t s  a r e  n o t  used v e r y  o f t e n  

t o  c o n t a c t  t a x p a y e r s  a s  such v i s i t s  a r e  n o t  economical .  Most p r i v a t e  

c o l l e c t i o n  a g e n c i e s  r e l y  on phone c a l l s  and w r i t t e n  n o t i c e s .  

A s  of  August 25,  1980, DOR was i n  t h e  p r o c e s s  of h i r i n g  1 7  a d d i t i o n a l  

c o l l e c t o r s .  The new c o l l e c t o r s  w i l l  n o t  make f i e l d  v i s i t s ,  b u t  w i l l  

c o n t a c t  t axpayers  by t e lephone .  The phone c o l l e c t o r s  w i l l  be ass igned  

accounts  o f  more t h a n  $100 b u t  l e s s  t h a n  $500. Accounts o f  more t h a n  $500 

w i l l  be a s s i g n e d  t o  c o l l e c t o r s  who w i l l  c o n t i n u e  t o  c o n t a c t  t axpayers  a t  

t h e i r  p l a c e s  of b u s i n e s s .  

While D O R ' s  u s e  o f  t e l e p h o n e s  t o  c o l l e c t  a c c o u n t s  l e s s  t h a n  $500 i s  

commendable, t h e  con t inued  p r a c t i c e  o f  d r i v i n g  t o  t a x p a y e r s '  p l a c e s  of 

b u s i n e s s  does  n o t  appear  t o  be a  c o s t  e f f e c t i v e  way t o  c o l l e c t  d e l i n q u e n t  

t a x e s .  

I t  should be noted t h a t  a  p r a c t i c a l  problem e x i s t s  w i t h  having c u r r e n t  

f i e l d  c o l l e c t o r s  u s e  t e l e p h o n e  c a l l s  t o  make c o l l e c t i o n .  Cur ren t  DOR 

f i e l d  c o l l e c t o r s  a r e  Grade 13 i n  t h e  S t a t e  p e r s o n n e l  c l a s s i f i c a t i o n  

system,  whi le  t h e  new phone c o l l e c t o r s  a r e  Grade 9. Thus,  i f  c u r r e n t  

f i e l d  c o l l e c t o r s  u s e  t e l e p h o n e s  i n s t e a d  o f  v i s i t i n g  t a x p a y e r s  t o  make 

c o l l e c t i o n s ,  t h e r e  is  a  d i s p a r i t y  i n  pay s c a l e s  w i t h o u t  cor responding  

d i s p a r i t y  i n  d u t i e s .  



There  a r e  t h r e e  a p p a r e n t  s o l u t i o n s  t o  t h e  dilemma. 

1 )  Red- l in ing  - C u r r e n t  f i e l d  c o l l e c t o r s  would be dropped t o  t h e  

g r a d e  o f  phone c o l l e c t o r s  ( ~ r a d e  9 ) .  T h e i r  s a l a r i e s  would remain 

t h e  same b u t  t h e y  would n o t  be e l i g i b l e  f o r  promotion.  

2 )  Reduct ion i n  f o r c e  - F i e l d  c o l l e c t o r s  cou ld  app ly  f o r  o t h e r  

a v a i l a b l e  DOR p o s i t i o n s  f o r  which t h e y  a r e  q u a l i f i e d .  Vacant 

f i e l d  c o l l e c t o r  p o s i t i o n s  t h u s  c o u l d  be downgraded t o  phone 

c o l l e c t o r  p o s i t i o n s .  

3)  Upgraded c o l l e c t o r  p o s i t i o n s  - Phone c o l l e c t o r  p o s i t i o n  

c l a s s i f i c a t i o n s  could  be upgraded by add ing  d u t i e s  such a s  those  

handled by DOR f i e l d  and s p e c i a l  c o l l e c t o r s .  

D O R ' s  C o l l e c t i o n s  A d m i n i s t r a t o r  endorses  t h e  t h i r d  op t ion .  

Recent Improvements 

I n  a  memorandum d a t e d  December 1 5 ,  1980," DOR o f f i c i a l s  o u t l i n e d  

improvements t h e y  c l a i m  have been made i n  t h e  s a l e s  t a x  c o l l e c t i o n  (I 

f u n c t i o n .  

The improvements i n c l u d e :  

1) Emphasis on c l e a r i n g  l a r g e - d o l l a r  t a x p a y e r  a c c o u n t s  f i r s t .  

2 )  R e f e r r i n g  complete  accounts  t o  c o l l e c t o r s  i n s t e a d  of p a r t i a l  work 

a s  i n  t h e  p a s t .  

3 )  Implemention o f  t h e  phone c o l l e c t o r  u n i t .  

4 )  Development of fo rmal  t r a i n i n g  f o r  c o l l e c t o r s .  

5 )  Es tab l i shment  o f  a n  i n t e r a g e n c y  i n f o r m a t i o n  exchange w i t h  t h e  

Department of L iquor  L icens ing  and C o n t r o l  and t h e  Of f ice  of t h e  

R e g i s t r a r  o f  C o n t r a c t o r s .  

6 )  Time l i m i t s  f o r  c o l l e c t i o n  a c t i o n s .  

* Appendix X I V  c o n t a i n s  t h e  f u l l  t e x t  o f  t h e  memorandum. 
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Since many of t he  improvements were made a f t e r  our  review, we were unable 

t o  v e r i f y  t h a t  they  were, i n  f a c t ,  implemented o r  t o  a s s e s s  t he  r e s u l t s  of 

t h e i r  implementation. 

COIJCLUSION 

DOR produces d a t a  on c o l l e c t i o n  a c t i v i t i e s  t h a t  i s  u n r e l i a b l e  and 

i n s u f f i c i e n t ,  does not i n i t i a t e  c o l l e c t i o n  proceedings i n  a  t imely  manner, 

has not  e s t ab l i shed  s u f f i c i e n t  c o n t r o l s  t o  monitor t h e  c o l l e c t o r  a c t i v i t y  

adequately,  and does not  c o l l e c t  del inquent  t axes  i n  an  e f f i c i e n t  manner. 

A s  a  r e s u l t  DOR c o l l e c t i o n  procedures a r e  i n e f f i c i e n t ,  t a x  revenues may 

have been l o s t ,  and t a x  c o l l e c t o r s  a r e  afforded an oppor tuni ty  t o  engage 

i n  f raudulent  a c t i v i t i e s .  

I t  i s  recommended t h a t  cons ide ra t ion  be given t o  t h e  fol lowing:  

1. DOR cease  combining d a t a  on l a t e  taxes  and cu r ren t  taxes  

co l l ec t ed  f o r  budget information r epor t s .  

2. The s p e c i a l  c o l l e c t i o n s  s e c t i o n  genera te ,  a t  t h e  minimum, the  

same types of s e r v i c e  measurements a s  t h e  c o l l e c t i o n s  sec t ion .  

3. DOR mai l  n o n f i l i n g  n o t i c e s  25  days a f t e r  a  taxpayer  becomes 

del inquent .  

4. DOR r e f e r  nonf i l ed  accounts  t o  a  c o l l e c t o r  before  t h e  account 

becomes over two months o l d -  

5. DOR b i l l  accounts rece ivable  taxpayers  monthly. 

6. DOR mail  a  second n o t i c e  t o  a  n o n f i l i n g  taxpayer  w i th in  55 days 

a f t e r  t he  due da te .  

7. DOR r e f e r  accounts  r ece ivab le s  of more than  $100 t o  c o l l e c t o r s  a s  

soon a s  an account i s  due and payable.  



8. A l l  a c c o u n t s  r e c e i v a b l e  of l e s s  t h a n  $100 be r e f e r r e d  t o  a  

c o l l e c t o r  w i t h i n  t h r e e  t o  f o u r  months a f t e r  t h e y  a r e  due and 

payable .  

9. DOR c o l l e c t i o n  s u p e r v i s o r s  moni to r  accounts  r e f e r r e d  t o  

c o l l e c t o r s ,  a c t i o n s  t a k e n  a g a i n s t  t a x p a y e r s  and t h e  d a t e s  a c t i o n  

i s  t a k e n .  

10 .  C o l l e c t o r s  c o n t a c t  a l l  of  t h e  t a x p a y e r s  a s s i g n e d  t o  them provided 

i t  i s  c o s t  e f f e c t i v e  t o  do s o ,  and DOR e s t a b l i s h  t ime l i m i t s  f o r  

making such c o n t a c t s .  

11. DOR e s t a b l i s h  g u i d e l i n e s  f o r  when s p e c i f i c  c o l l e c t i o n  a c t i o n s  

should be t a k e n  and e s t a b l i s h  p rocedures  t o  ensure  t h e  g u i d e l i n e s  

a r e  fol lowed.  

12 .  DOR s t a n d a r d i z e  p a r t  pay p rocedures  w i t h i n  t h e  c o l l e c t i o n s  

s e c t i o n .  Once p rocedures  a r e  s t a n d a r d i z e d ,  c o l l e c t i o n  

s u p e r v i s o r s  should  moni tor  employees and de te rmine  t h a t  p a r t  pay 

agreements  a r e  f u l f i l l e d  by t axpayers .  

13. The DOR c o l l e c t i o n  s e c t i o n  r e q u i r e  i t s  c o l l e c t o r s  t o  u s e  t h e  

t e lephone  a s  t h e  p r imary  mode of t axpayer  c o n t a c t .  T r a v e l  t o  t h e  

t a x p a y e r s t  p l a c e s  of b u s i n e s s  should be k e p t  t o  a  minimum and be 

used on ly  when t a x p a y e r s  a r e  unrespons ive  t o  l e t t e r s  and 

t e l e p h o n e  c a l l s .  

14 .  DOR e v a l u a t e  t h e  o p p o r t u n i t i e s  t o  expand c o l l e c t o r  d u t i e s  s o  t h a t  

a l l  c o l l e c t o r s  can u s e  t h e  c o l l e c t i o n  t e c h n i q u e s  of each.  



FINDING V I  

IMPROVEMENTS ARE NEEDED I N  DOR'S FINANCIAL TRANSACTION CONTROLS AND 

DOCUMENTATION. 

The Department o f  Revenue (DOR)  h a s  developed a  s a l e s  t a x  a c c o u n t s  

r e c e i v a b l e  system t o  moni to r  $24 m i l l i o n  i n  s a l e s  and u s e  t a x  r e c e i v a b l e s  

and a  payments system t h a t  r e c o r d s  and r e p o r t s  approx imate ly  $800 m i l l i o n  

i n  s a l e s  t a x e s  c o l l e c t e d  a n n u a l l y .  Our review of t h e s e  sys tems r e v e a l e d  

t h a t :  1 )  c o n t r o l  over  a c c o u n t i n g  t r a n s a c t i o n s  i s  n o t  adequa te ,  2 )  no 

r e g u l a r  reviews a r e  made of t h e  i n f o r m a t i o n  i n  e i t h e r  sys tem,  and 3) bo th  

systems c o n t a i n  i n a c c u r a t e  o r  i n a p p r o p r i a t e  i n f o r m a t i o n .  

ACCOUNTS RECEIVABLE SYSTEM 

During f i s c a l  y e a r  1979-80, DOR developed a n  a c c o u n t s  r e c e i v a b l e  sys tem 

t h a t  was des igned t o  c o n s o l i d a t e  a v a i l a b l e  i n f o r m a t i o n  and t o  a i d  i n  t h e  

c o l l e c t i o n  o f  approx imate ly  19,000 s a l e s  and u s e  t a x  a c c o u n t s  amounting t o  

$24 m i l l i o n .  The development o f  t h e  c u r r e n t  system r e p r e s e n t s  a  

s u b s t a n t i a l  improvement i n  t h a t ,  p r i o r  t o  August 1979*: 

1. Accounts r e c e i v a b l e  i n f o r m a t i o n  r e g a r d i n g  one t axpayer  could  have 

been d i s t r i b u t e d  among e l e v e n  d i f f e r e n t  f i l e s .  

2 .  The Department d i d  n o t  have t h e  c a p a b i l i t y  t o  produce a  

c o n s o l i d a t e d  a c c o u n t s  r e c e i v a b l e  b i l l i n g  f o r  s a l e s  o r  u s e  

t axpayers .  

3. The Department was n o t  a b l e  t o  t a l l y  t h e  t o t a l  amount of s a l e s  

and use  t a x  a c c o u n t s  r e c e i v a b l e .  

* Appendix XV c o n t a i n s  a complete l i s t  o f  t h e  improvements t h a t  t h e  
Department r e p o r t s  have been made i n  t h e  a c c o u n t s  r e c e i v a b l e  f u n c t i o n  
d u r i n g  t h e  l a s t  y e a r .  



Despi te  t h e  new system, a s  o f  October  1980, improvements s t i l l  needed t o  

be made i n  a c c o u n t s  r e c e i v a b l e  in format ion :  

1. I n d i v i d u a l  account  ba lances  may be u n r e l i a b l e  because  of a  h i g h  e r r o r  U 
r a t e .  

2. The accounts  r e c e i v a b l e  sys tem i s  burdened u n n e c e s s a r i l y  w i t h  accounts  

f o r  which t h e r e  i s  no hope of c o l l e c t i o n .  

Unless  t h e s e  problems a r e  e l i m i n a t e d ,  t h e  S t a t e  may l o s e  s i g n i f i c a n t  s a l e s  

and u s e  t a x  revenues ,  D O R ' s  c o l l e c t i o n  f u n c t i o n  w i l l  con t inue  t o  be 

impaired and a n t i c i p a t e d  b e n e f i t s  of t h e  Depar tment ' s  planned automated 

accounts  r e c e i v a b l e  sys tem may n o t  be f u l l y  r e a l i z e d .  (I 

High E r r o r  Rate  

A s  a  p a r t  o f  o u r  a u d i t  of D O R ' s  s a l e s  and use  t a x  a c c o u n t s  r e c e i v a b l e  

system, we reviewed 7 1  i n d i v i d u a l  account  b a l a n c e s  t o  a s c e r t a i n  if t h e y  @ 
were recorded  c o r r e c t l y .  We found t h a t  t h e  i n c i d e n c e  of e r r o r  i n  t h e  

account  b a l a n c e s  we reviewed was h i g h  enough t o  r a i s e  s e r i o u s  q u e s t i o n s  

regard ing  t h e  a c c u r a c y  of a l l  i n d i v i d u a l  account  b a l a n c e s  i n  t h e  system 

and t h e  accuracy  of t h e  $24 m i l l i o n  t o t a l  s a l e s  and u s e  t a x  accounts  

r e c e i v a b l e  recorded by DOR. 
0 

We s e l e c t e d  7 1  i n d i v i d u a l  a c c o u n t s  randomly from t h e  approx imate ly  19,000 

i n d i v i d u a l  a c c o u n t s  i n  s a l e s  and use  t a x  accounts  r e c e i v a b l e  a s  o f  August (I 
1980. We compared t h e  e n t r i e s  on t h e  7 1  accounts  r e c e i v a b l e  c a r d s  w i t h  

documents l o c a t e d  i n  t h e  t a x p a y e r  m a s t e r  f i l e s . "  D i f f e r e n c e s  between t h e  

i n f o r m a t i o n  i n  t h e  t axpayer  m a s t e r  f i l e  and t h e  a c c o u n t s  r e c e i v a b l e  sys tem 

were c o n s i d e r e d .  e r r o r s ,  based on t h e  assumption t h a t  t h e  i n f o r m a t i o n  i n  a 
t h e  mas te r  f i l e  was correct .** Table  14 p r e s e n t s  t h e  r e s u l t s  o f  o u r  

review of  t h e  accounts  r e c e i v a b l e .  

* Appendix X V I  c o n t a i n s  a  l i s t  o f  i n f o r m a t i o n  t h a t  shou ld  be i n  t h e  
t a x p a y e r  m a s t e r  f i l e s .  

** One DOR o f f i c i a l  s t a t e d  t h a t  some of t h e  i n f o r m a t i o n  i n  t h e  t a x p a y e r  
m a s t e r  f i l e s  might n o t  be complete  o r  a c c u r a t e .  We were unab le  t o  a 
v e r i f y  t h a t  s t a t e m e n t .  



TABLE 14 

SUMMARY REVIEW RESULTS FOR DORIS 
SALES AND USE TAX ACCOUNTS RECEIVABLE 

D e s c r i p t i o n  of R e s u l t s  
Number of T o t a l  Recorded 

Accounts L i a b i l i t y  

In format ion  n o t  a v a i l a b l e  t o  v e r i f y  
t h e  c o r r e c t n e s s  of i n d i v i d u a l  b a l a n c e s  2 5 

I n d i v i d u a l  b a l a n c e s  agreed wi th  
i n f o r m a t i o n  i n  t axpayer  m a s t e r  f i l e s  25 

I n d i v i d u a l  b a l a n c e s  d i d  - n o t  a g r e e  
wi th  i n f o r m a t i o n  i n  t a x p a y e r  m a s t e r  
f i l e s  23 - 

T o t a l s  

A s  shown i n  Table  1 4 ,  we were n o t  a b l e  t o  v e r i f y  t h e  accuracy  o f  25 o f  t h e  

i n d i v i d u a l  b a l a n c e s  reviewed because  documentat ion could  n o t  be l o c a t e d  i n  

t h e  t axpayer  mas te r  f i l e s .  Tab le  14 a l s o  shows t h a t  f o r  t h e  46 i n d i v i d u a l  

b a l a n c e s  f o r  which documentat ion was a v a i l a b l e ,  t h e  recorded b a l a n c e  f o r  

23 of t h e  accounts  d i d  n o t  c o i n c i d e  w i t h  i n f o r m a t i o n  found i n  t h e  t a x p a y e r  

m a s t e r  f i l e s .  The d i f f e r e n c e  between t h e  i n f o r m a t i o n  i n  t h e  t axpayer  

f i l e s  and t h e  recorded b a l a n c e s  f o r  t h e s e  23 a c c o u n t s  w a s  t h a t  t h e  

recorded b a l a n c e s  were u n d e r s t a t e d  by $5,995,  o r  approx imate ly  t e n  p e r c e n t  

of t h e  recorded l i a b i l i t y  o f  $60,763. While no s t a t i s t i c a l  i n f e r e n c e  can  

be drawn from o u r  sample s i z e ,  i f  t h e  e r r o r  r a t e  exper ienced  i n  o u r  sample 

i s  r e p r e s e n t a t i v e  o f  t h e  e r r o r  r a t e  f o r  approx imate ly  $24 m i l l i o n *  i n  

s a l e s  and use  t a x  a c c o u n t s  r e c e i v a b l e ,  t h e n  D O R ' s  f i n a n c i a l  s t a t e m e n t s  may 

be m i s s t a t e d  m a t e r i a l l y .  

* T h i s  amount i s  n e t  of t h e  $795,835 due t o  t a x p a y e r s  (page 96) .  



Based on o u r  review,  i t  a p p e a r s  t h a t  t h e  major c a u s e  of t h e  e r r o r s  noted 

l i e s  i n  t h e  o r i g i n a l  d e t e r m i n a t i o n  of i n d i v i d u a l  account  ba lances .  Th i s  

is  no t  s u r p r i s i n g ,  g i v e n  t h a t  16 peop le  worked from J u l y  th rough  September 9 
1979, c o n s o l i d a t i n g  accounts  r e c e i v a b l e  i n f o r m a t i o n  from e l e v e n  d i f f e r e n t  

sources  t o  de te rmine  t h e  i n d i v i d u a l  account  b a l a n c e s  we reviewed. The 

work of t h e s e  employees was reviewed on ly  on a  sample b a s i s ,  and no 

subsequent  fo rmal ized  review of  t h e  accounts  r e c e i v a b l e  r e c o r d s  h a s  been (I 

conducted.  I n  a d d i t i o n ,  DOR does  n o t  have a n  i n t e r n a l  f i n a n c i a l  a u d i t  

f u n c t i o n  t o  perform r e g u l a r  reviews o f  f i n a n c i a l  d a t a .  

F i n a l l y ,  i t  shou ld  be no ted  t h a t ,  s i n c e  t h e  e s t a b l i s h m e n t  of DOR i n  1974, a 
t h e  O f f i c e  of t h e  Audi to r  General  h a s  n o t  been a b l e  t o  conduct a  f u l l  

f i n a n c i a l  a u d i t  of DOR because  of F e d e r a l  and S t a t e  s t a t u t o r y  l i m i t a t i o n s  

on a c c e s s  t o  c e r t a i n  DOR t axpayer  i n f o r m a t i o n .  

Overburdened With E s s e n t i a l l y  U n c o l l e c t i b l e  Accounts 

A s  p a r t  of o u r  review of a c c o u n t s  r e c e i v a b l e ,  we e s t a b l i s h e d  a n  ag ing  

schedu le  f o r  t h e  7 1  account  b a l a n c e s  sampled. The ag ing  r e v e a l e d  t h a t  a  

h i g h  p e r c e n t a g e  of t h e  a c c o u n t s  was more t h a n  a  y e a r  o l d  and,  t h e r e f o r e ,  

of d o u b t f u l  c o l l e c t i b i l i t y .  I n  a d d i t i o n ,  DOR r e c o r d s  i n d i c a t e d  t h a t  
4 

almost  two- th i rds  o f  $20 m i l l i o n *  i n  s a l e s  and u s e  t a x e s  r e c e i v a b l e  i s  

s i m i l a r l y  more t h a n  a  y e a r  o l d .  F i n a l l y ,  o u r  review of  accounts  

r e c e i v a b l e  revea led  t h a t  many of t h e  i n d i v i d u a l  ba lances  i n  t h e  accounts  (I 

r e c e i v a b l e  system a c t u a l l y  r e p r e s e n t  monies owed t o  t a x p a y e r s .  

The a g e s  of t h e  7 1  randomly s e l e c t e d  accounts  r e c e i v a b l e  were e s t a b l i s h e d  

through D O R ' s  m a s t e r  f i l e  documents, when t h e y  were a v a i l a b l e ,  o r  from t h e  # 
accounts  r e c e i v a b l e  c a r d s .  Tab le  15 shows t h a t  46 p e r c e n t  of t h e  accounts  

f o r  which an age could  be e s t a b l i s h e d  were more t h a n  a  y e a r  o l d .  

* The amount e x c l u d e s  approx imate ly  $4 m i l l i o n  i n  i n t e r e s t  and p e n a l t i e s  
t h a t  a r e  p a r t  o f  t h e  t o t a l  a c c o u n t s  r e c e i v a b l e .  



TABLE 1 5  

Age - 

Less t h a n  1 month 
1 t o  2 months 
2  t o  3 months 
3 t o  6  months 
6  months t o  1 y e a r  
1 t o  2 y e a r s  
2 t o  3 y e a r s  
3 t o  4  y e a r s  
4 t o  5 y e a r s  
5 y e a r s  and o l d e r  

T o t a l  

SUMMARY OF THE A G I N G  OF RANDOMLY 
SELECTED ACCOUNTS RECEIVABLE 

Number of 
Accounts Percen tage  

I n  a d d i t i o n ,  a DOR r e p o r t  d a t e d  August 1, 1980, i n d i c a t e s  t h a t  n e a r l y  

two- th i rds  and o n e - t h i r d ,  r e s p e c t i v e l y ,  of t h e  $20,384,238"" i n  s a l e s  and 

u s e  t a x e s  due t o  t h e  S t a t e  a r e  a t  l e a s t  two y e a r s  and f o u r  y e a r s  o l d ,  

r e s p e c t i v e l y .  Tab le  16 p r e s e n t s  t h e  a g i n g  shown i n  t h e  r e p o r t .  

TABLE 16 

A G I N G  OF SALES AND USE TAX RECEIVABLES 
PREPARED BY DOR AS OF AUGUST 1, 1980 

D o l l a r  
Amount*" Cumulative 

Date L i a b i l i t y  O r i g i n a t e d   ax o n l y )  Percen tage  P e r c e n t a g e  

1976 and e a r l i e r  
1977 
1978 
1979 and 1980 

T o t a l  

* We were unab le  t o  de te rmine  t h e  age  of t h r e e  o f  t h e  7 1  randomly 
s e l e c t e d  accounts  r e c e i v a b l e .  

** The amount exc ludes  $4 m i l l i o n  i n  i n t e r e s t  and p e n a l t i e s  t h a t  a r e  
p a r t  of t h e  t o t a l  a c c o u n t s  r e c e i v a b l e .  



Our review of the 71 sampled accounts receivable also revealed that a 

significant number of balances in the accounts receivable system are not 

receivables at all, but rather are amounts owed by the State to the 

taxpayer. According to our analysis, in eleven of the 71 sampled 

accounts, the State owed money to taxpayers. Further, the previously 

mentioned August 1, 1980, DOR report indicated that $795,875 in monies 

owed to taxpayers was carried in the accounts receivable system. 

It should be noted that as of July 1, 1980, DOR instituted procedures 

which allow for the removal of uncollectible and Due to Taxpayer accounts 

from the accounts receivable system. According to DOR records, as of 

December 1, 1980, 108 uncollectible accounts, amounting to $1,037,079, 

have been removed from the system since adoption of the new procedures. 

The new procedures notwithstanding, a significant number of individual 

balances in the accounts receivable system: 1) still have been long 

outstanding and, theref ore, are of doubtful collectibility, or 2) still 

actually represent monies owed to taxpayers. These accounts not only 

overburden the system, but retention of the uncollectible accounts may 

also result in the overstatement of monies owed to DOR and ultimately 

impact on the accuracy of DOR's financial statements. As a result, DOR 

needs to adopt additional procedures to remove uncollectible accounts and 

accounts that represent monies owed to taxpayers from the accounts 

receivable system. 

Automated System Is Expected to Help 

DOR is developing an automated accounts receivable system that will 

interface with its other automated sales tax systems. The system is 

scheduled to be implemented in October 1981. According to DOR officials, 

system development was on schedule as of November 1980, and the major 

improvements expected from the automated accounts receivable system are: 



" a )  The system w i l l  p rov ide  math and d a t a  checks  on 
t h e  computer which a r e  n o t  now a v a i l a b l e .  Any 
math check t h a t  i s  c u r r e n t l y  performed i s  being 
manually accomplished i n  t h e  e d i t  c y c l e .  S i n c e  
t ime c o n s t r a i n t s  p r o h i b i t  e x t e n s i v e  e d i t  t i m e ,  t h e  
math check i s  n o t  a s  comprehensive a s  t h e  
automated system w i l l  be. 

"b )  S i n g l e  e n t r y  o f  documents f o r  b o t h  revenue 
d i s t r i b u t i o n  and A / R  ( ~ c c o u n t s  Rece ivab le )  . 
C u r r e n t l y  t h e s e  a r e  s e p a r a t e  sys tems r e q u i r i n g  
redundant  e n t r y .  

" c )  Regular  b i l l i n g  o f  a l l  r e c e i v a b l e s  which i s  
i n t e g r a t e d  w i t h  de l inquency  runs .  I n  a d d i t i o n ,  
b i l l i n g s  w i l l  be more complete and w i l l  be on d a t a  
p r o c e s s i b l e  forms. 

" d )  Automatic a l l o c a t i o n  of payments. C u r r e n t l y ,  
c l e r k s  must a l l o c a t e  p a r t i a l  payments of 
r e c e i v a b l e  monies. 

" e )  Automatic l i e n  g e n e r a t i o n  and l i e n  r e l e a s e  
p roduc t ion .  T h i s  w i l l  a l l o w  f o r  a  s i g n i f i c a n t  
i n c r e a s e  i n  t h e  number o f  l i e n s  f i l e d  and t h e  
speed o f  f i l i n g  a s  c l e r k s  w i l l  o n l y  have t o  
perform q u a l i t y  c o n t r o l  checks .  

"f) Automatic g e n e r a t i o n  of l i q u o r  and c o n t r a c t o r  
compla in t s .  

" g )  The a b i l i t y  t o  g e n e r a t e  a  number o f  r e p o r t s  n o t  
c u r r e n t l y  f e a s i b l e  such a s  

" e  T o t a l  number of accounts  and d o l l a r s  i n  t h e  
system each month. 

" e  S t r a t i f i c a t i o n  of a c c o u n t s  by m u l t i p l e  l e v e l s  
f o r  each i n  ass ignment  t o  c o l l e c t i o n  s t a f f .  

" e  Aging of  r e c e i v a b l e .  

" e  Prompt r e a c t i o n  t o  d e l i n q u e n t  pa r t -pay  
accounts .  

"e  I n t e r a c t i o n  o f  r e c e i v a b l e s ,  de l inquency  and 
l i c e n s i n g  programs. 

" 8  Terminal a c c e s s  t o  A/R ( ~ c c o u n t s  ~ e c e i v a b l e )  
t o  i n c r e a s e  f l e x i b i l i t y  o f  s t a f f  i n  
r e c e i v a b l e s ,  c o l l e c t i o n s  and t a x p a y e r  
a s s i s t a n c e  t o  a c c e s s  t h e  d a t a .  

"h) S u b s t a n t i a l l y  improved p r o c e s s i n g  t ime.  . A l l  
r e c e i v a b l e s  w i l l  be pos ted  i n  t h e  normal c y c l e ,  a  
p e r i o d  of days  r a t h e r  t h a n  weeks, t h u s  improving 
t h e  accuracy  and c r e d i b i l i t y  of t h e  d a t a . "  



Such b e n e f i t s  appear  t o  be promising, but t h e  high e r r o r  r a t e  i n  

i nd iv idua l  account balances we observed during our  sample of i nd iv idua l  

accounts  may f o r e s t a l l  many of t h e  a n t i c i p a t e d  b e n e f i t s  of  t h e  new 

system. Q u i t e  s imply,  i f  misinformation i s  en te red  i n t o  t he  new automated 

system, i t  w i l l  be d i f f i c u l t  t o  determine i f  e r r o r s  generated by t h e  new 

system a r e  t h e  r e s u l t  of problems with t h e  new system o r  problems with t h e  

d a t a  i npu t  i n t o  t h e  system. F u r t h e r ,  i t  i s  important t h a t  e r r o r s  i n  

i n d i v i d u a l  accounts  r ece ivab le  ba lances  be co r r ec t ed  before  DOR i n c u r r s  

t he  c o s t s  of t r a n s f e r r i n g  those  account balances t o  t h e  new system. 

YEAR-TO-DATE PAYIlENTS FILE 

During f i s c a l  yea r  1979-80, DOR c o l l e c t e d  i n  excess  of $800 m i l l i o n  from 

more than  70,000 s a l e s  t a x  l i c e n s e e s .  The Department uses  an automated 

system t o  record t h e  s a l e s  t a x  payments i n  a  year- to-date  payments f i l e  

which inc ludes  a  record of  t o t a l  t axes  remi t ted  by each taxpayer  f o r  

f i s c a l  yea r s  1977-78, 1978-79 and 1979-80. A s  a  p a r t  of our  a u d i t ,  we 

reviewed t h e  f i l e  and found a  s i g n i f i c a n t  number of i n d i v i d u a l  accounts 

t h a t  showed nega t ive  t ax  payment ba lances  f o r  an e n t i r e  f i s c a l  y e a r ,  which 

i s  impossible .  When a u d i t  s t a f f  brought t h i s  t o  t he  a t t e n t i o n  of 

Department o f f i c i a l s ,  they were ab l e  t o  exp la in  reasons  f o r  t a x  c r e d i t s ,  

but were unable t o  j u s t i f y  account ing e n t r i e s  which caused t h e  negat ive 

tax  payment balances t o  show up on t h e  year- to-date  payments f i l e .  

Through use of our  gene ra l i zed  a u d i t  sof tware package, we reviewed a l l  

134,781 l i c e n s e e s  contained i n  t h e  year- to-date  payment f i l e  a s  of 

June 30,  1980, and e x t r a c t e d  a l l  l i c e n s e e  accounts  which showed negat ive 

t ax  payment balances dur ing  f i s c a l  y e a r s  1977-78, 1978-79 o r  1979-80. 

Table 17 t a b u l a t e s  t h e  r e s u l t s  of t h i s  ana lys i s .  



TABLE 17 

SUMMARY OF D O R I S  SALES TAX YEAR-TO-DATE PAYMENT FILE 
RECORDS WHICH SHOWED NEGATIVE TAX PAYMENT BALANCES FOR LICENSEES 

D U R I N G  FISCAL YEARS 1977-78, 1978-79 OR 1979-80 

F i s c a l  Number of To ta l  of t h e  Negative 
Year Licensees Tax Payment Balances 

A s  shown i n  Table 17 ,  t h e  s a l e s  t a x  year- to-date  payment f i l e  a s  of 

June 30, 1980, contained 542 l i c e n s e e  accounts  with $1,578,061 i n  nega t ive  

t a x  payment balances f o r  f i s c a l  y e a r  1979-80. I n  o r d e r  t o  determine the  

na ture  of nega t ive  t a x  amounts, we reviewed i n  d e t a i l  a l l  l i c e n s e e  

accounts with negat ive  t ax  payment balances i n  excess  of $25,000 f o r  

f i s c a l  year  1979-80. The t e n  accounts  amounted t o  $1,015,398, o r  almost 

two-thirds  o f  $1,578,061 i n  t o t a l  nega t ive  t a x  payment balances f o r  t h a t  

f i s c a l  year .  Table 18 p resen t s  t he  r e s u l t s  o f  t h i s  a n a l y s i s .  



TABLE 18 

ANALYSIS OF TEN TAXPAYERS ACCOUNTS WITH NEGATIVE TAX 
PAYMENTS I N  EXCESS OF $25,000 I N  THE YEAR-TO-DATE 

PAYMENT FILE D U R I N G  FISCAL YEAR 1979-80 

T o t a l  S a l e s  Tax 
Case Payments Recorded i n  Reason f o r  
l imbe r  Year-to-Date Payment F i l e  Negative Tax Payment Balances 

1 $ (28,691)  $38,886 $117,039 A 12/79 refund of  $30,535 
r e s u l t i n g  from a  DOR a u d i t  .* 

2 (84,687)  49,240 53,192 A 1/80 t r a n s f e r  of  $110,765 
i n  t a x  payments p r ev ious ly  
r emi t t ed  f o r  t h e  per iod 
1/77-7/79 under  a  d i f f e r e n t  
t axpayer  l i c e n s e  number. 

A 12/79 t r a n s f e r  of  $69,743 
i n  t a x  payments p r ev ious ly  
r emi t t ed  f o r  t h e  per iod  
8/77-2/79 under a  d i f f e r e n t  
t axpayer  l i c e n s e  number. 

An 8/79 t r a n s f e r  of $59,516 
i n  t a x  payments p r ev ious ly  
r emi t t ed  f o r  t h e  per iod  
9/76-9/79 under  a  d i f f e r e n t  
t axpayer  l i c e n s e  number. 

A 12/79 t r a n s f e r  of $41,063 
i n  t a x  payments p r ev ious ly  
r emi t t ed  f o r  t h e  per iod  
12/76-9/79 under  a  d i f f e r e n t  
t axpayer  l i c e n s e  number. 

A refund of $29,251 
r e s u l t i n g  from a  DOR aud i t "  
f o r  t h e  pe r i od  1/76-5/77. 

An 8/79 refund of $243,090 
r e s u l t i n g  from a  DOR aud i t "  
f o r  t h e  per iod  1/73-9/75. 

* These a u d i t s  were performed by D O R ' s  s a l e s  and u se  t a x  a u d i t  s t a f f .  
( s e e  Finding 11) 



T o t a l  S a l e s  Tax 
Case Payments Recorded i n  
Number Year-to-Date Payment F i l e  

Reason f o r  
Negat ive  Tax Pavment Balances 

An 11/79,  1 /80 and a  4/80 
t r a n s f e r  of $1,737,087 i n  
t a x  payments p r ev ious ly  
r emi t t ed  f o r  7/79,  8/79 and 
9/79 under a  d i f f e r e n t  
t axpayer  l i c e n s e  number. 

A 9/79 t r a n s f e r  of $43,801 
i n  t a x  payments p r ev ious ly  
r emi t t ed  f o r  t h e  per iod  
1/79-4/79 

A 12/79 refund of $29,531 i n  
t ax  payments f o r  a  per iod  
between 7/76 and 7/79. 
Payments were based on a  
r e l a t e d  c o u r t  case .  No DOR 
a u d i t  w a s  conducted. 

A s  shown i n  Tab le  18, s i x  o f  t h e  t e n  nega t i ve  t a x  payment ba lances  were 

t h e  r e s u l t  of t r a n s f e r s  from one taxpayer  l i c e n s e  number t o  a n o t h e r ,  t h r e e  

were t h e  r e s u l t  of  DOR s a l e s  t a x  a u d i t s  and one ca se  was a refund based on 

a  r e l a t e d  c o u r t  dec i s i on .  F ive  of t h e  s i x  t r a n s f e r s  from one t axpaye r  

l i c e n s e  number t o  ano the r  invo lved  t a x  payments r e ce ived  i n  one o r  more 

p r i o r  f i s c a l  y e a r s ,  a s  d id  t h e  f o u r  re funds .  

I t  should be noted t h a t  t axpaye r  l i c e n s e  numbers a r e  changed f o r  a  number 

of r e a sons ,  such a s  changes i n  l e g a l  ownership,  a d d i t i o n  of  new l o c a t i o n  

wi thout  f i l i n g  a  conso l i da t ed  r e t u r n  o r  changing t o  a  conso l i da t ed  f i l i n g  

s t a t u s  f o r  a m u l t i p l e - l o c a t i o n  taxpayer .  F i n a l l y ,  we were n o t  a b l e  t o  

v e r i f y  t h e  nega t i ve  t a x  payment ba lance  shown f o r  Case 8 i n  Tab le  18. I t  

appears  t h a t  t h e  S t a t e  p o r t i o n  of  t h e  t a x p a y e r ' s  J u l y  1979 s a l e s  t a x  

r emi t t ance  was i n c o r r e c t l y  t r a n s f e r r e d  twice.  S t a f f  a u d i t o r s  r epo r t ed  t h e  

e r r o r  t o  DOR o f f i c i a l s ,  who promised t o  t ake  c o r r e c t i v e  a c t i o n .  



There a r e  two pr imary consequences of c u r r e n t  DOR r e c o r d i n g  p rocedures  f o r  

refunds  and t r a n s f e r s .  F i r s t ,  when a u d i t  r e f u n d s  o r  t r a n s f e r s  i n c l u d e  

p r i o r  f i s c a l  y e a r s '  payments, c u r r e n t - y e a r  t a x  payments f o r  a  l i c e n s e e  a r e  

u n d e r s t a t e d  and,  i n  t h e  c a s e  of t a x  payment t r a n s f e r s  t o  a  new l i c e n s e  

number, c u r r e n t - y e a r  t a x  payments a r e  g r o s s l y  o v e r s t a t e d  f o r  t h e  new 

l i c e n s e  number. 

Second, improper r e c o r d i n g  o f  t r a n s f e r s  could  r e s u l t  i n  improper  

d i s t r i b u t i o n s  of s a l e s  t a x  funds  t o  Arizona c o u n t i e s  and c i t i e s .  One of 

t h e  t r a n s f e r s  we reviewed invo lved  a  t a x p a y e r  w i t h  l o c a t i o n s  i n  s e v e r a l  

c o u n t i e s .  DOR t r a n s f e r r e d  t a x  payments from one coun ty  on ly ,  when t h e  

t r a n s f e r  should  have been a l l o c a t e d  from two c o u n t i e s .  A s  a  r e s u l t ,  one 

c o u n t y ' s  base  f o r  s a l e s  t a x  d i s t r i b u t i o n  d u r i n g  t h r e e  months was 

u n d e r s t a t e d  whi le  t h e  o t h e r  c o u n t y ' s  b a s e  was o v e r s t a t e d .  

According t o  DOR o f f i c i a l s ,  t r a n s f e r s  from one t a x p a y e r  l i c e n s e  number t o  

a n o t h e r  f r e q u e n t l y  a r e  made when t h e  c o l l e c t i o n s  o r  a u d i t  s e c t i o n s  

d i s c o v e r  t h a t  a  t axpayer  h a s  been r e m i t t i n g  t a x  payments under  a n  o ld  

t axpayer  l i c e n s e  number a f t e r  a  new number was e s t a b l i s h e d .  DOR does  n o t  

review r e g u l a r l y  t h e  c o n t e n t s  o f  t h e  year - to -da te  payments f i l e  p r i m a r i l y  

because i t  does n o t  have a n  i n t e r n a l  a u d i t  f u n c t i o n .  A r e g u l a r  review 

a p p e a r s  t o  be i n  o r d e r  because  1 )  D O R ' s  c o l l e c t i o n  and a u d i t  s t a f f s  may 

i n i t i a t e  such  t r a n s f e r s  w i t h o u t  p r e s e n t i n g  s u p p o r t i n g  documentat ion and d 
2 )  DOR o f f i c i a l s  cannot  e x p l a i n  why p r i o r - y e a r  t a x  payments were 

t r a n s f e r r e d  a g a i n s t  c u r r e n t - y e a r  t a x  payments. 

I t  shou ld  be noted t h a t  t h e  f i s c a l  y e a r  1980-81 DOR a p p r o p r i a t i o n  inc luded  

funds  t o  e s t a b l i s h  a  f i s c a l  a f f a i r s  a d m i n i s t r a t o r  p o s i t i o n .  During 

November 1980, DOR was i n  t h e  p r o c e s s  of h i r i n g  a  pe rson  t o  f i l l  t h e  new 

p o s i t i o n  a s  c o n t r o l l e r .  One o f  t h e  pr imary r e s p o n s i b i l i t i e s  o f  t h e  

c o n t r o l l e r  w i l l  be t o  e s t a b l i s h  account ing  p o l i c i e s  f o r  t h e  Department. 

T h i s  a p p e a r s  t o  be  a  p o s i t i v e  s t e p  because  DOR h a s  had no c e n t r a l i z e d  

c o n t r o l  o v e r  depar tmenta l  a c c o u n t i n g  p o l i c i e s .  



CONCLUSION 

The Department of Revenue collects in excess of $800 million annually in 

sales taxes. DOR has an accounts receivable system and a year-to-date 

payment system that aid in the collection, recording and distribution of 

sales tax payments. Despite the large number of transactions and the 

associated millions of dollars processed by the Department each year, 

DOR's accounting policies, procedures or records have not been thoroughly 

reviewed since the Department was created in 1974, because of the lack of 

an internal audit staff and statutory limitations imposed on outside 

auditors. 

RECOTJJENDATIONS 

The Department of Revenue should: 

1. Establish an internal audit staff, reporting to the DOR Director. 

2. Conduct an indepth review of current accounting procedures and 

develop written policies and procedures which are in compliance 

with State statutes and good accounting procedures. 

3. Prior to entering accounts receivable into the new automated 

system: 

b Determine the collectibility of all receivables more than a 

year old and purge those accounts deemed to be uncollectible. 

Determine the error rate in collectible receivables by 

conducting an indepth review of a statistically valid sample 

of the receivables, 
-* 

If the error rate established through the review exceeds an 

acceptable level, review and correct all collectible 

receivables, and 



Report  t h e  r e s u l t s  of t h i s  review,  i n c l u d i n g  t h e  accep t ab l e  

e r r o r  r a t e  e s t a b l i s h e d  by t h e  Department,  t o  t h e  J o i n t  

L e g i s l a t i v e  Budget Committee and/or  t h e  S p e c i a l  Committee on @ 
t h e  Department of  Revenue. 

The L e g i s l a t u r e  cons ide r  s t a t u t o r y  changes t o  a l l ow  f o r  a f u l l  independent 

a u d i t  of  t h e  Department of Revenue. a 



FINDING V I I  

BECAUSE A R I Z O N A  DOES NOT TAX THE CONSTRUCTION OF POWER-GENERATING 

FACILITIES AS OTHER STATES D O ,  BY 1986 A R I Z O N A  WILL LOSE SUBSTANTIAL SALES 

AND USE TAXES RELATED TO THE CONSTRUCTION OF THE PAL0 VERDE NUCLEAR 

GENERATING FACILITY AND OTHER POWER-GENERATING FACILITIES. 

A s  of  J u l y  1980, Arizona was one o f  o n l y  f o u r  s t a t e s  t h a t  a l l o w s  s a l e s  and 

use - tax  exemptions f o r  machinery o r  equipment used d i r e c t l y  i n  t h e  

p r o d u c t i o n  of e l e c t r i c a l  power. The exemption w i l l  c o s t  t h e  S t a t e  a  

s i g n i f i c a n t  amount i n  s a l e s  and u s e  t a x e s  r e l a t e d  t o  t h e  c o n s t r u c t i o n  of 

t h e  P a l o  Verde n u c l e a r  g e n e r a t i n g  f a c i l i t y  and o t h e r  power-generat ing 

f a c i l i t i e s .  

S a l e s  and Use Tax E x e m ~ t i o n s  

Arizona Revised S t a t u t e s  (A.R.s. ) $$42-1712 .01 .~ .4  and 42-1409.B.4 p rov ide  

s p e c i f i c  exemptions from s a l e s  and u s e  t a x e s ,  r e s p e c t i v e l y ,  f o r  c e r t a i n  

t y p e s  o f  e l e c t r i c a l  g e n e r a t i n g  and t r a n s m i s s i o n  equipment. A.R.S. 

$42-1312.01 . A . 4  s t a t e s  i n  p a r t :  

" . . . the  f o l l o w i n g  c a t e g o r i e s  s h a l l  a l s o  be exempt: 

"Tangible  p e r s o n a l  p r o p e r t y  c o n s i s t i n g  o f  machinery,  
equipment o r  t r a n s m i s s i o n  l i n e s  used d i r e c t l y  i n  t h e  
p roduc t ion  o r  t r a n s m i s s i o n  of e l e c t r i c a l  power ..." 
(A.R. S. $42-1409 .~ .4  i s  n e a r l y  i d e n t i c a l .  ) 

Our review revea led  t h a t :  1 )  Arizona i s  one of o n l y  f o u r  s t a t e s  p r o v i d i n g  

t h a t  exemption,  and 2 )  a Department o f  Revenue (DOR) i n t e r p r e t a t i o n  o f  

A.R.S. $542-1312.01.B.7 and 42-1409.C.7 h a s  r e s u l t e d  i n  a n  expansion of 

t h a t  exemption t o  i n c l u d e  f a c i l i t i e s  n o t  p r e v i o u s l y  exempted. 



Other  S t a t e s '  S t a t u t e s  

Our review o f  t h e  exemptions provided by t h e  45 s t a t e s  which l e v y  s a l e s  

and u s e  t a x e s  r e v e a l e d  t h a t  Arizona i s  one o f  o n l y  f o u r  s t a t e s  which a l l o w  9 
exemptions f o r  machinery and equipment s o l d  t o  p r i v a t e l y  owned u t i l i t y  

companies. Massachuse t t s ,  New J e r s e y  and V i r g i n i a  do n o t  t a x  t h e  s a l e  of 

machinery and equipment used d i r e c t l y  i n  t h e  p r o d u c t i o n  o f  e l e c t r i c a l  

power. A s  i n  Arizona,  t h e  s t a t u t o r y  exemptions provided by t h e  t h r e e  

s t a t e s  do n o t  i n c l u d e  m a t e r i a l s  used i n  t h e  c o n s t r u c t i o n  o f  b u i l d i n g s .  

I n t e r p r e t a t i o n  o f  Arizona S t a t u t e s  

A.R.S. §§42-1312.01.13.7 and 42-1409.C.7 i n c l u d e  a  p r o v i s i o n  t h a t  b u i l d i n g s  

a r e  n o t  exempted from s a l e s  and u s e  t a x e s :  

"The exemptions ... s h a l l  n o t  i n c l u d e :  

"Shops,  b u i l d i n g s ,  docks ,  d e p o t s  and a l l  o t h e r  
m a t e r i a l s  o f  whatever k ind o r  c h a r a c t e r  n o t  
s p e c i f i c a l l y  inc luded  a s  exempt." ( ~ r n ~ h a s i s  added) 

However, Arizona P u b l i c  S e r v i c e  Company (APS) contended t h a t  b u i l d i n g s  a t  

t h e  P a l o  Verde n u c l e a r  g e n e r a t i n g  f a c i l i t y  a r e  unique by v i r t u e  o f  t h e i r  
111 

e s s e n t i a l i t y  t o  t h e  o p e r a t i o n  o f  t h e  f a c i l i t y ,  and t h a t  a  s u b s t a n t i a l  

number of t h o s e  b u i l d i n g s  should be exempt from s a l e s  and u s e  t a x e s .  An 

agreement was reached i n  August 1979 among APS, t h e  O f f i c e  of t h e  At to rney  

General  and DOR t h a t  provided f o r  t h e  exemption of c e r t a i n  b u i l d i n g s  a t  
4 

t h e  P a l o  Verde n u c l e a r  g e n e r a t i n g  f a c i l i t y  from s a l e s  and u s e  t a x e s .  



A s  a  r e s u l t  of t h e  agreement ,  Arizona i s  t h e  o n l y  s t a t e  t h a t  exempts 

b u i l d i n g s  such a s  t h o s e  a t  t h e  Pa lo  Verde f a c i l i t y  from s a l e s  and use  

t axes .  The o t h e r  t h r e e  s t a t e s  t h a t  a l l o w  s a l e s  and use- tax exemptions f o r  

machinery and equipment purchased f o r  power-generating f a c i l i t i e s  have not  

extended t h a t  exemption t o  b u i l d i n g s  a t  n u c l e a r  g e n e r a t i n g  f a c i l i t i e s .  A 

Massachuset ts  u t i l i t y  company c u r r e n t l y  i s  c h a l l e n g i n g  t h e  Massachuse t t s  

Department of Revenue 's  r e f u s a l  t o  a l l o w  such  a n  exemption on t h e  same 

grounds used by APS t o  have i t s  s a l e s  and use - tax  exemption extended. 

However, t h a t  s t a t e ' s  Department o f  Revenue i n t e n d s  t o  c o n t i n u e  

d i s a l l o w i n g  t h e  exemption pending a  d e c i s i o n  of t h e  Massachuset ts  

A p p e l l a t e  Tax Board. 

The Arizona agreement p r o v i d e s ,  i n  e f f e c t ,  g u i d e l i n e s  which e s t a b l i s h  t h e  

t a x  s t a t u s  of m a t e r i a l s  i n c o r p o r a t e d  i n t o  b u i l d i n g s  a t  t h e  P a l o  Verde 

f a c i l i t y .  Tax s t a t u s  i s  dependent on t h e  purpose  s e r v e d  by t h e  

s t r u c t u r e .  APS argued t h a t  because of t h e  e s s e n t i a l  n a t u r e  o f  some 

b u i l d i n g s ,  wi thou t  which t h e  f a c i l i t y  could  n o t  o p e r a t e ,  t h e  s t r u c t u r e s  

should q u a l i f y  f o r  exemption. T h e r e f o r e ,  m a t e r i a l s  used i n  b u i l d i n g s  

cons idered  v i t a l  t o  t h e  g e n e r a t i o n  o f  e l e c t r i c a l  power a r e  exempt from 

s a l e s  and u s e  t a x e s .  

The g u i d e l i n e s  a l s o  a r e  des igned  t o  f a c i l i t a t e  a u d i t i n g  t h e  n m e r o u s  

c o n t r a c t o r s  and s u p p l i e r s  invo lved  i n  t h e  c o n s t r u c t i o n  o f  t h e  P a l o  Verde 

i n s t a l l a t i o n .  However, a s  of October  1980,  o n l y  one of 12 major  s u p p l i e r s  

had been a u d i t e d  by DOR. The Chief Audi to r  f o r  DOR s a i d  t h a t  t h e  agency 

p l a n s  t o  a u d i t  t h e  o t h e r  c o n t r a c t o r s  and s u p p l i e r s  when t h e  o p p o r t u n i t y  t o  

maximize revenues  from such a u d i t s  i s  b e s t .  

The g u i d e l i n e s  p r o v i d e  tax-exempt s t a t u s  f o r  27 of 46 permanent b u i l d i n g s  

and p a r t i a l l y  exempt s t a t u s  f o r  s i x  permanent s t r u c t u r e s .  De te rmina t ion  

of t h e  p o r t i o n  o f  a  b u i l d i n g  s u b j e c t  t o  exemption i s  based on t h e  t ime  

d u r i n g  which t h e  b u i l d i n g  w i l l  be used i n  t h e  power-generat ing o p e r a t i o n  

and the. a r e a  o f  t h e  b u i l d i n g  occupied by power-generat ing equipment.  The 

P a l o  Verde n u c l e a r  g e n e r a t i n g  s t a t i o n  b u i l d i n g s  which a r e  t o t a l l y  o r  

p a r t i a l l y  t a x  exempt and t h e  purpose  s e r v e d  by e a c h  a r e  shown i n  T a b l e  19.  



TABLE 19 

S t ruc tu re*  

Containment 

Auxi l iary  

PAL0 VERDE NUCLEAR GENERATING STATION BUILDINGS TOTALLY 
OR PARTIALLY EXEMPT FHOM SALES A N D  USE TAXES 

Percentage 
of S t r u c t u r e  

Exempt from 
S a l e s  and 

Use Tax Purpose o f  S t r u c t u r e  

Houses r e a c t o r  v e s s e l  and two steam gene ra to r s .  

Houses safeguard system, chemical and volume c o n t r o l  system, 
coo l ing  water and v e n t i l a t i o n  systems, maintenance acces s  
c o n t r o l .  

Fuel 100 Houses used f u e l  pool and new f u e l  s to rage .  

Turbine 

Radioact ive  waste 

Houses t u r b i n e  gene ra to r ,  condensor,  components of main steam 
system, main and a u x i l i a r y  feedwater systems, secondary 
chemical c o n t r o l  system. 

100 Houses l i q u i d ,  s o l i d  and gaseous r a d i o a c t i v e  waste sys tems,  
boron ( sa fegua rd )  system. 

Cooling towers and i n t a k e  100 Cools water used i n  condensor-cooling process .  

Switchyard f a c i l i t y  and a s soc i a t ed  
bulk t r ansmis s ion  towers 

Water rec lamat ion f a c i l i t y  

100 Trans fe r s  power t o  t r ansmis s ion  l i n e s .  

100 Houses equipment used t o  p u r i f y  e f f l u e n t  t o  be used i n  
cool ing  system. 

Main steam suppor t  100 Houses p ipes  which c a r r y  steam t o  t u rb ine .  

Reservoir ,  sp ray  ponds and evapora t ion  
ponds 

Containment b u i l d i n g ' s  permanently 
a f f ixed  work p l a t fo rms  

Control  

100 Provide water f o r  r e f u e l i n g  and emergency c o r e  cool ing  system. 

53.14 Allow personnel  t o  i n s p e c t  and r e p a i r  w i th in  t h e  containment 
bu i ld ing .  

Houses c o n t r o l ,  computer and cable-spreading rooms, 
swi tchgear  and b a t t e r y  rooms. 

* The fo l lowing a r e  not exempt: d i e se l -gene ra t ing  s t r u c t u r e ;  water rec lamat ion 
o p e r a t i o n s ,  equipment and s t o r a g e  bu i ld ings ;  sewage t rea tment  p l a n t ;  water 
demine ra l i za t ion  s t r u c t u r e ;  f i r e  s t a t i o n ;  guardhouse; s e r v i c e  s t r u c t u r e ;  maintenance 

w 
o s t r u c t u r e ;  c a l i b r a t i o n  shop; me te ro log ica l  tower;  admin i s t r a t i on  bu i ld ing  and t h e  
m maintenance shop annex. Eleven temporary bu i ld ings  used du r ing  c o n s t r u c t i o n  a r e  

f u l l y  t axab le .  



APS h a s  e s t i m a t e d  t h a t  c o s t s  i n c u r r e d  i n  t h e  c o n s t r u c t i o n  o f  t h e  P a l o  

Verde f a c i l i t y ,  exc lud ing  i n t e r e s t  on funds  used d u r i n g  c o n s t r u c t i o n ,  

t r a n s m i s s i o n  l i n e s ,  s w i t c h y a r d s ,  t a x e s ,  n u c l e a r  f u e l ,  s t a r t - u p  c o s t s ,  

o p e r a t i n g  and maintenance expenses  and c a p i t a l i z e d  t r a i n i n g ,  w i l l  t o t a l  

$3.607 b i l l i o n  a t  complet ion i n  1986. However, because  APS cannot  f u r n i s h  

c u r r e n t  o r  p r o j e c t e d  c o s t s  a s s o c i a t e d  w i t h  each s t r u c t u r e ,  we were unable  

t o  de te rmine  t h e  t a x  revenue t h e  S t a t e  w i l l  l o s e  because  o f  t h e  

exemptions.* It  should be noted t h a t  if t h e  c o n s t r u c t i o n  of t h e  Pa lo  

Verde p r o j e c t  were f u l l y  t a x e d ,  t h e  S t a t e  would r e a l i z e  $144,288,000"* 

from t h i s  p r o j e c t .  T h e r e f o r e ,  i t  i s  r e a s o n a b l e  t o  assume t h a t  t h e  exempt 

s a l e s  t a x  s t a t u s  o f  t h e  33 b u i l d i n g s ,  t h e  l a r g e s t  a t  t h e  P a l o  Verde 

f a c i l i t y ,  w i l l  c o s t  t h e  S t a t e  a  s u b s t a n t i a l  amount i n  s a l e s  and u s e  t a x e s  

by 1986. Appendix X V I I  d e p i c t s  t h e  completed p r o j e c t  and i d e n t i f i e s  t h e  

t a x  s t a t u s  o f  each s t r u c t u r e .  

APS s h a r e s  ownership o f  t h e  P a l o  Verde f a c i l i t y  w i t h  f o u r  o t h e r  u t i l i t y  

companies. The p a r t i c i p a n t s  and t h e  p e r c e n t a g e  o f  t h e  p r o j e c t  owned by 

each a r e  shown i n  T a b l e  20. 

TABLE 20 

PARTICIPANTS I N  THE PAL0 VERDE NUCLEAR 
GENERATING FACILITY AND PERCENTAGE 

OF PROJECT O\?J!lERSHIP 

P a r t i c i p a n t  

APS 

P e r c e n t a g e  
of Ownership 

S a l t  R i v e r  P r o j e c t  (SRP) 29 .1  

Sou thern  C a l i f o r n i a  Edison Company 15.8 

E l  Paso E l e c t r i c  Company 15.8 

P u b l i c  S e r v i c e  Company of  New Mexico 10.2 

* Appendix X V I I I  c o n t a i n s  a l l  correspondence between A u d i t o r  General  
s t a f f  and APS o r  i t s  r e p r e s e n t a t i v e s  concern ing  r e q u e s t s  f o r  c o s t  
in fo rmat ion .  

*" $144,288,000 i s  t h e  maximum s a l e s  t a x  t h a t  cou ld  be r e a l i z e d  and i s  
shown f o r  i l l u s t r a t i v e  purposes  on ly .  I n  a c t u a l  p r a c t i c e ,  a n  unknown 
p o r t i o n  of t h e  t o t a l  c o s t  would r e p r e s e n t  l a b o r  c o s t s  and a s  such  
would n o t  be s u b j e c t  t o  s a l e s  t a x .  



I t  i s  noteworthy t h a t  t h e  t a x  exempt s t a t u s  o f  t h e  P a l o  Verde f a c i l i t i e s  

w i l l  a l l o w  Southern  C a l i f o r n i a  Edison Company, E l  Paso E l e c t r i c  Company, 

and P u b l i c  S e r v i c e  Company of New Mexico t o  p a s s  a long  lower  c o s t s  t o  4 
t h e i r  cus tomers .  Thus, by n o t  imposing s a l e s  t a x e s  on a  s i g n i f i c a n t  

p o r t i o n  of t h e  P a l o  Verde f a c i l i t y ,  Arizona w i l l ,  i n  e f f e c t ,  s u b s i d i z e  

ou t -o f -S ta te  u s e r s  of Arizona-generated power. 

T u r t h e r ,  t h e  p r a c t i c e  o f  s u b s i d i z i n g  ou t -o f -S ta te  u t i l i t y  u s e r s  i s  n o t  

r e s t r i c t e d  t o  t h e  P a l o  Verde f a c i l i t y .  A s  shown i n  Tab le  21,  two major  

p r o j e c t s ,  b u i l t  i n  Arizona between 1967 and 1980, involved ou t -o f -S ta te  

p a r t i c i p a n t s  w i t h  s i g n i f i c a n t  i n t e r e s t s  i n  t h e  f a c i l i t i e s .  



TABLE 21 

COST OF POWER-GENERATING FACILITIES 
CONSTRUCTED I N  A R I Z O N A  BETWEEN 

JANUARY 1, 1967 AND DECEMBER 31, 1979 

Cost 

F a c i l i t y *  P a r t i c i p a n t s  
Percen tage  Number ( ~ h o u s a n d s  

Owned o f  U n i t s  o f  ~ o l l a r s )  

Agua F r i a   lendal ale) SRP 100.0% 3 $ 22,281"" 

Apache ( ~ o c h i s e  county)  Arizona E l e c t r i c  Power 
Coopera t ive  100 .O 3 N / A  

Chol la  ( ~ o l b r o o k )  APS 100 .O 2  N/A 

Coronado ( s t .  ~ o h n s )  SRP 70 .O 1 343,986::s 
Los Angeles Department 

o f  Power & Water 30 .O N/A 

Horse Mesa Dam S RP 100.0 1 12,  876** 

Kyrene ( ~ e m ~ e )  SRP 100 .O 4  22,064** 

Mormon F l a t  Dam SRP 100.0 1 11,066 

# 
Bava jo  (page)  SRP 

APS 
Los Angeles Department 

o f  Power & Water 21.2 
Nevada Power Co. 11.3 
Tucson E l e c t r i c  7.5 
Western Area Power 

A d m i n i s t r a t i o n  24.3 

Roosevel t  Dam S RP 100.0 1 11,234"" 

Santan ( ~ i l b e r t )  SRP 

T o t a l  

* APS a l s o  i n s t a l l e d  e l e v e n  g a s  t u r b i n e s  and t h r e e  combined-cycle 
u n i t s  d u r i n g  t h i s  p e r i o d .  The l o c a t i o n  and c o s t s  of t h e s e  
f a c i l i t i e s  were n o t  a v a i l a b l e .  Appendix X V I I I  c o n t a i n s  a l l  
correspondence between A u d i t o r  Genera l  s t a f f  and APS o r  i t s  
r e p r e s e n t a t i v e s  concern ing  r e q u e s t s  f o r  c o s t  i n f o r m a t i o n .  

** Represen t s  t o t a l  inves tment ,  i n c l u d i n g  improvements, th rough  
December 1979. Labor c o s t s ,  funds  used d u r i n g  c o n s t r u c t i o n  
( i n t e r e s t ) ,  p r o p e r t y  and p a y r o l l  t a x e s ,  i n s u r a n c e ,  a d m i n i s t r a t i v e  
and g e n e r a l  expenses ,  and " . . . s e v e r a l  o t h e r s  [ c o s t s ]  which would n o t  
be s u b j e c t  t o  s a l e s  and u s e  taxes . . . "  a r e  c a p i t a l i z e d  and,  
t h e r e f o r e ,  inc luded  i n  t h e  c o s t  i n f o r m a t i o n  provided by SRP. 
Appendix X I X  c o n t a i n s  t h e  f u l l  t e x t  of a  l e t t e r  from SRP. *** R e p r e s e n t s  c o s t  t o  SRP only.  
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I r o n i c a l l y ,  r e c i p r o c a l  b e n e f i t s  do n o t  a c c r u e  t o  Arizona r e s i d e n t s .  None 

of t h e  ne ighbor ing  s t a t e s  from whom Arizona u t i l i t i e s  e i t h e r  purchase  

e l e c t r i c i t y  o r  w i t h  whom t h e y  p a r t i c i p a t e  i n  t h e  c o n s t r u c t i o n  of 

power-generat ing f a c i l i t i e s  o f f e r s  a  s a l e s  o r  use - tax  exemption such a s  

t h a t  g r a n t e d  by Arizona.  

I n  a d d i t i o n ,  f o u r  o t h e r  power-generat ing f a c i l i t i e s  w i l l  be completed i n  # 
Arizona by 1986 a t  a  c u r r e n t l y  p r o j e c t e d  c o s t  o f  a t  l e a s t  $663.7 m i l l i o n .  

Table 22 d e t a i l s  t h e  proposed p r o j e c t s ,  t h e  p a r t i c i p a n t s  i n  each  and 

e s t i m a t e d  c o s t s  t o  complete.  

TABLE 22 

P r o j e c t  

CONSTRUCTION PLANNED BY A R I Z O N A  UTILITIES 
(EXCLUSIVE OF PAL0 VERDE FACILITY) 

1980-1986 

P a r t i c i p a n t  U n i t s  Cost  

Coronado (st .  Johns)  SRP (TO%)* 

Coronado (st .  Johns)  S  RP 

Chol la  ( ~ o l b r o o k )  APS 1 $232,700,000 

S p r i n g e r v i l l e  Tucson E l e c t r i c  1 N/A 

The c o s t  p r o j e c t i o n s  i n  Tab le  22 do n o t  i n c l u d e :  1 )  t h e  c o s t  of (I 

f a c i l i t i e s  under  c o n s t r u c t i o n  t h a t  w i l l  n o t  be completed by 1986, o r  

2 )  t h e  c o s t  of t h e  S p r i n g e r v i l l e  p r o j e c t ,  which Tucson E l e c t r i c  d e c l i n e d  

t o  p rov ide .  

* 30% owned by Los Angeles Department of Water and Power. 
T o t a l  c o s t  t o  SRP of b o t h  u n i t s  a t  Coronado. 



Because e x a c t  c o s t  f i g u r e s  were n o t  provided f o r :  1) power-generating 

f a c i l i t i e s  c o n s t r u c t e d  o r  t o  be c o n s t r u c t e d  i n  Arizona between 1967 and 

1986, and 2 )  t h e  b u i l d i n g s  g r a n t e d  exempt s t a t u s  a t  t h e  P a l o  Verde 

Nuclear Generat ing S t a t i o n *  by DOR and t h e  A t t o r n e y  Genera l ,  i t  i s  n o t  

p o s s i b l e  t o  a s s e s s  t h e  impact  of A.R.S. $$42-1312.01 and 42-1409 and 

i n t e r p r e t a t i o n s  o f  t h o s e  s t a t u t e s  on s a l e s  and u s e  t a x e s .  However, g i v e n  

t h e  b i l l i o n s  of d o l l a r s  i n  c o n s t r u c t i o n  c o s t s  i n v o l v e d ,  i t  seems 

reasonab le  t o  assume t h a t  t h e  impact  i s  s i g n i f i c a n t .  

S t i l l  Fore  Tax Exemptions 

I n  a d d i t i o n  t o  t h e  exemption o f  machinery and equipment used t o  g e n e r a t e  

e l e c t r i c a l  power, o t h e r  Arizona s t a t u t e s  and DOR r u l e s  and r e g u l a t i o n s  

permit  numerous d e d u c t i o n s  and exemptions from s a l e s  and u s e  t a x e s .  A 

L e g i s l a t i v e  Counci l  o p i n i o n  d a t e d  October  31, 1980,** d e t a i l s  15 

deduc t ions  i n  computing s a l e s  t a x  l i a b i l i t y  and 1 0 3  exemptions from s a l e s ,  

r e n t a l  occupancy and u s e  t a x e s .  The d e d u c t i o n s  and exemptions a r e  g r a n t e d  

t o  a  number of i n d u s t r i e s ,  some of  which a l s o  a r e  s u b j e c t  t o  s a l e s  t a x  

r a t e s  lower t h a n  t h e  f o u r  p e r c e n t  r a t e  a p p l i c a b l e  t o  most i n d u s t r i e s .  For  

example, t h e  mining i n d u s t r y ,  which by d e f i n i t i o n  i n c l u d e s  o i l  and g a s  

p r o d u c t i o n ,  i s  taxed  a t  a r a t e  of two and one-half  p e r c e n t ,  i s  s u b j e c t  t o  

f i v e  s a l e s - t a x  exemptions and t h r e e  use - tax  exemptions i n  which t h e  

exemption s p e c i f i c a l l y  i d e n t i f i e s  mining o r  o i l  and g a s  p r o d u c t i o n ,  and 

may c la im c e r t a i n  t a x  c r e d i t s  f o r  f i s c a l  y e a r s  1980-81 th rough  1982-83. 

The mining i n d u s t r y  a l s o  may q u a l i f y  f o r  o t h e r ,  more g e n e r a l ,  exemptions. 

These exemptions a l s o  may have a  s i g n i f i c a n t  impact  on s a l e s  and u s e  t a x e s .  

* Appendix X V I I I  c o n t a i n s  t h e  f u l l  t e x t  of a l e t t e r  from APS i n  response  
t o  t h e  a u d i t  s t a f f  r e q u e s t  f o r  c o s t  in fo rmat ion .  

** Appendix XX c o n t a i c s  a  f u l l  t e x t  o f  t h e  op in ion .  



CONCLUSION 

Arizona i s  one of o n l y  f o u r  s t a t e s  t h a t  a l l o w  s a l e s  and u s e  t a x  exemptions 

f o r  machinery and equipment s o l d  t o  p r i v a t e l y  owned u t i l i t y  companies. I n  a 
a d d i t i o n ,  a n  agreement among t h e  At to rney  Genera l ,  DOR and APS h a s  

expanded t h a t  exemption t o  i n c l u d e  c e r t a i n  b u i l d i n g s  a t  t h e  P a l o  Verde 

n u c l e a r  g e n e r a t i n g  f a c i l i t y .  The impact o f  exemptions on  s a l e s  and use  

t a x e s  cannot  be de te rmined ,  bu t  i t  appears  t o  be s u b s t a n t i a l .  F i n a l l y ,  I 
Arizona s t a t u t e s  p rov ide  numerous o t h e r  exemptions which a l s o  may have a  

s i g n i f i c a n t  impact on s a l e s  and use - tax  revenues .  

RECOMMENDATIONS 

It  i s  recommended t h a t :  

1. The L e g i s l a t u r e  e v a l u a t e  t h e  agreement among t h e  A t t o r n e y  

G e n e r a l ,  DOR and APS t o  de te rmine  i f  i t  i s  c o n s i s t e n t  wi th  

l e g i s l a t i v e  i n t e n t .  If expansion o f  t h e  exemption i s  deemed 

a p p r o p r i a t e ,  A.R. S. §§42-1312.01 and 42-1409 shou ld  be r e v i s e d  t o  

d e f i n e  t h e  c o n d i t i o n s  under  which b u i l d i n g s  may be s u b j e c t  t o  

exemption. If t h e  expansion of t h e  exemption i s  considered 

i n a p p r o p r i a t e ,  DOR shou ld  i n i t i a t e  c o r r e c t i v e  measures t o  ensure  

t i m e l y  assessment  and c o l l e c t i o n  of t a x e s  due. 

2 .  The L e g i s l a t u r e  review exemptions c u r r e n t l y  g r a n t e d  by t h e  

s t a t u t e s  and DOR r u l e s  and r e g u l a t i o n s .  

7. DOR i n c l u d e  i n f o r m a t i o n  r e g a r d i n g  t h e  a u d i t s  o f  s u p p l i e r s  and 

c o n t r a c t o r s  of t h e  P a l o  Verde p r o j e c t  i n  i t s  annua l  r e p o r t .  



J. E L L I O T T  HlBBS 
D I I R C T O I  

BRUCE BABBITT  
G O V E R N O I  

Arizona Department of Revenue 
CAPITOL B U I L D I N G  

1700 W.  WASHINGTON 

PHOENIX ,  A R I Z O N A  85007 

February  3 ,  1981 

Mr. Douglas R .  Norton 
A u d i t o r  Genera l  
S t a t e  C a p i t o l  
S u i t e  2 0 0  F 
Phoenix ,  Ar izona  8 5 0 0 7  

Dear Mr. Norton:  

The Department of Revenue h a s  comple ted  i t s  r ev iew o f  t h e  
p r e l i m i n a r y  d r a f t  o f  t h e  per formance  a u d i t  of  o u r  S a l e s  
Tax Program. 

Our comments c o n c e r n i n g  each  f i n d i n g  a r e  a t t a c h e d  f o r  your  
i n f o r m a t i o n  and i n c l u s i o n  i n  t h e  f i n a l  r e p o r t .  We a p p r e -  
c i a t e d  t h e  c o o p e r a t i o n  o f  t h e  members o f  your  s t a f f  who con-  
d u c t e d  t h e  a u d i t .  The v iews  and recommendations e x p r e s s e d  
have a s s i s t e d  u s  i n  improving o u r  a d m i n i s t r a t i o n  o f  s a l e s  
t a x  i n  a  number of  i m p o r t a n t  ways. 

I f  you have any q u e s t i o n s  c o n c e r n i n g  our  w r i t t e n  r e p l y ,  
p l e a s e  c o n t a c t  me. 

S i n c e r e l y ,  

ARIZONA DEPARTMENT OF REVENUE 

E l l i o t t  IIibbs 
D i r e c t o r  

D 

blm 



D E P A R T M E N T  O F  R E V E N U E  C O M M E N T S  
P R E L I M I N A R Y  R E P O R T  O F  T H E  A U D I T O R  G E N E R A L  

P E R F O R M A N C E  A U D I T  - D . O . R .  S A L E S  T A X  P R O G R A M  

The f o l l o w i n g  comments  a r e  o f f e r e d  t o  e x p r e s s  o u r  a g r e e m e n t  

o r  d i s a g r e e m e n t  w i t h  t h e  f i n d i n g s  a n d  r e c o m m e n d a t i o n s  o f  t h e  

p e r f o r m a n c e  a u d i t  o f  o u r  s a l e s  t a x  a d m i n i s t r a t i o n  f u n c t i o n s .  By 

a n d  l a r g e  we c o n c u r  w i t h  t h e  r e s u l t s  o f  t h e  p e r f o r m a n c e  a u d i t  a n d  

h a v e  a l r e a d y  a d o p t e d ,  a r e  i n  t h e  p r o c e s s  o f  i m p l e m e n t i n g  o r  a r e  p l a n -  

n i n g  f u t u r e  i m p l e m e n t a t i o n  o f  many o f  t h e  r e c o m m e n d a t i o n s .  We 

t a k e  i s s u e  w i t h  o n l y  t w o  f i n d i n g s ,  b o t h  d e a l i n g  w i t h  l e g a l  

i n t e r p r e t a t i o n s  o f  e x i s t i n g  s t a t u t e s ,  a n d  h a v e  i n c l u d e d  h e r e i n  

o u r  i n t e r p r e t a t i o n s  a n d  t h o s e  o f  t h e  A s s i s t a n t  A t t o r n e y s  G e n e r a l  

r e p r e s e n t i n g  t h e  d e p a r t m e n t  t o  h e l p  c l a r i f y  t h e  i s s u e s .  

We n o t e d  n o  f i n d i n g s  o r  r e c o m m e n d a t i o n s  i n  t h e  r e p o r t  c o n c e r n -  

i n g  o u r  l i c e n s i n g / r e g i s t r a t i o n  a c t i v i t i e s  i n  s p i t e  o f  c o n s i d e r a b l e  

h o u r s  s p e n t  i n  e v a l u a t i o n .  We t r u s t  t h i s  i n d i c a t e s  t h a t  t h e  u n i t  

i s  p e r f o r m i n g  s a t i s f a c t o r i l y  a n d  a t  l e a s t  as  e f f i c i e n t  a s  o t h e r  

l i c e n s i n g  a g e n c i e s  w i t h  w h i c h  we w e r e  c o m p a r e d  d u r i n g  t h e  a u d i t .  

The r e m a i n d e r  o f  t h e  commen ts  a r e  o f f e r e d  i n  t h e  s e q u e n c e  o f  

t h e  f i n d i n g s  i n  t h e  d r a f t  r e p o r t .  

F I N D T S G  I 

T H E  D E P A R T F I E N T  O F  R E V E N U E  H A S  NOT F U L F I L L E D  I T S  ST.ATIJTORY 

R E S P O N S I B I L I T Y  TO E S T A B L I S H  A D E Q U A T E  P R O C E D U R E S  F O R  S A F E C I I d \ R D I S G  

'AND P R O C E S S I N G  S A L E S  T A X  PAYPIIESTS.  A S  '4 R E S U L T ,  T H E  S T A T E  jI.1'1' 

HAVE L O S T  A N  E S T I > I A T E D  $ 1 . 1  M I L L I O N  A Y E A R  T N  T S T E K E S T  I N C O ? I I E ,  

.AND .A S I G N T F I C A N T  AbIOIJNT O F  FIONEY I S  E X P O S E D  T O  L O S S  TfJROIJG[f 

D E F A L C A T I O N  O R  A C C I D E N T .  



1. The l e g i s l a t u r e  s h o u l d  a p p r o p r i a t e  f u n d s  t o  t h e  Depar tment  o f  Revenue 

t o  p u r c h a s e  e l e c t r o n i c  payment p r o c e s s i n g  e q u i p m e n t .  The Depar tment  o f  d 

Revenue has  i n c l u d e d  t h e  e l -ect ronic  payment p r o c e s s i n g  equ ipmen t  i n  i t s  

1981/82  b u d g e t  and c o n c u r s  w i t h  t h e  recommendat ion .  T h i s  equ ipmen t  w i l l  

g r e a t l y  e n h a n c e  t h e  d e p a r t m e n t ' s  a b i l i t y  t o  r e a c h  i t s  g o a l  o f  24 h o u r  4 

d e p o s i t  o f  r e c e i p t s .  

2 .  The Depar tment  o f  Revenue implement  a d d i t i o n a l  s e c u r i t y  p r e c a u t i o n s ,  4 

i n c l u d i n g  s t o r a g e  s a f e g u a r ~ : ~  and  r e s t r i c t i n g  a c c e s s  t o  work a r e a s .  

lye g e n e r a l l y  c o n c u r  a n d  have  a l r e a d y  implemented  a  number o f  a c t i o n s  t o  

r e s t r i c t  a c c e s s  t o  s e n s i t i v e  a r e a s .  These  i n c l u d e  t h e  f o l l o w i n g :  

. I n s t i t u t e d  employee  I . D .  b adge  p rog ram;  

. Reduced t o  o n e  t h e  number o f  e n t r a n c e s  t o  e a c h  a r e a ;  

. I n s t a l l e d  and  e n f o r c e d  s i g n - i n / s i g n - o u t  p r o c e d u r e s  f o r  

s e n s i t i v e  p r o c e s s i n g  a r e a s ;  

. A5s igned  a n  employee  a s  s e c u r i t y  o f f i c e r  t o  t e s t  o f f  

h o u r  s e c u r i t y ;  

. E n f o r c e d  l o c k i n g  o f  d o o r s  a f t e r  h o u r s ;  a n d ,  

. ?40ircd a l l  pub1  i c  c o n t a c t  o f f i c e s  o u t  o f  t h e  ba semen t  

p r o c e s s i n g  a r e a s .  

The Depa r tmen t  o f  Revenue h a s  r e c o g n i z e d  f o r  some t i m e  t h e  s e c u r i t y  

l i m i t a t i o n s  o f  i t s  e x i s t i n g  f a c i l i t y .  These  o f f i c e s  were  n o t  o r i g i n a l l y  

d e s i g n e d  t o  p r o v i d e  document  and check  s e c u r i t y  and  we have  p r e v i o u s l y  4 

r e q u e s t e d  improvements  t o  t h e  b u i l d i n g  and s e c u r i t y  p r o c e d u r e s  from t h e  

Depa r tmen t  o f  . I d m i n i s t r a t i o n ,  P u b l i c  B u i l d i n g  D i v i s i o n .  These  r e q u e s t s  

have  i n c l u d e d :  4 

. A d d i t i o n a l  s e n s o r s ;  

. Video camera  surveillance; 



. S c r e e n i n g  o f  f a l s e  c e i l i n g  a r e a ;  

. I n s t a l l a t i o n  o f  a  d o o r  i n  t h e  b a s e m e n t  h a l l  t o  

l i m i t  a c c e s s ,  p a r t i c u l a r l y  f r o m  t h e  main  e l e v a t o r  a n d  

c a f e t e r i a  a r e a s ;  

. L o c k i n g  o f  b a c k  s t a i r w a y  a n d  e l e v a t o r  d u r i n g  o f f - h o u r s ;  a n d ,  

. R e s t r i c t i n g  t h e  u s e  o f  t h e  b a c k  e l e v a t o r .  

A s  o f  t h i s  d a t e ,  t h e  r e a r  e l e v a t o r  a n d  s t a i r w e l l  d o o r s  a r e  l o c k e d  d u r i n g  
B 

o f f - h o u r s  a n d  i t  i s  o u r  u n d e r s t a n d i n g  s e n s o r s  h a v e  b e e n  o r d e r e d .  I t  m u s t  

b e  r e c o g n i z e d ,  h o w e v e r ,  t h a t  t h e  u l t i m a t e  s o l u t i o n  i s  t o  p r o v i d e  t h e  

D e p a r t m e n t  o f  Revenue w i t h  a  f a c i l i t y  p r o p e r l y  d e s i g n e d  t o  g i v e  s e c u r i t ) .  
D 

a n d  p r o t e c t i o n  f rom n a t u r a l  d i s a s t e r s  t o  d o c u m e n t s  a n d  c h e c k s .  S u c h  a 

f a c i l i t y  s h o u l d  p r o v i d e  l i m i t e d  a c c e s s  t o  a l l  p r o c e s s i n g  a r e a s  a n d  t h e  

c o m p u t e r  a s  w e l l  a s  p r o p e r  s a f e g u a r d s  a g a i n s t  f i r e ,  w a t e r  o r  o t h e r  s u c h  
D 

d i s a s t e r s ,  w h i l e  c o n t i n u i n g  t o  p e r m i t  a n  e f f i c i e n t  work f l o w .  

3 .  U n t i l  i m p l e m e n t a t i o n  o f  e l e c t r o n i c  p r o c e s s i n g ,  t h e  D e p a r t m e n t  o f  
D 

Revenue s h o u l d  e i t h e r  p r o v i d e  f o r  2 4  h o u r  d e p o s i t  o r  ado= l o c k b o x  

s e r v i c e s .  W h i l e  we c o n c u r  t h e  l aw r e q u i r e s  2 3  h o u r  d e p o s i t  a n d  o u r  

s t a t e d  g o a l  i s  t o  a c h i e v e  t h i s  r e q u i r e m e n t ,  i t  i s  n o t  p r a c t i c a l  t o  
D 

a c h i e v e  i t  now, n o r  i s  a  l o c k  box s e r v i c e  t h e  a n s w e r .  

The d e p a r t m e n t  had  s t a r t e d  i t s  own move t o  i d e n t i f y  k e y  p r o c e s s i n g  
D 

p r o b l e m s  a n d  implement  s o l u t i o n s  t o  them p r i o r  t o  t h i s  a u d i t .  

Ilocument and  r e v e n u e  p r o c e s s i n g  was t h e  s e c o n d  m a j o r  s t u d y  w h i c h  was 

c o m p l e t e d  i n  l a t e  f i s c a l  y e a r  1 9 7 9 / 8 0 .  The r e c o m m e n d a t i o n s  from t h a t  
B 



s t ~ ~ d > -  we re  implemented  i n  J u l y  1980  and  r e f i n e d  o v e r  t h e  l a s t  s e v e n  

mon ths ,  r i g h t  i n  t h e  m i d d l e  o f  t h e  p e r f o r m a n c e  a u d i t .  Wh i l e  t h e  

p o t e n t i a l  i n t e r e s t  l o s s  a s  n o t e d  i n  t h e  f i n d i n g  m i g h t  h a v e  o c c u r r e d  

i n  t h e  p a s t ,  as  a  r e s u l t  o f  improvemen t s  now f u l l y  i m p l e m e n t e d ,  we 

b e l i e v e  i t  i s  n o t  a  p r e s e n t  phenomenon. 

A s  o f  December,  a v e r a g e  d e p o s i t  t i m e  f o r  s a l e s  t a x  r e c e i p t s  was 

u n d e r  two c a l e n d a r  d a y s .  T h i s  improvement  was d u e  t o  c o n t i n u e d  r e f i n e -  4 
ment o f  p r o c e d u r e s  and  u s e  o f  n i g h t  s h i f t s .  A s  we have  f o u g h t  t o  r e d u c e  

d e p o s i t  t i m e ,  i t  became a p p a r e n t  a  24 h o u r  a v e r a g e  d e p o s i t  t i m e  i s  

i m p o s s i b l e  t o  a t t a i n  b e c a u s e  o f  f a c t o r s  beyond o u r  c o n t r o l .  The 

T r e a s u r e r ' s  O f f i c e  i s  n o t  o p e n  e v e n i n g s  o r  weekends .  T h i s  means 

F r i d a y  m a i l  w i l l  b e  p r o c e s s e d  o n  Monday ( T h r e e  c a l e n d a r  d a y s ) ;  s o  

t h e  b e s t  a v e r a g e  d e p o s i t  would b e  1 . 4  d a y s ,  o r  . 4  d a y s  beyond t h e  

s t a t u t o r y  r e q u i r e m e n t .  We f e e l  w i t h  f u t u r e  improvement  i n  h a n d l i n g  

p r o c e d u r e s  and i n  t h e  c a s h i e r i n g  e q u i p m e n t ,  we c a n  meet  t h e  24 h o u r s  

r e q u i r e m e n t  f o r  a l l  m a i l  e x c e p t  t h a t  r e c e i v e d  o n  F r i d a y .  Our own 

a c h i e v e m e n t s  a t  g e t t i n g  t h e  d e p o s i t  t i m e  t o  2 d a y s  h a v e g r e a t l y  r e d u c e d  

t h e  need  f o r  e x p l o r i n g  a l t e r n a t i v e  d e p o s i t  m e t h o d s ,  s u c h  a s  l o c k b o x  

o p e r a t i o n s .  However,  t h e  Depa r tmen t  o f  Revenue h a s  b e e n  e x p l o r i n g  t h e  4 
u s e  o f  l o c k b o x  s e r v i c e s  s i n c e  l a s t  summer. I n  November, we a s k e d  V a l l e y  

N a t i o n a l  Bank and  F i r s t  N a t i o n a l  Bank t o  make f o r m a l  p r o p o s a l s  on what  

p o r t i o n  o f  t h e  Depa r tmen t  o f  Revenue p r o c e s s e s  t h e y  c a n  p e r f o r m .  They 

h a v e  a s  y e t  n o t  r e s p o n d e d .  When t h e y  c o m p l e t e  t h e i r  e v a l u a t i o n ,  we 

w i l l  r e v i e w  i t  t h o r o u g h l y ,  compare  i t  t o  o u r  own c u r r e n t  and  e x p e c t e d  

F u t u r e  s i t u a t i o n  and  d e t e r m i n e  t h e  c o s t  e f f e c t i v e n e s s .  I f  t h e  r e s u l t  

r e v e a l s  more e f f i c i e n c y  we w i l l  move i n  t h a t  d i r e c t i o n .  However,  t h e  

d e p a r t m e n t  w i l l  move c a u t i o u s l y  i n  t h i s  a r e a .  



W h i l e  t h e  f i n d i n g  a l l e g e d  t h e  d e p a r t m e n t  o p e r a t i o n  was i n e f f i c i e n t  

i n  c o m p a r i s o n  t o  two c i t y  p r o g r a m s  u s i n g  l o c k b o x e s ,  t h e  c o m p a r i s o n  

was n o t  t o t a l l y  v a l i d .  

F i r s t ,  w h i l e  i t  i s  c l a i m e d  t h a t  S c o t t s d a l e  a n d  P h o e n i x  d e p o s i t  

a l l  c h e c k s  i n  o n e  d a y  v i a  l o c k b o x  o p e r a t i o n s ,  i t  was a l s o  n o t e d  

t h a t  t r o u b l e  d o c u m e n t s  w e r e  s e t  a s i d e  t o  b e  p r o c e s s e d  by t h e  

c i t i e s  a n d  p r e s u m a b l y  d e p o s i t e d  a t  a  l a t e r  d a t e .  S i n c e  up  t o  40% 

o f  t h e  D e p a r t m e n t  o f  R e v e n u e ' s  s a l e s  t a x  r e t u r n s  r e q u i r e  e d i t i n g  

b e f o r e  p r o c e s s i n g  s u c h  a n  o p e r a t i o n  m i g h t  b e  s l o l d e r  i n  a g g r e g a t e  

t h a n  i n - h o u s e  p r o c e s s i n g .  

S e c o n d l y ,  t h e  e v a l u a t i o n  o f  e f f i c i e n c y  t o t a l l y  i g n o r e d  t h e  e c o n o m i c s  

r e s u l t i n g  f rom t h e  j o i n t  s t a t e / c i t y  c o l l e c t i o n  v i s - a - v i s  s e p a r a t e  

c i t y  p r o g r a m s .  h r h i l e  t h e  d e p a r t m e n t  c o n c u r s  i t  s h o u l d  s t r i v e  t o  be  

more e f f i c i e n t ,  t h e r e  i s  no d o u b t  t h i s  combined  p r o c e s s  i s  more 

e f f i c i e n t  f o r  : l r i z o n a  t a x p a y e r s  t h a n  s e p a r a t e  s t a t e  a n d  i n d i v i d u a 1  

c i t y  p r o g r a m s  would  b e .  

F i n a l l y ,  t h e  d a n g e r  o f  d e f a l c a t i o n  o f  c h e c k s  m e n t i o n e d  i n  t h e  r e p o r t  

i s  a t  b e s t  m i n i m a l .  ~ a s c h  i s  removed a n d  d e p o s i t e d  i m m e d i a t e l y  upon 

o p e n i n g  e n v e l o p e s  a n d  t h e  p r o b a b i l i t y  o f  a  b a n k  o r  t h i r d  p a r t y  c a s h i n g  



3 c h e c k  adcll-essccl t o  t h e  S t a t e  o f  A r i z o n a  o r  t h e  Depa r tmen t  o f  

Kevenuc i s  r c m o t c .  Documents i i i t h  paymen t s  a r e  b a l a n c e d  t o  

d e p o s i t s  and t h e r e  a r e  no known c a s e s  o f  c h e c k s  a d d r e P s e d  t o  t h e  

De pa r tmen t  o f  Revenue which h a v e  been  c a s h e d  o u t s i d e  t h e  s y s t e m .  

THE LIEP,\RT)lEST OF RElTE?I;UE IC4S NOT DEVELOPED A SYSTE>I-ATIC AUDIT 

SELECTION PROCEDURE SI3IIL..4R TO THOSE OF OTHER TAN ADbIIKISTRATION 

,AUTHORITIES. AS A RESULT, THE DEPARTMEST OF REVENUE -. SLAY NOT BE 

3LASI~lIXING REVENUES FROFI ITS SALES AND USE TAX AUDIT FUNCTION. 

I S  ADDITION, TIIZ DEPARTBIEKT HAS OVERSTATED REVENUES GENERATED - 

B Y  ITS .AUDIT FUNCTION IK BUDGET DOCU3IENTS SIJBJIITTED TO THE 

LEGISLATURE. 

1. A u d i t  S e l e c t i o n .  We f u n d a m e n t a l l y  a g r e e  t h a t  t h e  Depa r tmen t  o f  

Revenue d o c s  n o t  h a v e  a  s o p h i s t i c a t e d  a u d i t  s e l e c t i o n  s y s t e m  and t h a t ,  

f o r  t h e  most  p a r t ,  a u d i t s  have  b e e n  s e l e c t e d  on t h e  b a s i s  o f  r e f e r r a l s .  4 

Howevcr,  one  o f  t h e  g o a l s  o f  t h e  Depa r tmen t  o f  Revenue i s  t h e  c r e a t i o n  

o f  b e t t e r  a u d i t  s e l e c t i o n  s y s t e m s .  Towards  t h a t  e n d ,  o u r  c u r r e n t  d e v e l -  

opment p l a n s  i n  Da t a  P r o c e s s i n g  i n c l u d e  t h e  d e v e l o p m e n t  o f  s u c h  a n  a u d i t  4 

s e l e c t i o n  s y s t e m  f o r  s a l e s  t a x  b a s e d  i n  p a r t  on  C a l i f o r n i a ' s  mode l .  



T h e s e  p l a n s  h a v e  h e e n  p r i o r i t i z e d  a l o n g  w i t h  o t h e r  d e v e l o p m e n t  p r o j e c t s ,  

s u c h  3 5  t h e  c r e a t i o n  o f  a f u l l y  c o m p u t e r i z e d  s a l e s  t a x  a c c o u n t s  r e c e i v a b l e  

s> . s t em and n f i l r e  y e a r  1  i c e n s e  r e n e w a l  s y s t e m .  F u r t h e r ,  nelc d e v e l o p m e n t  

p r i o r i t i e s  h a v e  b e e n  p l a c e d  o n  t h e  a g e n c y  s u c h  a s  t h e  r e p e a l  o f  t h e  s t a t e  

s a l e s  t a x  on f o o d ,  t h a t  h a v e  r e q u i r e d  s h i f t i n g  o f  r e s o u r c e s .  T h e r e f o r e ,  

w h i l e  we may n o t  b e  t a l k i n g  a b o u t  a  g r e a t  amount o f  t i m e  t o  i n c o r p o r a t e  

a  s e l e c t i o n  s y s t e m  s i m i l a r  t o  t h a t  o f  t h e  S t a t e  o f  C a l i f o r n i a ,  i t  i s  

s t i l l  t i m e  t h a t  \ i o u l d  b e  t a k e n  away f r o m  o t h e r  p r i o r i t i e s  o f  t h e  d e p a r t -  

ment .  A s  s o o n  a s  t h e  r e s o u r c e s  a r e  a v a i l a b l e  t o  a l l o c a t e  t o  t h e  d e v e l o p -  

ment o f  a n  a u d i t  s e l e c t i o n  s y s t e m ,  t h e  d e p a r t m e n t  w i l l  b e  e v a l u a t i n g  

s u c c e s s f u l  s y s t e m s  n o t  o n l y  l i k e  C a l i f o r n i a ' s ,  b u t  o t h e r  s t a t e s  a s  w e l l .  

\ c h i l e  i t  may b e  some t i m e  b e f o r e  t h e  d e p a r t m e n t  i s  a b l e  t o  f u l l y  

d e v e l o p  a  s a l e s  t a x  a u d i t  s e l e c t i o n  s y s t e m ,  t h e  d e p a r t m e n t  i s  c o m p i l i n g  

i n f o r m a t i o n  a s  a  r e s u l t  o f  i t s  management i n f o r m a t i o n  s y s t e m ,  a s  

r e f e r e n c e d  i n  t h e  r e p o r t ,  t h a t  w i l l  show s u c h  d a t a  a s  t h e  a l T e r a g e  a s s e s s -  

ment p e r  a u d i t ,  b r o k e n  down by i n d u s t r y  g r o u p i n g s .  I n f o r m a t i o n  s u c h  a s  

t h i s ,  when c o m p i l e d  oxrer  t i m e ,  w i l l  g i v e  i n d i c a t i o n s  a s  t o  w h i c h  p a r t i c u -  

l a r  i n d u s t r y  g r o u p i n g s  p r o v i d e  t h e  m o s t  r e t u r n  p e r  a u d i t  e x p e n d e d .  

l i h i l e  t h i s  i n f o r m a t i o n  s y s t e m  i s  n o t  c o m p l e t e d ,  i t  r e p r e s e n t s  i n  o u r  

o p i n i o n ,  t h e  g e n e s i s  o f  a n  a u d i t  s e l e c t i o n  s y s t e m .  

I t  s h o u l d  a l s o  b e  n o t e d  t h e  d e p a r t m e n t  u n d e r t o o k  d u r i n g  t h e  f i s c a l  

y e a r  1 9 7 9 / 8 0 ,  a  p r o j e c t  t o  c o n c e n t r a t e  a u d i t  r e s o u r c e s  o n  a c c o u n t s  

t h a t  p a i d  o v e r  $ 1 0 0 , 0 0 0  p e r  y e a r  i n  t a x .  T h a t  p r o j e c t  i s  r e f l e c t e d  i n  

T a b l e  7  o n  Page  2 7  o f  y o u r  r e p o r t .  T h i s  t a b l e  shows t h a t ,  o f  t h e  

6 2 3  a u d i t s  shown,  1 4 7 ,  o r  23 .6% w e r e  i n  t h e  h i g h e r  t a x  p a i d  c a t e g o r y  

a s  compared t o  o n l y  6 . 3 5  i n  t h a t  c a t e g o r y  i n  1 9 7 5 / 7 9 .  T h u s ,  t h e r e  i s  

a p e r c e p t i b l e  c h a n g e  i n  t h e  u s e  o f  o u r  a u d i t i n g  r e s o u r c e s  t o w a r d  a u d i t -  

i n g  t h e  l a r g e r  t a x  a c c o u n t s .  

- 7 -  



3. Coordination of Audit Activities. We also wholeheartedly agree 

\cith and support the concept of joint and coordinated auditing which 

is contemplated by r l . R . S .  32-1451. In this regard, it is clear the 

department's effort in establishing the unified audit committee has not 

yet lived up to its full potential. • 
The department also concurs that a formal mechanism should exist by 

which results of city and state audits can be automatically used at 

the other government level. That idea has been proposed and is pre- 

sently under study b ~ -  the unified audit committee. It was discussed 

at some length at the July 1980 meeting of the unified audit committee 

that was attended by a representative of the Auditor General's office. 

This exchange of information and audit results can and should be 

established on a similar basis by which the department now exchanges 

audit results with the Internal Revenue Service. 

It is the department's feeling that while progress of the committee has 

been slow in the joint and coordinated audit area, there has been a 

marked improvement in overall state/city relations according to 

feedback from the cities involved. There has been an excellent 

dialogue on audit related problems, such as tax law interpretations, 

which has helped make sales tax administration more uniform and 

coordinated at the state and city levels. None of the city officials 

have ever expressed concern to myself or other members of the department 

over the slow rate of progress being made to coordinate efforts. (I 

4. Reported Results Have Been Overstated. We agree the best measure 

of the success of our audit programs is actual collections instead of 

audit assessments. Unfortunately, the information system that has 

existed to measure audit performance has remained unchanged for years 

and has simply not provided the information needed to adequately 



determine the true productivity of the audit programs. Our current 

efforts towards a management information system are designed to 

provide information about collections to eliminate this gap and to 

allow ourselves more ability to evaluate agency performance in the 

enforcement area. 

Reported audit results have not been deliberately overstated. The 

service measurements as indicated in the department's budget document 

have been provided only because that is the only information available 

by 1,:hich any analysis can be made concerning the audit effort. This 

gap will be closed when the management information system is completed 

and tested and will begin producing the data to evaluate performance 

more accurately. 

FINDING 3 

THE DEPARTMENT OF REVENUE SALES AND USE TAX APPEALS PROCESS IS FRAGJIENTED 

AND UNCOORDINATED. AS A RESULT, THE PROCESS IS EXCESSIVELY LONG, .4ND 

NOT PROPERLY DOCUSIENTED OR FIONITORED. 

1. Time Limitation for Steps of Appeals Process. There is no question 

the department has an excessive backlog of cases that are at some stage 

in the appeals process. This backlog has been allowed to build up over 

a number of years and must be eliminated. We do agree it is in the 

best interests of taxpayers and tax administration to establish time 
7 

limitations for each step in the appeal process to help resolve appeals 

more quickly at the administrative level. 

One of the problems has been a lack of information concerning the number 

of appeals in process, as you properly noted in your report. Before 

the department can adequately assess the situation with appeals and 



determine objectives on how the problems may be resolved, it was 

necessary to fully understand the current situation. Our analysis 

of the appeals files has resulted in the closing of files that had been 

resolved many months ago; the recording of all of the necessary informa- 
(I 

tion concerning the status of an appeal; and, controls to determine at 

what level appeals exist so the director can establish objectives and 

standards of performance for the hearing officers of the department to 
(I 

timely move taxpayer appeals through the administrative process. 

For the first time, the department is getting written rules and 
(I 

regulations concerning the appeals process. These are ready to be filed 

with the Secretary of State. There are some time limitations presented 

in these rules but they will be reviewed and additional time limitations 
4 

inserted that might aid in timely handling o f  an appeal. 

The proper method of evaluating the responsiveness of the hearings 

section is through the management reports and the standards of 

performance that arc written for the hearing officers and I would 

continue to advocate these as the ultimate method of control. With 

the existing backlog, rigid time limitations on setting hearing and 

issuing orders would require many additional hearing officers or 

inadequate attention to the issues on individual appeals. We feel 

we can gradually eliminate the backlog while reducing the overall amount 

of time before a decision of the department is issued by adopting some 

time constraints on actions, and allowing the flexibility for the 
(I 

department to handle its current caseload. 



A s  3 f i n a l  n o t e  i n  t h i s  a r e a ,  we f e e l  t h a t  c o m p a r i s o n  o f  t h e  a p p e a l s  

p r o c e s s  a n d  p r o c e d u r e  a t  t h e  D e p a r t m e n t  o f  Revenue l e v e l  a s  c o m p a r e d  

t o  D i v i s i o n  Two i s  n o t  t o t a l l y  v a l i d .  They do n o t  h a n d l e  n e a r l y  t h e  

vo lume  o f  a p p e a l s  o f  t h e  d e p a r t m e n t .  F u r t h e r ,  t h e  b a c k g r o u n d  work o f  

e a c h  o f  t h e  p a r t i e s  a t  t h e  A p p e a l s  Board  i s  b a s i c a l l y  c o m p l e t e d  d u r i n g  

t h e  D e p a r t m e n t  o f  Revenue A d m i n i s t r a t i v e  A p p e a l  P r o c e s s .  The f a c t s  a r e  

known a n d  t h e  r e a s o n i n g  f o r  t h e  p o s i t i o n  o f  e a c h  p a r t y  i s  c l e a r l y  e s t a b -  

l i s h e d .  A s  a n y  a t t o r n e y  w i l l  a g r e e ,  i t  i s  much l ess  e x p e n s i v e  a n d  

t i m e  c o n s u m i n g  t o  p r e p a r e  a n  a p p e a l  t h a n  i t  i s  t o  p r e p a r e  t h e  i n i t i a l  

a c t i o n  i n  a  p r o t e s t .  

2 .  G r a n t  t h e  h e a r i n g  o f f i c e r  a u t h o r i t y  t o  r e s c h e d u l e  h e a r i n g s  f o r  

t a x p a y e r s  who h a l r e  p o s t p o n e d ,  w i t h o u t  g o o d  c a u s e ,  a  h e a r i n g  b e y o n d  

t h e  e s t a b l i s h e d  t i m e .  \<e a r e  n o t  c l e a r  a s  t o  t h e  e x a c t  n a t u r e  o f  - 
t h i s  r e c o m m e n d a t i o n .  I f  t h e  r e c o m m e n d a t i o n  i s  t o  k e e p  t h e  h e a r i n g  

p r o c e s s  moving b y  n o t  a l l o w i n g  d e l a y i n g  t a c t i c s  o f  t a x p a y e r s ,  we 

c e r t a i n l y  a g r e e  w i t h  t h e  r e c o m m e n d a t i o n .  I n  t h e  i n t e r e s t  o f  p r o v i d i n g  

e v e r y  t a x p a y e r ,  l a r g e  o r  s m a l l ,  d u e  p r o c e s s ,  we h a v e  t r i e d  t o  b e  some-  

\ < h a t  l e n i e n t  i n  s c h e d u l i n g  h e a r i n g s  f o r  t h e  c o n v e n i e n c e  o f  t h e  t a x p a y e r .  

I t  i s  o u r  b e l i e f  t h i s  i s  s t i l l  good p u b l i c  p o l i c y  a s  l o n g  a s  

p o s t p o n e m e n t s  d o  n o t  d r a g  a  m a t t e r  beyond  a  " r e a s o n a b l e "  t ime.  l<e 

w i l l  d e v e l o p  r u l e s  r e g a r d i n g  t h e  r e s c h e d u l i n g  o f  h e a r i n g s  t o  make i t  

c l e a r  f o r  t h e  h e a r i n g  o f f i c e r s  a n d  t a x p a y e r s  u n d e r  w h a t  c o n d i t i o n s  a  

h e a r i n g  w i l l  b e  r e s c h e d u l e d  and  w i t h i n  \ \ h a t  t ime f r a m e  a  r e s c h e d u l e d  

h e a r i n g  w i l l  b e  r e q u i r e d  t o  h e  h e l d .  

3 .  Docurncnt a p p e a l s  : i c c o r d i n g  t o  s t a t u t e s .  A g a i n ,  we a g r e e  w i t h  t h e  - 

p r e m i s e  o f  t h e  r ecommenda t ion  o f  y o u r  s t ~ i d y .  \Ye f e e l  t h e  r e c e n t  

i m p r o v e m e n t s ,  o n c e  f ~ l 1 1 > ~  i m p l e m e n t e d ,  w i l l  p r o v i d e  t h c  d o c u m e n t a t  i o n  



n e c e s s a r y  n o t  o n l y  t o  m o n i t o r  t h e  s t a t u s  o f  a p p e a l s  i n  t h e  d e p a r t m e n t  

b u t  a l s o  p r o v i d e  a  c l e a r  a n d  c o m p l e t e  r e c o r d  o f  e v e r y  c a s e .  

4 .  C e n t r a l i z e  a p p e a l s  p r o c e s s  i n  t h e  h e a r i n g  o f f i c e s .  A s  o u t l i n e d  

i n  my memorandum o f  S e p t e m b e r  1 9 ,  1 9 8 0 ,  i t  i s  o b v i o u s  t h e r e  i s  

a g r e e m e n t  on t h e  n e e d  t o  c e n t r a l i z e  c o n t r o l  o f  t h e  a p p e a l s  p r o c e s s  

i n  t h e  h e a r i n g  o f f i c e .  R e a s o n s  t h i s  h a s  n o t  b e e n  c o m p l e t e d  m a i n l y  

* f a l l  o n  t h e  l a c k  o f  management i n f o r m a t i o n  c o n c e r n i n g  t h e  p r o g r e s s  

o f  t h e  i m p l e m e n t a t i o n .  We w i l l  s h o r t l y  c o n d u c t  a  f o l l o w - u p  s t u d y  t o  

d e t e r m i n e  i n  wha t  r e s p e c t s  c e n t r a l i z a t i o n  h a s  n o t  b e e n  c o m p l e t e d ,  i f  

a n y ,  a n d  s e e  t h a t  t h e  p r o c e s s  a s  o u t l i n e d  f o r  h a n d l i n g  o f  a p p e a l s  i s  

b e i n g  f u l l y  u s e d  i n  t h e  d e p a r t m e n t .  

5 .  P r e p a r e  m o n t h l y  management r e p o r t s .  I t  g o e s  w i t h o u t  s a y i n g  t h e  

a c c o u n t a b i l i t y  f o r  t h e  h a n d l i n g  o f  p r o t e s t e d  a s s e s s m e n t s  c a n  o n l y  b e  

made i f  s u f f i c i e n t  i n f o r m a t i o n  i s  a v a i l a b l e  t o  management t o  d e t e r m i n e  

t h e  s t a t u s  a n d  p r o g r e s s .  A s  was n o t e d ,  w e  h a v e  begun  p r e p a r i n g  m o n t h l y  • 
management r e p o r t s ,  b u t  t h e  v a l i d i t y  o f  t h e  r e p o r t s  h a s  b e e n  q u e s t i o n a b l e  

due t o  t h e  c o n d i t i o n  o f  many o f  t h e  f i l e s .  I t  was n e c e s s a r y  t o  com- 

p l e t e l y  r e v i e w  e a c h  a n d  e v e r y  p r o t e s t  f i l e  a n d  o f t e n  t i m e s  s t u d y  t h e  

c o n t e n t  o f  t h e  f i l e  t o  d e t e r m i n e  a  t r u e  s t a t u s  f rom w h i c h  m o n t h l y  

management r e p o r t s  c o u l d  b e  b a s e d .  T h i s  was c o m p l e t e d  i n  J a n u a r y  of  

1 9 8 1  w i t h  t h e  f i r s t  f u l l  r e p o r t s  i s s u e d  on t h e  s t a t u s  o f  i n d i v i d u a l  

p r o t e s t s  a s  well  a s  a  summary o f  t h e  c o n d i t i o n  o f  o u r  a p p e a l s .  From 

t h e s e  r e p o r t s  we e x p e c t  t o  b e  a b l e  t o  m o n i t o r  more c l o s e l y  t h e  r e s o l u -  

t i o n s  o f  i n d i v i d u a l  p r o t e s t s  a n d  t o  d e t e r m i n e  w h e t h e r  we a r e  m a k i n g  t h e  

i n r o a d s  i n t o  r e s o l v i n g  t h e  b a c k l o g .  To a c c o m p l i s h  t h i s ,  s p e c i f i c  

o b j e c t i ~ ' c s  w i l l  b e  c s t a b l  i s h e d  w i t h  t h e  h e a r i n g  o f f i c e r s  t o  i J e n t i f y  



the time limitations under which appeals are to be handled and the 

order in which existing matters are to be resolved. 

FINDING 4 - 
THE DEPARTblENT OF REVEKUE IS NOT CONSISTENTLY IhIPOSING PENALTIES ON 

LA4TE PAYblENTS OF SALES TAXES AS REQUIRED BY STATUTE. AS A RESULT, 

THE DEPARTMENT OF REVENUE IS NOT CObIPLYING WITH STATE LAW OR TREATISG 

TAXPAYERS EQUALLY, AND A SUBSTANTIAL MIOUNT OF STATE REVENUE IS LOST. 

By in large we disagree with many of the interpretations that lead to 

the above-stated finding. Legislative council is misinterpreting 

A.R.S. 42-1322 and 42-1327 which has led to erroneous conclusions of 

inconsistent and improper imposition of penalties. Ply experience as 

a tax administrator agrees with the interpretations of the Arizona 

Attorney General's office that Section 42-1322 applies to the filing 

of tax returns and that 42-1327 applies to audit situations where an 

underpayment is determined. In other words, when a taxpayer files and 

pays late, penalty and interest is imposed under the provisions of 

42-1322. If on the other hand, a deficiency is discovered during the 

course of an audit, a 10% penalty is imposed if the deficiency is due 

to negligence or intentional disregard of tax law and/or regulations, 

as provided in 42-1327. If the deficiency is due to fraud, the penalty 

is 25%, as provided by statute. 
0 

The department has also established guidelines for recommending the 

abatement of penalties assessed under Section 42-1322 which are presently 

distributed in Policy Memo 81T-002 (copy attached). Guidelines for 

imposing penalties under 32-1327 are presently distributed in Policy 

Memo SOT-007 (copy attached). 



We f e e l ,  b a s e d  on t h e  g u i d e l i n e s  e s t a b l i s h e d  and  t h e  p r e s e n t  d e p a r t m e n t  

p r a c t i c e q  t h a t  w e  a r e  i n  f a c t  c o n s i s t e n t l y  impos ing  p e n a l t i e s  on  l a t e  

payments  o f  s a l e s  t a x e s  a s  r e q u i r e d  by  s t a t u t e  and  w e  a r e  t r e a t i n g  

t a x p a y e r s  e q u a l l y .  \ire c e r t a i n l y  do n o t  d i s a g r e e  t h a t  t h e r e  was a  t i m e  

when i n t e r e s t  was n o t  b e i n g  a s s e s s e d ,  b u t  t h i s  p r a c t i c e  was d i s c o n t i n u e d  

some t i m e  a g o .  A u d i t s  a f t e r  J u l y  1, 1 9 7 9  h a v e  had  i n t e r e s t  computed a 
c o r r e c t l y .  

S u f f i c e  i t  t o  s a y ,  i n  t h i s  o n e  a r e a  we d i s a g r e e  w i t h  y o u r  i n t e r p r e t a t i o n s  (I 

and  would r e q u e s t  a  d i s c u s s i o n  c o n c e r n i n g  t h i s  f i n d i n g  be tween  t h e  

l e g i s l a t i v e  c o u n c i l ,  A t t o r n e y  G e n e r a l ' s  o f f i c e ,  members o f  y o u r  s t a f f  

and  Depar tment  o f  Revenue p e r s o n n e l .  

1. P r o v i d e  c l e a r  g u i d e l i n e s  on  t h e  i m p o s i t i o n s  and w a i v e r  o f  p e n a l t y .  

We a g r e e  w i t h  t h i s  recommendat ion  i n  r e g a r d  t o  S e c t i o n  42-1322 .  We f e e l  4 
t h e  p r e s e n t  p r o c e d u r e  o f  t h e  Depa r tmen t  o f  Revenue r e c e i v i n g  r e q u e s t s  

f o r  a b a t e m e n t  o f  p e n a l t y  when a  r e t u r n  h a s  b e e n  r e c e i v e d  l a t e  and  

r e f e r r i n g  th :  r e q u e s t  t o  t h e  A t t o r n e y  G e n e r a l ' s  o f f i c e  i s  cumbersome a 
and i s  i n c o n s i s t e n t  t i i t h  s i m i l a r  p r o c e d u r e s  o f  o t h e r  s t a t e s .  The g u i d e -  

l i n e s  wc have  e s t a b l i s h e d  f o r  f o r w a r d i n g  a b a t e m e n t  r e q u e s t s  a r e  t h o s e  

i n  u s e  i n  most  o t h e r  s t a t e s  and we f e e l  c o u l d  be  a d m i n i s t e r e d  p r o p e r l y  

w i t h i n  t h e  Depar tment  o f  Revenue w i t h o u t  h a v i n g  t o  i n v o l v e  t h e  A t t o r n e y  

G e n e r a l ' s  o f f i c e .  

n 

\<c s e e  no need  t o  amend S e c t i o n  42-1327  u n l e s s  t h e  l e g i s l a t u r e  w i s h e s  

t o  d e f i n e  \<ha t  i t  means by n e g l i g e n c e  o r  i n t e n t i o n a l  d i s r e g a r d  o f  t h e  

s t a t u t e s  o r  r e g u l a t i o n s .  



2 .  E s t a b l i s h  c r i t c r i a  f o r  i m p o s i t i o n  o f  penalties. -- A s  m e n t i o n e d  

a b o v e ,  t h e  department h a s  g u i d e l i n e s  f o r  i m p o s i n g  p e n a l t i e s  u n d e r  

S c c t i o n  4 2 - 1 3 2 7  and  would  n o t  b e  o p p o s e d  t o  p l a c i n g  t h e s e  i n  r u l e  

fo rm.  I t  i s  u n n e c e s s a r y  t o  e s t a b l i s h  c r i t e r i a  f o r  t h e  i m p o s i t i 3 n  o f  

t h e  p e n a l t y  u n d e r  A.R.S.  4 2 - 1 3 2 2  (D) a s  t h e r e  i s  no  d i s c r e t i o n  a l l o w e d  

t h e  d e p a r t m e n t  i n  t h i s  a r e a .  The o n l y  d i s c r e t i o n  a l l o w e d  i s  t h e  

A t t o r n e y  Central's a b a t e m e n t  o f  s u c h  a  p e n a l t y .  The d e p a r t m e n t  h a s  

c h o s e n  n o t  t o  p l a c e  i n t o  r u l e  fo rm r e a s o n s  why p e n a l t i e s  may b e  a b a t e d  

s i n c e  t a x p a y e r s  would  become f a m i l i a r  w i t h  t h e  r e a s o n s  and  r e q u e s t  

a b a t e m e n t  b a s e d  on  a  c r i t e r i a  t h e y  know would  r e s u l t  i n  a n  

a b a t e m e n t ,  r a t h e r  t h a n  r e p o r t i n g  t h e  a c t u a l  f a c t s  t h a t  may h a v e  l e d  t o  

a  l a t e  f i l i n g .  

3 .  The D e p a r t m e n t  o f  Kelrenue i m p o s e  a  p e n a l t y  a n d  i n t e r e s t  ---- on  a l l  

t a x p a y e r s  who f a i l  t o  p a y  t h e i r  t a x e s  when d u e .  A s  s t a t e d  a b o v e ,  

s i n c e  mid 1 9 7 9 ,  i n t e r e s t  h a s  b e e n  r o u t i n e l y  a s s e s s e d  o n  a l l  a u d i t  

d e f i c i e n c i e s  u n c o v e r e d .  S i m i l a r l y ,  s i n c e  a p p r o x i m a t e l y  J u l y  1 9 8 0 ,  a  

1 0 %  p e n a l t y  h a s  b e e n  r o u t i n e l y  a s s e s s e d  o n  a l l  a u d i t s  w h e r e ,  p u r s u a n t  

t o  t h e  s t a t u t o r y  s t a n d a r d ,  n e g l i g e n c e  o r  i n t e n t i o n a l  d i s r e g a r d  o f  

s t a t u t e  o r  r e g u l a t i o n  was i n \ - o l v e d .  T h i s  f a c t  i s  e s s e n t i a l l y  r e f l e c t e d  

i n  y o u r  t a b l e  1 1 ,  \$.here i t  i n d i c a t e s  t h a t ,  a l t h o u g h  y o u r  a n a l y s i s  r u n s  

t h r o u g h  J u n e  1 9 8 0 ,  t h e  mos t  r e c e n t  c a s e  i n  w h i c h  you f o u n d  no  p e n a l t y  

o r  i n t e r e s t  a s s e s s e d  i s  i n  1 9 7 9 .  
n 

\ l s o ,  a s  m e n t i o n e d  a b o v e ,  a c c o r d i n g  t o  o u r  i n t e r p r e t a t i o n  o f  4 2 - 1 3 2 7 ,  

y o u r  p r e s u m p t i o n  t h a t  a  1 0 %  p e n a l t y  i s  a u t o m a t i c  on a u d i t s  i s  i n c o r r e c t .  

The  f i n d i n g s  t h a t  t h e  manner  i n  h .h ich  t h e  D e p a r t m e n t  o f  Revenue i m l ~ o s e s  

p e n a l t ) ,  i s  a r b i t r a r y  a n d  c a p r i c i o u s  seems  t o  b e  b a s e d  on  t h e  a s s u m p t i o n  



that A.R.S. 42-1322 applies to audit situations. It is the intcrpre- 

tation of the department, the Attorney General's office and similarly 

interpreted b), other states having like statutes., that penalties and 

interest applied by A.R.S. 42-1322 are only applied to the late filing 
0 

and/or late payment of tax on the monthly sales tax return. In 

.Arizona's case, such penalties and interest are to be applied routinely 

in all such cases, subject to abatement only if the cause for the late 

filing/late payment falls within the guidelines that we have delreloped. a 

4. The Department of Revenue assess penalties and interest which it 

failed to assess in the past. We understand the position that the 

legislative council advances, but question whether it would be a wise 

course of action, even if proper under the law, to now subject taxpayers 

l*.ho thought a tax obligation had been resolved to an additional assess- @ 

ment. Many of the taxpayers may have been able to show their failure 

to pay the proper amount was not due to negligence or intentional 

disregard of the statutes or regulations, but any documentation to 

prove a claim may no longer be available. Further, the legality of 
- 

reopening an audit a taxpayer has "paid" would need to be reviewed by 

the Attorney General's office before any such actions were taken. Under (I 

similar circumstances in other states, the courts have found the tax 

administrator cannot reopen an audit to which the taxpayer and department 

have reached agreement. Obviously, the state may be challenged if the @ 

Department of Revenue should try to reopen and assess penalties and 

interest not previously assessed and we should be clear of our legal 

position before acting. Another consideration might be that we could 

better use our time to conduct other producti~~e audits rather than 

pulling out old files and trying to impose penalty and interest. This 



i ~  e r ; i : c c i a l l y  t r u e  i n  l i g h t  o f  t h e  f a c t  t h a t  many taxpa! .ers  may c l a i m  

t h a t  n e g l i g e n c e  o r  i n t e n t i o n a l  d i s r e g a r d  was n o t  p r e s e n t .  
P 

5 .  The D e p a r t m e n t  o f  Revenue i n c l u d e  i n  i t s  a n n u a l  r e p o r t  a  s u n ~ m a r v  - --L 

o f  p e n a l t y  a b a t e m e n t s  g r a n t e d .  The d e p a r t m e n t  h a s  no  d i f f i c u l t y  w i t h  - 

t h i s  r e c o m m e n d a t i o n .  h'e c a n  c e r t a i n l y  p r o v i d e  t h e  a m o u n t s  a n d  r e a s o n s  
Y 

f o r  a b a t e m e n t s  i f  t h e  l e g i s l a t u r e  w o u l d  f e e l  i t  n e c e s s a r y  t o  s e p a r a t e l y  

a c c o u n t  f o r  t h i s  p a r t i c u l a r  a c t i v i t y  o f  t h e  d e p a r t m e n t  o v e r  a n d  a b o v e  

t h e  p e r f o r m a n c e  a n d  f i n a n c i a l  a u d i t s  c o n d u c t e d  by y o u r  o f f i c e .  I t  
b 

seems  u n n e c e s s a r y  t o  s i n g l e  o u t  t h i s  o n e  p a r t i c u l a r  f u n c t i o n ,  b u t  i t  i s  

c e r t a i n l y  p o s s i b l e  a n d  a g r e e a b l e  f o r  u s  t o  do s o .  

D 
F I N D I N G  5 

PEP.L\RTJIENT O F  REVESUE COLLECTION PROCEDURES ARE IKEFFICIENT 

P 
1 .  The D e p a r t m e n t  o f  Revenue c e a s e  c o m b i n i n g  d a t a  on l a t e  t a x e s  and  

c u r r e n t  t a x e s  c o l l e c t e d  f o r  b u d g e t  i n f o r m a t i o n  r e p o r t s .  We h a v e  c h a n g e d  - 

o u r  r e p o r t  p r o c e d u r e s  t o  s t o p  t h e  r e c o r d i n g  o f  c o l l e c t i o n  o f  c u r r e n t  
D 

month t a x e s  w i t h  p a s t  d u e  m o n i e s ,  a l t h o u g h  we b e l i e v e  i t  i s  p r o p e r  f o r  

a c o l l e c t o r  t o  t a k e  t h i s  a c t i o n .  W h i l e  ice c a n  u n c i e r s t a n d  t h e  a u d i t o r ' s  

c o n c e r n  i n  r e f l e c t i n g ,  f o r  b u d g e t  e v a l u a t i o n ,  0111). c o l l e c t i o n  o f  p a s t  
R 

d u e  m o n i e s ,  we h e l i e v e  a r g u m e n t s  i n  f a v o r  o f  c o n t i n u i n g  t h i s  p r a c t i c e  

h a v e  m e r i t .  Tax; )a) -ers  riho a r e  d e l i n q u e n t  o r  i n  a r r e a r s  a t  t h e  t i m e  o f  

c o n t a c t  h a v e  a l r e a d y  d e m o n s t r a t e d  a  p r o p e n s i t y  t o  a v o i d  t i m e l y  p a y m e n t s .  
Ir 

I t  i s  t h u s  p r u d e n t  f o r  a c o l l e c t o r  t o  a s k  f o r  t h i s  c u r > e n t  pa).ment a s  

\ \ e l l  a s  l a t e  p a y m e n t s .  \(hen c o l l e c t o r s  c o l l e c t  t h e  t a x e s ,  t h e y  f e e l  

j u s t i f i e d  i n  c l x i m i n q  c r e d i t  f o r  i t .  P r i o r  t o  i m p l e m e n t i n g  t h i s  
b 

p r a c t i c e ,  a  number o f  a c c o u n t s  w e r e  fot ind i n  r ih ich  t h e  t a x p a y e r s  \ < e r e  

making payments  c n  o l d  r e c e i v a b l e s  w h i l e  i g n o r i n g  c u r r e n t  t a x  l i a b i l i t i e s .  



2 .  *ecial Collections s h o u l d  g e n e r a t e  t h e  same t y p e s  o f  s e r v i c e  

m e a s u r c ~ n l c n t s  a s  t h e  c o l l e c t i o n s  s e c t i o n .  

lie a g r e e .  . J c t i o n  \ % . i l l  b e  t a k e n  i m m e d i a t e l y  t o  i m p l e m e n t  t h i s  recommen- 

d a t i o n .  

5. The D e p a r t m e n t  o f  Revenue m a i l  n o n f i l i n g  n o t i c e s  t w e n t y - f i v e  da).s 

a f t e r  a  t a x p a y e r  becomes d e l i n q u e n t .  

\ i e  a g r e e  and a r e  a i m i n g  o u r  e f f o r t s  t o w a r d  a c h i e v i n g  t h i s  d e s i r e d  r e s u l t .  d 

1. The D e p a r t m e n t  o f  Revenue  r e f e r  n o n f i l e d  a c c o u n t s  t o  a c o l l e c t o r  

b e f o r e  t h e  a c c o u n t  becomes  o v e r  two m o n t h s  o l d .  

A g a i n  we a g r e e  a n d  o u r  g o a l  i s  t o  r e f e r  t h e  a c c o u n t  t o  a  p h o n e  c o l l e c t o r  

s h o r t l y  a f t e r  t h e  i n i t i a l  d e l i n q u e n c y  n o t i c e  i s  i s s u e d .  The o b v i o u s  

p r o b l e m  r i g h t  no\< i s  t h a t  t h e  r a t i o  o f  a c c o u n t s  t o  c o l l e c t o r s  d o e s  n o t  

a l l o w  t h i s  r e s p o n s e  t i m e .  

5 .  The D e p a r t m e n t  o f  Revenue  s h o u l d  b i l l  a c c o u n t s  r e c e i v a b l e  t a x p a y e r s  (I 

m o n t h l v .  

T h i s  i s  a n o t h e r  g o a l  o f  t h e  a g e n c y ;  o n e  t h a t  c a n  b e  a c h i e v e d  when t h e  

a u t o m a t e d  s y s t e m  i s  d e v e l o p e d .  I t  i s  n o t  c u r r e n t l y  f e a s i b l e  u n d e r  o u r  

s e m i - a u t o m a t e d  s y s t e m  b e c a u s e  o f  t h e  t i m e  n e c e s s a r y  t o  i s s u e  b i l l i n g s  

and  u p d a t e  a c c o u n t s  f o r  p a y m e n t s  r e c e i v e d .  The m o n t h l y  b i l l i n g s  a r e  

a l s o  s u b j e c t  t o  t h e  a v a i l a b i l i t y  o f  s u f f i c i e n t  f u n d s  f o r  p o s t a g e  and 

p r i n t i n g  o f  b i l l s .  

6 .  The  D e p a r t m e n t  o f  Revenue  s h o u l d  m a i l  a  s e c o n d  n o t i c e  t o  n o n f i l i n g  8 

t a x p a y e r s  w i t h i n  55  d a y s  a f t e r  t h e  d u e  d a t e .  ---- 

\i'e a g r e e  t h i s  ~ o u l d  b e  a n  i d e a l  s i t u a t i o n  when combined  w i t h  o u r  o t h e r  



collection improvements. It also depends on postage and printing funding 

being available. 

7 C, 8. The Department of Revenue should refer accounts receivables of 

more than $100 to collectors as soon as an account is due and payable. 

All accounts receivables of less than $100 be referred to a collector - 

within three to four months after they are due and payable. 

We agree in principle, but do not believe this is feasible with current 

staffing. The department has too many large dollar accounts assigned 

to its current staff to meet this suggestion. If accounts are going to 

be referred this quickly and collectors must also handle withholding 

and income tax receivables, we would have to assign 5,132 accounts 

per collector. This is an unreasonable number to expect a collector 

to handle. The collections management assigns accounts based on dollar 

size to make the most efficient use of collectors' time. Through 

implementation of phone power staff the level has been dropped to $300 

and it is believed can soon reach $100. However, it would take 315 

additional staff to individually work all accounts. 

9. The Department of Revenue collection supervisors should monitor 

accounts referred to collectors. Our reports have been revised to 

improve the monitoring process as recommended. 

-9 

10. Collectors contact all taxpayers assigned to them who owe delinquent 

taxes within specified time limits. 

We concur and revised our procedures to clearly require this action. 

Continual monitoring of the accounts assigned to each collector will 

reveal whether the contacts are being made as required and act as a 

control. 

19 



11. The Depar tment  o f  Revenue e s t a b l i s h  g u i d e l i n e s  f o r  when s p e c i f i c  

c o l l e c t i o n  a c t i o n  s h o u l d  be  t a k e n .  

We a g r e e  and w i l l  e s t a b l i s h  t h e  s p e c i f i c  g u i d e l i n e s  i n  t h e  n e a r  f u t u r e .  

1 2 .  The Depar tment  o f  Revenue s t a n d a r d i z e  p a r t  p a y  p r o c e d u r e s  i n c l u d i x  

t h o s e  used  by s p e c i a l  c o l l e c t i o n s .  We s t a n d a r d i z e d  t h e  p r o c e d u r e s  b u t  - 
c o n t r o l s  t o  m o n i t o r  t h e i r  u s e  were  i n c o m p l e t e .  Now we h a v e  e s t a b l i s h e d  

a  p a r t  pay d e s k  t o  e n s u r e  s t a n d a r d s  a r e  b e i n g  f o l l o w e d  b o t h  i n  c o l l e c t i o n s  

and s p e c i a l  c o l l e c t i o n s .  a 

1 3  and 1 4 .  The Depar tment  o f  Revenue c o l l e c t i o n  u n i t  s h o u l d  r e q u i r e  

i t s  c o l l e c t o r s  t o  u s e  t h e  t e l e p h o n e  a s  a  p r i m a r y  mode o f  c o n t a c t .  

The Depar tment  o f  Revenue s h o u l d  e v a l u a t e  expand ing  a l l  c o l l e c t o r s  d u t i e s  

t o  t h e  f u l l  r e a l m  o f  a c t i o n  from phone power t o  s e i z u r e .  

We a g r e e  i n  p r i n c i p l e  t h a t  phone power s h o u l d  b e  u s e d  f i r s t .  The 

q u e s t i o n  r e m a i n s  a s  t o  t h e  optimum mix o f  f i e l d  and  phone p e r s o n n e l  

d u t i e s  n e c e s s a r y  t o  c o l l e c t  t h e  t a x e s  d u e .  I d e a l l y  a l l  a c c o u n t s  s h o u l d  

go t o  phone power f i r s t  ( e x c e p t  j e o p a r d y  a c c o u n t s  which  r e q u i r e  immedia te  a 
collection a c t i o n )  w i t h  o n l y  t h e  a c c o u n t s  n o t  r e s p o n d i n g  a s s i g n e d  t o  a  

f i e l d  c o l l e c t o r  f o r  a p e r s o n a l  c o n t a c t .  There  i s  a  q u e s t i o n  w h e t h e r  

p e r s o n n e l  s h o u l d  a c t  a s  b o t h  a  f i e l d  and phone c o l l e c t o r .  We a r e  

e v a l u a t i n g  t h e  p r o s  and c o n s  o f  combined c o l l e c t o r s  v e r s u s  phone  and  

f i e l d  s p e c i a l i s t s .  Arguments c a n  be  made f o r  e a c h  c l a s s i f i c a t i o n  and 

c a r e f u l  e v a l u a t i o n  o f  t h e  a l t e r n a t i v e s  s h o u l d  b e  made b e f o r e  e s t a b l i s h -  

i n g  one  a p p r o a c h  o v e r  a n o t h e r .  

I n  a d d i t i o n  t o  t h e  above  comments c o n c e r n i n g  t h e  i n d i v i d u a l  recomrnenda- 
d 

t i o n s ,  t h e  f o l l o w i n g  g e n e r a l  comments s h o u l d  a l s o  b e  n o t e d .  The a u d i t  



f i n d i n g  a l l e g e s  t h e  Depar tment  o f  Revenue c o l l e c t i o n  e f f o r t s  a r e  

i n e f f i c i e n t  b e c a u s e :  

. O t h e r  e n t i t i e s  work a c c o u n t s  s o o n e r ;  

. O t h e r  e n t i t i e s  work s m a l l e r  a c c o u n t s ;  a n d ,  

. O t h e r  e n t i t i e s  u s e  phone p o b e r  more t h a n  t h e  Depar tment  o f  Revenue .  

I n  g e n e r a l  t h e r e  i s  no q u e s t i o n  b u t  t h a t  we c a n  b e  more e f f i c i e n t .  We 

a s k e d  f o r  and  p a r t i a l l y  r e c e i v e d  phone power p e r s o n n e l  i n  o u r  1 9 8 0 - 8 1  

a p p r o p r i a t i o n  and  we have  c o n v e r t e d  some f i e l d  c o l l e c t o r s  t o  phone  

c o l l e c t o r s  t o  become more e f f i c i e n t .  However, c a r e  mus t  b e  t a k e n  i n  

jumping t o  a  c o n c l u s i o n  o f  i n e f f i c i e n c y  b a s e d  on  a  c o m p a r i s o n  o f  t i m i n g  

and  a c c o u n t  s i z e .  The c o m p a r i s o n s  i n  t h e  r e p o r t  a r e  p r i m a r i l y  a  f u n c t i o n  

o f  a c c o u n t  numbers r e l a t i v e  t o  numbers o f  c o l l e c t o r s  and  do n o t  r e f l e c t  

t h e  e f f i c i e n c y  o f  t h e  r e s o u r c e s  a v a i l a b l e .  I n  a d d i t i o n ,  i t  s h o u l d  b e  

n o t e d ,  t h e  c i t i e s  r e f e r r e d  t o  i n  t h e  r e p o r t  t a x  a t  1 / 4  t h e  s t a t e  r a t e .  

By d e f i n i t i o n ,  t h e n ,  t h a t  same d e l i n q u e n t  a c c o u n t  would h a v e  shown 

o n l y  1 / 4  t h e  s i z e  o f  t h e  s t a t e  l i a b i l i t y .  Thus ,  i f  a  c i t y  works  t h e  

same p e r c e n t a g e  o f  a c c o u n t s  a s  t h e  Depar tment  o f  Revenue ,  i t  w i l l  

n a t u r a l l y  b e  work ing  s m a l l e r  a c c o u n t s .  T h i s ,  t h e n ,  d o e s  n o t  mean t h e y  

a r e  more e f f i c i e n t ,  o n l y  t h a t  t h e y  have  r e l a t i v e l y  s m a l l e r  a c c o u n t s .  

F i n a l l y ,  s i n c e  t h e r e  i s  no  c o m p a r i s o n  o f  c o s t s  p e r  d o l l a r  c o l l e c t e d  

( t h e  o n l y  r e a l  measu re  o f  e f f i c i e n c y )  be tween  t h e  Depa r tmen t  o f  Revenue 

and o t h e r  e n t i t i e s ,  t h e  i n f e r e n c e  t h a t  t h e  Depar tment  o f  Revenue i s  

l e s s  e f f i c i e n t  t h a n  t h e  c i t i e s  i s  u n w a r r a n t e d .  

FINDING 6 

IbIPROVEMENTS A R E  NEEDED I N  THE DEPARTbIENT OF REVENUE F1NANCI:IL 

TRANSACTION CONTROL A N D  DOCUblENTATION 

1. The Depar tment  o f  Revenue s h o u l d  e s t a b l i s h  a n  i n t e r n a l  a u d i t  s t a f f .  

The Depar tment  o f  Revenue a g r e e s  s u c h  a u n i t  i s  needed  and \%.auld b e  



b e n e f i c i a l  i f  i t  w e r e  funded  by t h e  l e g i s l a t u r e .  We r e c o g n i z e ,  however ,  

t h e  need  t o  keep  t h e  s i z e  o f  government  down and  have  l i m i t e d  o u r  

r e q u e s t s  t o  FTE1s n e c e s s a r y  t o  r e t a i n  and  enhance  s e r v i c e  l e v e l s  w h i l e  

depend ing  on o c c a s i o n a l  pe r fo rmance  a u d i t s ,  management s t u d i e s  and  

c o n s u l t i n g  s e r v i c e s  t o  p r o v i d e  i n t e r n a l  a u d i t  r e s u l t s .  

2 .  The Depar tment  o f  Revenue s h o u l d  conduc t  an  i n  d e p t h  r e v i e w  o f  c u r r e n t  

a c c o u n t i n g  p r o c e d u r e s  and d e v e l o p  w r i t t e n  p o l i c i e s  and  p r o c e d u r e s  f o r  i t .  
(1 

We a g r e e  and a r e  p r e s e n t l y  n e g o t i a t i n g  w i t h  a  CPA f i r m  t o  a s s i s t  i n  t h i s  

a n a l y s i s .  C o r r e l a t e d  r e v i s i o n s  t o  Data  P r o c e s s i n g  Programs, once  t h e  

a n a l y s i s  i s  comple t e ,  w i l l  b e  s low i n  d e v e l o p i n g  a s  t h e y  must  w a i t  i n  

l i n e  f o r  c o m p l e t i o n  o f  more c r i t i c a l  programs s u c h  a s  t h e  s a l e s  t a x  

r e c e i v a b l e  s y s t e m ,  on l i n e  e r r o r  r e s o l u t i o n  and i n f o r m a t i o n  r e t r i e v a l  

s y s t e m s .  A s  much work a s  c a n  be  done t o  upgrade  and s t a n d a r d i z e  p r o c e -  

d u r e s  w i l l  be  c o m p l e t e d  even  w i t h o u t  t h e  r e v i s e d  s y s t e m s .  

3 .  P r i o r  t o  e n t e r i n g  a c c o u n t s  r e c e i v a b l e s  i n t o  t h e  new au toma ted  s y s t e m  
4 

. Review and  remove u n c o l l e c t i b l e  a c c o u n t s  f rom t h e  a c t i v e  f i l e ;  

. Determine  t h e  e r r o r  r a t e  o f  t h e  f i l e ;  

. I f  t h e  e r r o r  r a t e  e x c e e d s  a l l o w a b l e  l i m i t  a u d i t  t h e  f i l e  and  

c o r r e c t ;  a n d ,  

. Repor t  f i n d i n g s  o f  t h e  a n a l v s i s .  

We have  been  and  a r e  work ing  t o  remove u n c o l l e c t i b l e s .  lqe a g r e e  i t  i s  

p r u d e n t  t o  a n a l y z e  t h e  e r r o r  f a c t o r  o f  o u r  r e c e i v a b l e s  f i l e  b e f o r e  

c o n v e r s i o n  from t h e  s e m i - a u t o m a t e d t o a c o m p u t e r i z e d  s y s t e m  and w i l l  do s o ,  

t a k i n g  c o r r e c t i v e  a c t i o n  a s  n e c e s s a r y .  A t e s t  w i l l  b e  c o n d u c t e d  s h o r t l y  
(I 

t o  h e l p  u s  p l a n  t h e  c o n v e r s i o n .  I f  t h e  J o i n t  L e g i s l a t i v e  Budget Commit tee  

w i s h e s  t h e  Depar tment  o f  Revenue t o  a d v i s e  them o f  o u r  t e s t  f i n d i n g s ,  

we w i l l  do s o .  
- 22 - 



3 .  : h e  l c g i  s l n t ~ ~ r - c  s h o l ~ l d  con.; i dc.1- .;t:ltutor!. c h a n g e s  t o  a l l o w  f o r  a  

1'111 1 i~ idcycnc lcn t  ; I ~ I , :  i t o f  t h e  c lcpal - tment .  

I I C  \ \ ~ ~ l l c i  \ I C ~ C O T I I C  3 c o ~ ~ l l ~ l c t c  3:lclit 3 s  l o n g  a s  i t  m e e t s  t h e  f e d e r a l  

c o n  f i  d c n t  i a l  i t y  r c q u i  I -cments  s o  t h e  f e d e r a l / s t a t e  exchange  ag reemen t  

for- t a x  : i dmin i s t r : l t i on  pt l :pases  i s  n o t  j e o p a r d i z e d .  hTe a r e  awa re  o f  

most o f  t h e  agent). p r - o b l c n l  and have  g o a l s  and  o b j e c t i v e s  t o  r e v i e ~ i  

and u p g r a d e  o u r  a c t i v i t i e s ,  b d t  a n  i n d e p e n d e n t  a u d i t  would h e l p  i d e n t  i f y  

an!, I I I - C I ~ ~ C I I ~  o f  which lie a r e  u n a ~ t n r - e .  

I n  a d d i t i o n  t o  t h e  a h o v e ,  t h e  f o l l o i ~ ~ i n s  comments a r e  o f f e r e d .  F i r s t ,  

i n  s p i t e  o f  t h e  s a m p l e  r e s u l t s  o f  t h e  a u d i t ,  c a r e  Kas t a k e n  t o  s e t  up 

a c c u r a t e  r e c e i v a b l e  a c c o u n t s .  F i l e s  Icere r e v i e w e d  by s t a f f  a u d i t o r s  i n  

1979  and t h e s e  i n  t u r n  w e r e  q u a l i t ) -  checked  on  a  s amp le  b a s i s .  D e t a i l e d  

b i l l i n g s  were  s e n t  t o  t a x p a y e r s  ~ h o  \ < e r e  i n v i t e d  t o  c h a l l e n g e  r e c e i v a b l e s .  

S i n c e  t h e n ,  f i v e  b i l l i n g s  h a v e  b e e n  made. Thousands  o f  paymen t s  \ ( e r e  

r e c c i l - e d  and a c c o u n t s  l i e r e  a u d i t e d .  C o r r e c t i o n s  r e q u i r e d  we re  few, a s  a  

p e r c e n t a g e  o f  a c c o u n t s .  h ' h i l e  s t a t i s t i c s  w e r e  n o t  k e p t ,  t h e  number o f  

c o m p l a i n t s  f rom t a x p a y e r s  a b o u t  e r r o r s  was n o t  l a r g e  enough t o  c a u s e  

a l a r m  o r  i n v a l i d a t e  t h e  s y s t e m .  

S e c o n d l y ,  \(e d i s a g r e e  t h a t  t h e  t r e a t m e n t  o f  a d j u s t m e n t s  i n  t h e  p e r i o d  i n  

which t h e  a d j u s t m e n t s  a r e  made i s  i r r e g u l a r  o r  v i o l a t e s  a c c o u n t i n g  p r i n c i -  

p l e s .  I n  s t a t e  a c c o u n t i n g ,  t r a n s a c t i o n s  a r e  r e c o r d e d  when t h e y  o c c u r ,  

n o t  t o  t h e  p e r i o d  t o  which  t h e y  r e l a t e .  Thus r e c e i v a b l e s  due  i n  f i s c a l  

1979/SO, b u t  p a i d  i n  8 0 / 8 1  a r e  r e c o r d e d  i n  t h e  f i s c a l  8 0 / 8 1  s t a t i s t i c s .  

We Cccl  a d j u s t i n c n t  s s l ~ o u l d  b e  s i m i l a r l y  t r e a t e d .  

F i n a l l y ,  \ i h i l c  we c o n c u r  t h e  c u r r e n t  a c c o u n t s  r e c e i v a b l e  s y s t e m  i s  b u r d e n e d  

w i t h  ~ r n c o l l e c t i b l e  a c c o u n t s ,  c a r e  mus t  b e  t a k e n  i n  removing  them.  P r o c e d u r e s  

we re  e s t a b l i s h e d  f o r  c o l l e c t o r s  t o  recommend a c c o u n t s  b e  removed.  S p e c i a l  



actions must be taken to ensurc accounts are worked before thcy are 

removed from active status. This is a slow process and the 317 largest 

uncollectibles have been weeded out. The process should accelerate 

as smaller accounts are worked. 

BECAUSE ,lRI Z0S.A DOES KOT TAX CONSTRUCTION OF POliER GENERZTING F.ACIL1TIES 

AS OTHER STATES DO, BY 1986 ARIZONA NILL LOSE SUBST-ANTI-AL SALES A S D  fa 

USE TAXES REL-ATED TO THE CONSTRUCTION OF THE P-ALO VEREE NUCLE-AR -- 

GENERATISG F-ACILITY AND OTHER POWER-GENERATING FACILITIES. - 

The department does not concur in the findings or recommendations 

relating to the circumstances surrounding the transaction privilege 

and use tax situation at the Palo Verde Nuclear Generating Station CPVNGS). 

hlhile it may appear an "agreement" has been struck between the Department '$ 

of Revenue and A.P.S., with approval of the Attorney General, this is 

not a valid conclusion. The documents and facts demonstrate a recogni- 

tion by the Department of Revenue of,not only what the present state of (I 

the statutory and decisional law is, but also the potential likelihood 

of successfully challenging the position of A.P.S. in what would 

unquestionably be an exceedingly complex and drawn-out lawsuit. The 

Department of Revenue, relying upon advice from its legal counsel as 

to the state of the law, seeks to cooperate with any taxpayer in the 

correct calculation of tax liability arising from a profoundly complex 

business activity. To the extent there is any cooperation, it is only 

through recognizing any and all statutory exclusions and there has been 

no attempt to "expand" an exemption or deplete the state treasury in a 

developing the Palo Verde guidelines. The present guidelines reflect 

existing statutory exemptions and court interpretations applicable 



t h e r e t o .  Only i f  t h e  l e g i s l a t u r e  i s  d e s i r o u s  o f  a l t e r i n g  t h e  e f f e c t s  

o f  a p p l i c a b l e  c o u r t  d e c i s i o n s  c a n  t h e  exempt ions  i n  t h i s  s i t u a t i o n  b e  
w 

expanded o r  l i m i t e d .  U n t i l  and  u n l e s s  t h e r e  i s  l e g i s l a t i v e  a c t i o n ,  

t h e  Department  o f  Revenue d o e s  n o t  f e e l  i t  can  a l t e r  i t s  p r e s e n t  i n -  

DI t e r p r e t a t i o n ,  e s p e c i a l l y  based  on e x p e c t e d  f i s c a l  e f f e c t s .  To a s s i s t  

t h e  A u d i t o r  G e n e r a l ' s  O f f i c e  i n  f u l l y  u n d e r s t a n d i n g  t h e  background  o f  

t h e  documents  and f a c t s  r e l a t i n g  t o  t h e  t r a n s a c t i o n  p r i v i l e g e  and  u s e  

P 
t a x  a p p l i c a b i l i t y  a t  t h e  P a l o  Verde Nuc lea r  G e n e r a t i n g  S t a t i o n ,  a  

b r i e f  d i s c u s s i o n  o f  t h e  a p p l i c a b l e  law and c o u r t  d e c i s i o n s  i s  p r e s e n t e d  

below.  
8 

A t  t h e  o u t s e t ,  i t  must be n o t e d  t h a t  t h e  exempt ions  i n  q u e s t i o n  a r i s e  

) unde r  A.R.S. 88 42-1312 .01  a n d / o r  42-1409(B) .  The re  i s  no i n t e n t  by 

t h e  Department  o f  Revenue t o  exempt f rom t a x a t i o n  t h o s e  c o n s t r u c t i o n  

a c t i v i t i e s  which would be s u b j e c t  t o  A.R.S. 8 4 2 - 1 3 1 0 ( 2 ) ( i ) .  

I, 

The s t a r t i n g  p o i n t  f o r  t h e  a n a l y s i s  i s  t h e  d e c i s i o n  o f  t h e  A r i z o n a  

Cour t  o f  Appea l s  i n  DUVAL-SIERRITA CORP. v  ARIZONA DEPARTMENT OF R E V E N U E ,  
k 

116 ARIZ. 200 ,  368 ,  P2d 1048 (CT.  APP. 1977) ( r e v i e w  d e n i e d  Sep tember  1 5 ,  

1 9 7 7 ) .  T h e r e ,  i t  was h e l d  t h a t  mach ine ry  and equipment  which was e s s e n -  

t i a l  t o  t h e  o p e r a t i o n  o f  t h e  c o p p e r  min ing  b u s i n e s s  was exempt f rom u s e  

t a x a t i o n  p e r  A.R.S. Ej- 42--1409(B).  The r a t i o n a l e  o f  t h e  Coui't was t h a t -  

t h e  " i n t e g r a t e d  r u l e "  u n d e r  t h e  c o n c e p t  o f  " d i r e c t  u se"  was t h e  p r o p e r  

I, t e s t .  The same s t a n d a r d  would a p p l y  t o  A.R.S. 8 42-1312 .01 .  



Under t h e  i n t e g r a t e d  r u l e ,  i f  an i t em i n  q u e s t i o n  i s  n e c e s s a r y  t o  t h e  

o p e r a t i o n ,  i s  p h y s i c a l l y  and c a u s a l l y  c l o s e  t o  t h e  f i n i s h e d  p r o d u c t  i 
and f u n c t i o n s  ha rmonious ly  w i t h  o t h e r  i t e m s  t o  form an i n t e g r a t e d  sys t em,  

i t  i s  " d i r e c t l y  used" and t h e r e f o r e  exempt.  The l e a d i n g  c a s e  on t h e  

p o i n t ,  i n  t h e  Ar izona  C o u r t ' s  v iew,  i s  NIAGRIA MOHAWK POWER CORP. v .  

WANMIAKER, 286 APP. D I V .  446, 144 N.Y.S. 2d 458 (1955) .  T h i s  c a s e  

s p e c i f i c a l l y  h o l d s  t h a t ,  i n  p r o p e r  c i r c u m s t a n c e s  s t r u c t u r e s  and s u p p o r t s  
a 

which house ,  s t e a d y  and p r o t e c t  machinery  and equipment  used  t o  g e n e r a t e  

e l e c t r i c  power a r e  e s s e n t i a l  t o  t h e  o p e r a t i o n  and ,  f o r  t h a t  r e a s o n ,  exempt.  

a 
With r e s p e c t  t o  t h e  q u e s t i o n  o f  whe the r  t h e  i t e m s  i n  q u e s t i o n  a r e  

t a n g i b l e  p e r s o n a l  p r o p e r t y ,  i t  i s  e s s e n t i a l  t o  remember t h a t  t h e  exemp- 

t i o n s  under  A.R.S. a$j 42-1312.01  and 42-1409(B) a r e  c o n f i n e d  t o  t h o s e  

i t e m s  which a t  t h e  t ime  o f  t h e  t a x a b l e  e v e n t ,  a r e  t a n g i b l e  p e r s o n a l  

p r o p e r t y .  Thus,  when an i t e m  i s  purchased  from a  r e t a i l e r  f o r  s u b s e q u e n t  

i n c o r p o r a t i o n  by a  c o n t r a c t o r  i n t o  a  s t r u c t u r e ,  t h e  t a x a b l e  e v e n t  i s  t h e  
4 

b u s i n e s s  t r a n s a c t i o n  between t h e  r e t a i l e r  and t h e  c o n t r a c t o r  ( i . e . ,  t h e  

s a l e )  and n o t  t h e  s u b s e q u e n t  t r a n s f o r m a t i o n  o f  t h e  i t e m  by t h e  c o n t r a c t o r  
4 

from t a n g i b l e  p e r s o n a l  p r o p e r t y  i n t o  r e a l  p r o p e r t y .  See A.R.S. 

I n  t h e  PVNGS s i t u a t i o n ,  t h e  pu rchase  t r a n s a c t i o n  i s  even  one s t e p  f u r t h e r  

removed i n  view o f  t h e  f a c t  t h a t  APS, r a t h e r  t h a n  t h e  many c o n t r a c t o r s ,  

p u r c h a s e s  t h e  t a n g i b l e  p e r s o n a l  p r o p e r t y  t o  be  l a t e r  t r a n s f o r m e d  by t h e  

c o n t r a c t o r s  i n t o  an i n t e g r a t e d  n u c l e a r  power g e n e r a t i n g  p l a n t .  - SEE 



EB.4SCO SLRI'ICES, I N C .  v  ARIZONA STATE TAX CO>IMISSION, 105 ARIZ. 9 4 ,  459 

@ p . 2 3  715) ( 1 9 6 9 ) .  

'Thus, t h e  d e t e r m i n a t i o n  o f  t h e  n a t u r e  o f  t h e  i t e m s  i s  t o  b~ made a t  t h e  

I)) 
t i m e  o f  p u r c h a s e  by APS f rom t h e  v a r i o u s  s u p p l i e r s  o f  t a n g i b l e  p e r s o n a l  

p r o p e r t y  r a t h e r  t h a n  a t  t h e  t i m e  o f  t h e  t r a n s f o r m a t i o n  o f  s u c h  by  c o n -  

I, 
t r a c t o r s  i n t o  r e a l  p r o p e r t y ,  a t  w h i c h  t i m e  a  s e p a r a t e  t a x a b l e  e v e n t  

o c c u r s ,  t h a t  i s ,  t h e  e n g a g i n g  i n  b u s i n e s s  by t h e  c o n t r a c t o r s  u n d e r  

A . R . S .  5 4 2 - 1 3 1 0 ( 2 ) ( i ) .  

On t h e  i s s u e  o f  w h e t h e r  t h e  i t e m s  i n  q u e s t i o n  c o n s t i t u t e  m a c h i n e r y  o r  

e q u i p m e n t ,  t h e  d e c i s i o n  i n  t h e  DUVAL c a s e  i s  c o n t r o l l i n g .  I n  v i e w  o f  

Ir 
t h e  f a c t  t h a t  t h e  C o u r t  e q u a t e d  t h e  c o n c e p t  o f  " d i r e c t  u s e "  w i t h  "essen-  

t i a l i t j - "  u n d e r  t h e  IFANMIAKER d e c i s i o n ,  i t  would  b e  h i g h l y  u n l i k e l y  t h a t  

0 
t h e  C o u r t  l iou id  now r e t r e a t  f rom t h a t  p o s i t i o n  w i t h  r e s p e c t  t o  t h e  i t e m s  

o f  t a n g i b l e  p e r s o n a l  p r o p e r t y  i n v o l v e d  i n  t h e  P a l o  V e r d e  g u i d e l i n e s .  

I: A g a i n ,  i t  i s  t h e  n a t u i - e  o f  t h e  p r o p e r t y  a t  t h e  t i m e  o f  i t s  a c q u i s i t i o n  

by APS - -  r a t h e r  t h a n  i t s  t r a n s f o r m e d  n a t u r e  a t  some l a t e r  d a t e  f o l l o w i n g  

t h e  c o n t r a c t o r s '  i n c o r p o r a t i o n  o f  i t  i n t o  t h e  PVNGS s t r u c t u r e s  - -  t h a t  

I 
i s  d e t e r m i n a t i v e .  

I, 
I n  t h i s  r e g a r d ,  t h e  t e r m  " e q u i p m e n t "  i s  a v e r y  b r o a d  o n e ,  e n c o m p a s s i n g  

w h a t e v e r  i s  n e e d e d  t o  a c c o m p l i s h  a p a r t i c u l a r  o b j e c t i v e .  I n  v i e w  o f  t h e  

f a c t  t h a t  t h e  L e g i s l a t u r e  h a s  p h r a s e d  t h e  e x e m p t i o n  i n  A.R.S.  8 4 2 - 1 3 1 2 . 0 1  

( A )  ( 4 )  i n  t h e  d i s j u n c t i v e  ( i . e . ,  ". . . m a c h i n e r y ,  e q u i p m e n t  -- o r  t r a n s m i s s i o n  

- 2 7  - 



lines . . . " (  emphasis added)), the maximum of statutory construction which 

would suggest that the term "equipment" be limited to items like 

I I machinex->-" is considerably weakened. Moreover, the taxpayer in the 

DUIrAL case specifically pointed out to the Court numerous cases which 

stand for this proposition that "equipment", used in a disjunctive way, 

is to be broadly interpreted. 

Thus, under the statutory exemption as it now exists, the items of 

tangible personal property in question seem clearly to fit within the 

exemptive language. 

Perhaps the central point of controversy herein is the question whether 

or not the structures at the PVNGS constitute "buildings" for purposes 
Q 

of A.R.S. 88 42-1312.01 and 42-1409(B). Again, the starting point is 

the DUVAL case and its reliance upon the WANAMAKER decision. While 

the Department of Revenue may not, for purposes of this discussion, 

totally agree sith the Court's rationale, it is undeniably Ghat the 

present state of the law actually is. The IilANMIAKER case, in so many 

words, declares that the "...structures and supports which house and 

steady the machinery (at a steam power generating plant) are essential 

to production." The DUVAL case holds that such items are therefore 

directly used and thus exempt. 

It should be noted that APS provided to the Department of Revenue docu- 

mentation from the Maricopa County Board of Supervisors which exempted 



the p\'SGS structures in questior, from Maricopa County building code re- 

quircments upon the grounds that the structures were not buildings at 

all, but were, instead, integrated parts of t.he overall nuclear power 

generating function. Furthermore, many cases from other jurisdictions 

have held that specialized structures, while perhaps having the out\$.ard 

appearance of "buildings", may frequently be found to be something quite 

different. For example, it has been held that a massive cement cooling 

toi~er some 450 feet tall - -  which tower, incidentally, cooled water to 

permit the operation of a nuclear polcer plant - -  was properly exempted 

as machinery or equipment connected with the generation of electricity. 

SEE HEATH v RESEARCH-COTTRELL, INC., 529 S.W.2d 336 (ARK. 1975). Many - 

other cases hold that specialized structures are not necessarily "buildings". 

SEE, e.g., YELLOK FREIGHT SYSTEbl, INC. v UNITED STATES, 413 F. SUPP 357 - 

( 1 i . D .  bIO. 1975), (truck terminals not "buildings" for federal investment 

tax credit purposes); BROICN-FORbIAN DISTILLERS CORP. v UNITED STATES, 

499 F.2d 1263 (CT.CL.l974)(large structures with permanent floors, roof 

and walls used to age whiskey not "buildings" for federal investment tax 

credit purposes); THIRUP v COFlhIISSIONER OF INTERNAL REVENUE, 508 F.2d 

915 (9th CIR. 1974) (400' x 200' greenhouses not "buildings" under 

26 U.S.C. 848); WEST WHITELAND TOIfNSHIP v EXTON MATERIALS, INC. 11 PA. 

Cob1 474, 314A,2d 43 (1974) (concrete plant where interior not suited for 

human use not a "building" for zoning purposes). 

The foregoing are merely examples of other cases that could be found. 

Indeed, while APS is aware of most of these cases, it is not aware, so 

far as we know of all of them. 



In vie\$, of thes,: facts and the decision in the DUVAL case, the potential 

for successfully :irguing that the structures in question are "buildings" a 

1,ithin the meaning of A . R . S .  88 42-1312.01 and/or 42-1409(B) are, at 

best, slim. 

Based on the above, the department feels it has fairly and accurately 

established guidelines for use in determining transaction privilege a 
and use tax liability in the development of the Palo Verde Nuclear Gen- 

erating Station. h" welcome legislative evaluation of the guidelines 

if they so choose. However, there is no need to revise the current 

statutory exemptions to conform to the guidelines, because the guide- 

lines were established based upon the statutory exemptions and applicable 
(I 

court cases. 

In like manner, the department would also be willing to assist the 

legislature in reviewing the myriad of exemptions granted by the tax 

statutes and department interpretations thereof. This would be a 

monumental task and I would question the results that might be obtained I 

from such exercise versus the cost for both the legislative and execu- 

tive branches. Perhaps the legislature may wish to assign members of 

its staff to review certain sections of the code each year to determine 

whether the exemptions allowed are still desired, a "sunset" approach to 

exemption statutes. a 

\Ye also question the value of placing information regarding the audits 

of suppliers and contractors of the Palo Verde project in our annual 

- 30 - 



r e p o r t .  I f  u n d e r  r e v i e w  t h e  g u i d e l i n e s  a r e  found  t o  b e  p r o p e r  and  w i t h i n  

@ t h e  c u r r e n t  s t a t u t o r y  p r o v i s i o n s ,  I would q u e s t i o n  w h e t h e r  t h e r e  i s  any  

l e g i s l a t i v e  need  For t h i s  t y p e  o f  i n f o r m a t i o n .  I t  would  b e  t i m e  c o n -  

suming t o  c o m p i l e  t h e  i n f o r m a t i o n  by t r e a t i n g  t h e s e  a u d i t s  s e p a r a t e l y  

f rom o t h e r  a u d i t s .  S u p p l i e r s  and  c o n t r a c t o r s  do o t h e r  work b e s i d e s  t h e  

P a l o  Verde  p r o j e c t  and  a u d i t s  would i n c l u d e  a l l  o f  t h e i r  a c t i v i t i e s  n o t  

j u s t  t h o s e  r e l a t e d  t o  P a l o  Verde .  I f  t h i s  i n f o r m a t i o n  were  e s s e n t i a l  ' t o  a n  e v a l u a t i o n  o f  t h e  t a x  l a w s ,  I c o u l d  s e e  t h e  w o r t h ,  b u t  b y  them- 

s e l v e s  t h e y  would r e f l e c t  l i t t l e  a s  a n  i n f o r m a t i o n  s o u r c e  t o  l e g i s l a c o r s .  
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October 23, 1980 

B R U C E  B A B B I T T  

G O V E R N O R  

RE: S a l e s  Tax P c l i c i e s  od F i l i n g  of Returns  

1. I s s u e :  a 
The s t a t u t e s  provide t h a t  s a l e s  t a x  r e t u r n s  are due and payable  monthly on o r  
b e f o r e  t h e  1st day of  t h e  2nd month nex t  succeeding t h e  inonth i n  whlch t h e  t a x  
a c c r u e s  (ARS 42 13228). That same sub-sec t ion  of  law provided t h a t  t h e  t a x  
i s  de l inquen t  5 days t h e r e a f t e r .  The i s s u e  needing r e s o l u t i o n  is:  when a  tax-  

I, 
payer  f i l e s  a  r e t u r n  a f t e r  t h e  6 t h  of  t h e  2nd month, does i n t e r e s t  s t a r t  a cc ru ing  
back t o  t h e  1st o r  does i t  begin  on t h e  6 th?  

Departnent Po1ic.:-  

(-1 The s t a t u t e  provid ing  f o r  i n t e r e s t  (ARS 42 13220) p rov ides  t h a t  i n t e r e s t  s h a l l  

B 
- acc rue  a t  t h e  r a t e  of  1% p e r  month o r  f r a c t i o n  of  a  month from t h e  t ime 

t h e  t a x  was due and payable  u n t i l  pa id .  This  i rnpl ies  t h a t  when a  taxpayer  
f a i l s  t o  meet t h e  6 t h  of t h e  month dead l ine  t h a t  i n t e r e s t  should be  c a l c u l a -  
t e d  back t o  t h e  1st. Therefore ,  i n t e r e s t  w i l l  be  c a l c u l a t e d  from t h e  1st of 
one month t o  t h e  Is t  o f  t h e  next  month. 

2. I s s u e  

When i s  a  s a l e s  t a x  r e t u r n  deemed t o  be  r ece ived :  t h e  d a t e  on which i t  i s  p o s t  
marked o r  t h e  d a t e  on which i t  i s  r ece ived  i n  t h e  Department? 

d u r r e n t  Department p r a c t i c e s  provide  t h a t  t h e  post-marked d a t e  i s  cons idered  

b t h e  d a t e  of  r e c e i p t .  

Department Po l i cy :  

Based upon a  review of ARS 1-218, t h e  post-marked d a t e  should be  deemed t h e  d a t e  
o f  r e c e i p t  of a  s a l e s  t a x  document. 

3.  I s s u e  

When c a l c u l a t i n g  t h e  i n t e r e s t ,  should t h e  t a x  and a  p e n a l t y  be t h e  b a s e  a g a i n s t  
which t h e  i n t e r e s t  r a t e  is a p p l i e d  o r  should on ly  t h e  t a x  be  t h e  base  a g a i n s t  
which t h e  i n t e r e s t  r a t e  i s  app l i ed?  

Department Pol  i c y  : 

The i n t e r e s t  should be  c a l c u l a t e d  on ly  upon t h e  t a x  i t s e l f .  

4 
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When an  a u d i t  r e s u l t s  i n  an assessment ,  should i n t e r e s t  be charged on t h a t  
a d d i t i o n a l  t a x  from t h e  d a t e  of t h e  assessment  o r  from t h e  d a t e  t h e  t a x  was 
a c t u a l l y  due? 

Departnent  Po l i cy :  

ARS 42 1327 provides  t h a t  when a  de f i c i ency  is found a s  t h e  r e s u l t  o f  a n  a u d i t  
t h a t  t h o s e  a d d i t i o n a l  amounts should bea r  i n t e r e s t  from t h e  t ime t h e  a d d i t i o n a l  
t a x  was due and payable  u n t i l  paid.  Hence, given t h e  f a c t  t h a t  t h e  a d d i t i o n a l  
t a x  was due and payable  on t h e  1st day of t h e  month fo l lowing  t h e  month i n  1.  
which t h e  t a x  accrued ,  ( i t  was simply n o t  d i scovered  by t h e  S t a t e  u n t i l  t h e  -.:I I 
a u d i t  d a t e ) ,  i n t e r e s t  on assessments  should acc rue  from t h e  d a t e  t h e  o r i g i n a l  i 

t a x  was due and no t  from t h e  assessment d a t e .  (This  b r i n g s  up t h e  add i t i ona l .  /I 
f a c t  t h a t  s e p a r a t e  i n t e r e s t  c a l c u l a t i o n s  w i l l  have t o  be  made f o r  each i n d i v i d -  
u a l  month's t a x  l i a b i l i t y .  During a normal a u d i t  t h i s  would r e s u l t  i n  33 
s e p a r a t e  i n t e r e s t  c a l c u l a t i o n s . )  

I 

Thi s  i s s u e  a l s o  h a s  i m p l i c a t i o n s  f o r  t h e  C o l l e c t i o n s  a r e a  s i n c e  c u r r e n t l y  when 
a taxpayer  is de l inquen t  f o r  a  number of months on ly  one i n t e r e s t  c a l c u l a t i o n  
i s  made and a p p l i e d  t o  t h e  "average" age  of  t h e  account .  Cons i s t en t  w i t h  t h a t  
d i s cus sed  i n  t h e  prev ious  paragraph,  s e p a r a t e  i n t e r e s t  c a l c u l a t i o n s  should  b e  
made f o r  each  i n d i v i d u a l  month o f  del inquency.  i 
Curren t  Departmental  p r a c t i c e  is  t o  n o t  impose a p e n a l t y  upon a  r e t u r n  t ime ly  
f i l e d  even i f  a  subsequent  a u d i t  d i s c l o s e s  t h a t  a  t a x  l i a b i l i t y  d i d  indeed 
exist f o r  t h e  months i n  ques t ion .  

Department po l i cy :  

ARS 42 1327B and C p rovide  f o r  p e n a l t i e s  t o  be  a s s e s s e d  i f  any p a r t  of  a I 
d e f i c i e n c y  is  due t o  negl igence  o r  f raud .  Hence, i t  seems r ea sonab le  t h a t  
based upon t h e  f a c t s  surrnun-ling any p a r t i c u l a r  r e t u r n  of t h i s  n a t u r e  t h a t  a a 
p e n a l t y  of 0%, 10% o r  25% could  be  imposed, upon t h e  recommendation o f  t h e  
a u d i t o r ,  provided t h e  Chief Auditor  concurs .  

Any account  t h a t  t h e  Chief Auditor  b e l i e v e s  should be  a s se s sed  a  25% p e n a l t y  
f o r  i n t e n t  t o  evade o r  def raud ,  should be reviewed w i t h  t h e  Attorney Gene ra l ' s  
O f f i c e  f o r  t h e  p o s s i b i l i t y  of p rosecut ion .  I f  t h e  Attorney Genera l ' s  O f f i c e  
s t i p u l a t e s  t h a t  p rosecut ion  i s  not  warranted o r  u n l i k e l y ,  then t h e  Departinent 
s h a l l  proceed w i t h  a s s e s s i n g  a  25% c i v i l  pena l ty .  

6 .  I s s u e  

When a  taxpayer  f i l e s  under ex t ens ion ,  does t h e  a d d i t i o n a l  t ime g ran t ed  f o r  
f i l i n g  begin  on t h e  1st o r  6 th  of t h e  month? 

Department Po l i cy  : 

An ex tens ion  of t i m e  w i l l  beg in  t o  run  from t h e  1st of  t h e  month. Any r e t u r n  
f i l e d  under an  ex t ens ion  s h a l l  b e  due a t  t h e  end of  t h e  ex t ens ion  p e r i o d ,  and (? w i l l  be  de l inquen t  f i v e  days t h e r e a f t e r .  For example, a  t axpayer  f i l i n g  under 
a 15-day ex t ens ion  must have h i s  ST-1 f o r  J a n u a r y ' f i l e d  by March 21  t o  
avo id  t h e  impos i t i on  of a  pena l ty .  

\ 

DPJ: dk 
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POLICY MEMC 81 T-002, 

TO : Administrators 
Division of Taxation , 

January 9, 1981 

FROM: David P. Jankofsky 
Assistant Director for Taxation 

SUBJ: Guidelines for Penalty Abatement 
(Late Filing/Late Re~itting) 

I : 
I 

The following are general guidelines fcr abating penalties. 
Penalties r:.ay be inposed in certain circunstances for late I 

I 

B filing of a tax return, for late remittance cf taxes, oz for 
under-reporting taxes. 

Any taxpayer ~ h o  believes he or she has y ~ o d  reason to object 
to dny penalty imposed by the Departrent for faill~re to file 
returns timely or pay tax tiaely ma:[ submit a ruquest for 

C abatement seeking that penalty be abated. The request must 5e 
in writing and it must contain all facts and complete ~nforma- 
tion allecjed as reasonable cause for the taxpayer's delinquency. 

I 

1 

The following are the proposed guidelines for recox7ztending I 

penalty abatements for Income an<. Sales Tax. Specifically, the 
guidelines are designat2d S f  F7H, C, I, if they appiy to Sales, 
Withholding, Corporation 1ncor.e Tax and Individual Income Tax, 
respectively. These examples are not all-inclusive, but offer 
basic guidelines: 

1. Honest mistakes or errors: 

a. A first-time mathematical 2rror on the timely filed 
tax form. (S, WH) 

- b. A business is late the first time,aecording to 
our records, with its tax return. However, the 
return should not be more than 10 days late. (PIHI 

c. Breakdown of mechanized account systen; (e.g., computer) 
just prior to the filing deadline. (S, WH, C, I) 

2. Unexpected illness or absence of responsible authority 
for timely filing of tax returns. (Sf P?H, C, I) 

a. This includes the death of any member of the 
taxpayer's imiediate family, or the sudden death or 
iilncss of the taxpayer's bookkeeper or practitioner. 
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b. Where t h e  d e l a y  was c a u s e d  by p ro longed  u n a v o i d a b l e  
a b s e n c e  o f  t h e  t a x p a y e r  . r e s p o n s i b l e  f o r  f i l i n g .  I n  
p a s t  s i t u a t i o n s ,  p e n a l t y  h a s  been waived where  t h e  
t a x p a y e r  i s  o u t  o f  t h e  c o u n t r y  o r  away on  b u s i n e s s ,  q 
i t  does  n o t  i n c l u d e  d e l a y  c a u s e d  by v a c a t i o n s .  . 

3 .  Weather  c o n d i t i o n s  o r  o t h e r  c a s u a l t i e s  which  a r e  c a u s a l l y  
r e l a t e d  t o  l a t e  f i l i n g  o f  t a x  r e t u r n  (S, WH, C , I )  

a. B l i z z a r d s ,  s t o r m s ,  o r  o t h e r  A c t s  o f  God. I 

b. D e s t r u c t i o n  by f i r e  o r  o t h e r  c a s u a l t y  o f  t h e  
t a x p a y e r ' s  r e c o r d s .  The t a x ~ a y e r  s h o u l d  s h ~ w  t h a t  
t h e  d e s t r u c t i o n  took p l a c e  b e f o r e  t h e  due  d a t e  o f  
t h e  r e t u r n .  

4 .  Forms s e n t  t o  a n o t h e r  agency,  when a  t a x p a y e r  can p r o v i d e  (I 
p r o o f  ( s u c h  a s  a  copy o f  e n v e l o p e  w i t h  pos tmark)  t h a t  t a x  
f o r m  were m a i l e d  t o  a n o t h e r  agency s u c h  a s  DES o r  IRS. 
( T h i s  s h o u l d  b e  a  "one t i m e  o n l y "  aba tement . )  QS,'.L'H, C ,  I )  

5. Postmark:  

When a  t a x p a y e r  s t a t e s  he  h a s  m a i l e d  t h e  r e t u r n  t i - e l y ,  b u t  
t h e  P o s t  O f f i c e  d i d  n o t  mark t h e  e n v e l o p e  on  t h e  same d a t e ;  
p e n a l t y  may be  a b a t e d  i f :  (S ,  WH, C,  I) 

F i r s t  r e q u e s t  - Taxpayer w i l l  p r e p a r e  a n  a f f i d a v i t  
s t a t i n g  t h a t  s a i d  r e t u r n  was m a i l e d  t i m e l y .  

1 

Second r e q u e s t  - Taxpayer w i l l  p r e p a r e  a n  a f f i d a v i t  s t a t i n c  
t h a t  r e t u r n  had been t i m e l y  f i l e d  a l o n g  w i t h  a  w i t n e s s  
a f f i d a v i t  s t a t i n g  t a x p a y e r  had f i l e d  t i m e l y .  

T h i r d  r e q u e s t  - Taxpayer w i l l  have  t o  go t o  c u u r 2  t o  g e t  
4 

p e n a l t y  a b a t e d .  

6. The l a t e  f i l i n g  was a t t r i b u t a b l e  t o  f r a u d  5 y  a  p e r s o n  who 
i s  d i r e c t l y  r e s p o n s i b l e  f o r  f i l i n g  o f  t a x  r e t u r n s  f o r  
t h e  t a x p a y e r  w i t h o u t  t h e  t a x p a y e r ' s  knowledge. (S f  WH, C ,  Y 

7.  D e p a r t n e n t  o f  Revenue e r r o r :  

a .  Where a t a x p a y e r  does  n o t  g e t  a  r e t u r n  m a i l e d  t o  
t h e  b u s i n e s s  o r  m a i l i n g  a d d r e s s  s u p p l i e d  by  t h e  
l i c e n s e e .  (S,  W H )  

b .  The d e l a y  o r  f a i l u r e  t o  f i l e  a  r e p o r t  p r o p e r l y  was 
due  t o  e r r o n e o u s  i n f o r m a t i o n  g i v e n  t h e  t a x p a y e r  
by a n  employee of  t h e  D e p a r t n e n t .  (S ,  WH, C, I) 

8. S p e c i a l  R u l e s / C o n s i d e r a t i o n s :  

The i m p o s i t i o n  o f  a  2 5 %  l a t e  r e m i t t a n c e  p e n a l t y  o n  
Wi thho ld ing  p u r s u a n t  t o  43-826 s h o u l d  be  i n p o s e d  upon 
c h r o n i c  l a t e  r e m i t t e r s ,  e . g . ,  where a  t a x p a y e r  h a s  been 
l a t e  more t h a n  once  w i t h i n  t h e  p e r i o d  o f  t ixe  c o v e r e d  
by t h e  Depar tment ' s  r e c o r d s ,  a n d  where r e a s o n a b l e  c a u s e  
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for abating did not exist for both instances. 

Abatenent of penalty should take into account whether 
or not the taxpayer was following prudent business 

- .  practices in his or her methods. 

The followi~~g indi 
(or, in the case o 
abatement to the A 

viduals have the authority to abate penalty 
f late filing of Sales Tax returns, recommend 
ttorney General's Office): 

- .  

. Collections Administrator - late filing/remitt:.- 7 
for all taxes. 

. Chief, Special Collections & Compliance Unit - late 
- .  filing/remitting for all taxes. 

... 
I;. - .  
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MEMORANDUM F R O M  A DOR O F F I C I A L  

R E G A R D I N G  I M P R O V E M E N T S  I N  

T H E  DOCUMENT A N D  R E V E N U E  FLOW 



M E M O R A N D U M  

TO: Brian Dalton 
Auditor General's Staff 

December 1, 1980 

FRO&! : ' & a ! n i s  trator 
Management services 
Department of Revenue 

SUBJECT: Improvement on Document and 
Revenue Flow 

As you requested in our discussion 11/26/80, this memo summarizes the 
sequence of events which have occurred to improve our Department's docu- 
ment and revenue flow. 

Prior to July 1980, the Department conducted a document processing study 
which found that a lack of standardization and a fragmentation of duties 
in the document flow process resulted in inadequate controls and exces- 
sively long processing times. New standardized procedures were developed 
to streamline the process and centralize the workload. Remodeling re- 
quired to accommodate the centralized process was completed in late July 
and the new procedures were initiated. 

As expected when staff is reassigned and procedures are significantly 
changed, initial production was low. This condition occurred at a 
cyclical peak workload period when your team audited the process .* 

As separately noted by Paul Waddell in a memo to you, other factors which 
contributed to an excessively high backlog in early August included staff 
shortages, shifts in workload patterns due to legislatively changed due 
dates and the added workload of the food tax exemption program. 

In the four months since installation of these procedures, the following 
factors have contributed to a substantially improved performance: 

1. Reinstallation of a program to expedite large ($50,000 +) checks: 
Inadvertently discontinued in the shift to the new procedures, 
this was reinstituted as soon as the error was discovered. 

2. Completion of staffing, fine-tuning of procedures, familiari- 
zation by staff of procedures and improved quality control 
which has resulted in a significant increase in production. 

* Note: Does n o t  a p p l y  t o  t h e  workload c o n d i t i o n  c i t e d  on page  17. 
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3. Stabilization in Workflows: As the taxpayers' reaction to new 
due dates improved, so, too, has our ability to forecast work- 
loads and temporary staffing needs. In October and November, 
the Withholding cycle was handled with a minimal impact on 
sales processing. 

4. Documents are now date-stamped in and weekly reports track work 
in progress. By highlighting the front end workload or back- 
log, these have improved our responsiveness and minimized the 
chance for batches being bypassed. 

5. Lowering the Level of Special Handling of Big Checks to 
$10,000: This change which doubles the number expedited will 
result in a further reduction in float by one day. 

6. Continued Exploration of Alternatives to the Current Manual 
Process Including Lock Box, Electronic Register and Electronic 
Transfer Operations: While further study is in progress, the 
Department has requested funds in the 81-82 budget to imple- 
ment an electronic register system similar to that used in 
Nebraska. This appears to have the potential of the following 
advantages over traditional lock box operations: 

a) Lower costs . 
b) Document balancing. 
c) Improved audit trail on documents and checks. 
d) Front end locator capabilities before data entry. 
e) Check encoding which could improve correspondent bank 

bids for service. 
f) Microfilming of checks. 
g) Internal versus external operations. 

CC: P. Waddell 
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M E M O  
TO: Douglas R. Norton 

Auditor General 

October 2, 1980 

FROM: Arizona Legislative Council 

RE: Request for Research and Statutory Interpretation (0-80-45) 

This is in response to a request submitted on your behalf by Gerald A. 
Silva in a memo dated September 24, 1980. No input was received from the 
Attorney General concerning this request. 

FACT SITUATION: 

The Department of Revenue (Department) picks up sales tax  
payments twice daily -- 5:30 a.m. and 4:30 p.m. I t  can take t h e  Department 
up to  ten days to  process these payments and deposit them with the S ta t e  
Treasurer. 

QUESTION PRESENTED: 

Do the provisions of Arizona Revised Statutes  (A.R.S.) section 
42-1341.02, subsection B require t he  Department t o  deposit these payments: 

1. On the same  calendar day tha t  they a re  collected (picked up)? 

D 
2. Within 24 hours of collecting (picking up) the payments? 

ANSWERS: 

SEE DISCUSSION. 

DISCUSSION: 

A.R.S. section 42-1341.02 prescribes that: 

/T/he department shall each day remit all revenues collected - 
pursuant t o  this article and articles 1.1 and 1.2 of this chapter 
to the s t a t e  t reasurer .  . . . 

As used in s ta tutes ,  the term "day" normally means the twenty-four hour 
period from midnight t o  midnight, in other words, a calendar day. See S ta t e  
of Arizona ex rel. Conway v. Superior Court, 60 Ariz. 69, 131 P.2d 983 
(1942); Black's Law Dictionary 357 (5th ed. 1979); 11 Words and Phrases 



"dayn (Supp. 1980). The term "collectn is defined to mean gathering 
together, assembling scat tered things into one Inass or fund or to  receive 
payment. Black's Law Dictionary 238 (5th ed. 1979); Webster's Third New 
International Dictionary 444 (1976); 7A Words and Phrases "collectn (1952 
and Supp. 1980). 

An elementary rule of s ta tutory construction is that each word of a 
s tatute  will be given effect. Sutherland, Statutes and Statutory 
Construction section 46.06 (4th ed., Sands, 1972). State  v. Superior Court 
for Maicopa  County, 113 Ariz. 248, 550 P.2d 626 (1976). 

Additionally, the words of a s t a tu t e  a r e  to  be given their common 
meaning unless i t  appears from the context or otherwise tha t  a different 
meaning is intended. Ross v. Industrial Commission, 112 Ariz. 253, 540 P.2d 
1234 (1975). 

A review of A.R.S. section 42-1341.02, subsection B using the 
above-cited definitions and rules indicates tha t  all revenues collected by t h e  
Department in each twenty-four hour period from midnight to  midnight 
must be daily turned over to t h e  S ta t e  Treasurer. 

However, i n  construing s tatutes ,  Arizona courts will a t tempt  to  give 
them a sensible construction which will accozpl ish the  legislative intent and 
a t  the same t ime avoid an absurd result. A.R.S. section 1-211; S ta te  v. 
Valenzuela, 116 Ariz. 61, 567 P.2d 1190 (1977). A reasonable interpretation 
of A.R.S. section 42-1341.02 could find tha t  the  use of the term "collectn 
implies more than the  mere ac t  of receiving the  money. Collect also means 
to put together i n  an orderly fashion, which presumably in  this instance 
means recording the  name of t he  taxpayer along with the  amount and 
manner of payment prior t o  transmittal  t o  the S ta te  Treasurer. Under this 
interpretation arguably the revenues collected would be those payments 
which are  received and processed by the Department.  I t  is understandable, 
especially with regard to  payments picked up a t  4:30 p.m., tha t  processing 
and transfer t o  the treasurer's office would not be completed prior t o  
midnight of that  calendar day since normal office hours for s ta te  agencies 
would mean that  work would usually cease a t  5:00 p.m. (See A.R.S. section 
38-401.) However, in the face  of an apparent intent t o  require prompt 
processing and transfer of the monies to the treasurer the processing and 
transfer of payments to  the treasurer's office should be completed prior t o  
the close of the next calendar day. 

You may wish to  suggest corrective legislation to  clarify the 
legislative intent with regard to  processing t h e  payments received. 

cc: Gerald A. Silva 
Performance Audit Manager 
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OCTOBER 20, 1980, MEMORANDUM 

FROM A DOR O F F I C I A L  R E E A R D I E  

DOCUMENT PROCESSIK 
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October 20, 1980 

MEMORANDUM 

TO: Brian Dal ton,  Auditor 
Auditor General ' s  Office 

Division of Administration 
i FROM: Paul Waddell, Assistant  Director ,. 

SUBJECT: Document Processing 

In response t o  your inquiry made during our meeting of Wednesday October 8 ,  1980, 
I  have reviewed the hi r i  ng/reorgani zat ion/recl  a ss i  fyi  ng trends experienced i n  
the  Document Processing Unit and am providing the following information to  you. 

The Document Processing Unit was created in July 1980. I t  i s  a  uni t  of the  
Revenue Control Section and i s  made u p  of twenty (20) posi t ions .  Of these  
twenty posit ions,  four vacant posit ions required rec lass i f i ca t ion  from Cashier 
t o  Clerk and subsequent advert ising and recruitment. Of these four ,  one 
remains vacant and three were f i l l e d  a t  the  end of Aunust and beginning of 
September. Recrui tment was d i f f i c u l t  i  n t h a t  these a re  night posi t ions .  

Another four of the twenty posit ions were t ransferred from the Taxation 
Division to  Admini s t r a t i on .  Of these ,  three were new l e g i s l a t i v e  a1 l oca t i  ons 
in the 1980-81 budget and required c l a s s i f i c a t i on  by Personnel e f f ec t i ve  
July ,  1980. These three posit ions were f i l l e d  in August. 

Only two employees in  the Document Processing Unit a re  continuing to  perform 
the function they did p r i o r  to July 1 as the ' p re -aud i t '  uni t  in  the Revenue 
Control Section. That function i s  s e r i a l i z a t i on .  The other eighteen have 
taken on the dut ies  of edi t ing a l l  returns ( s a l e s ,  income, corporate,  par tner-  
ships , e tc .  ) and making necessary corrections f o r  processing , including some 
decision making, which was not previously par t  of t h e i r  function.  In add i t ion ,  
p r io r  work experience was l imited t o  s a l e s  documents and did not include e i t h e r  
the adjustment o r  handling of trouble documents. I t  had been expected t h a t  in 
the  t rans fe r  of the function and some personnel from Taxation t ha t  the  exper t i se  
of t h i s  processing would a l so  come with the un i t ,  t h i s  did not prove so due t o  
promotions, resignations,  e t c . ,  in t ha t  uni t  p r i o r  to  i t s  t r ans fe r .  In 
a c tua l i t y ,  only one employee from the  unit  in Taxation has been assigned on a 
l imited basis to  a s s i s t  in t ra in ing.  

With reference t o  actual vacancies experienced in  the un i t ,  I have supplied 
a recap below f o r  July,  August and September. 

Month Authori zed FTE Vacant FTE 

July 20 
August 2 0 
September 20 
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We have found t h a t  the use of temporaries i s  not a f eas ib le  a l t e rna t ive ;  
because of the complexity of the  task and the high turnover r a t e  in 
temporary employees, a  high e r r o r  r a t e  r e su l t s  on documents. 

I have a l so  included f o r  your information a copy of our current  organizational 
chart  f o r  the divis ion.  

If I may provide any additional information, please feel  f r e e  t o  contact me. 
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S E P T E M B E R  9, 1980, L E T T E R  

FROM A DOR O F F I C I A L  R E G A R D I N G  

D O C U M E N T - P R O C E S S I N G  WORKLOAD 
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September 9,  1980 

Dawn R .  Sinclair  
Performance Audit Division 
Office of the Auditor General 
Legislative Services Wing 
Suite 200 
State Capi to1 
Phoenix, AZ 85007 

Dear Ms. Sinclair:  

I am responding t o  your l e t t e r  of 9/2/80 because Pat Kelly, as supervisor 
of the Mail Room really cannot respond in reoard to  workloads which occur 
in Document Processing. Document Processing i s  an ent i rely separate 
section from the Mail Room and i s  under different  supervision. 

Normally we will receive between 60 and 70 percent of the sales tax returns 
in a one week period, the week a f t e r  the required postmark date. Our 
practice has been to employ temporaries for such pesk f i l i ng  periods to 
handle this  type of influx. I n  August the due date for  sales tax returns 
changed from the 15th of August to September 1. We anticipated that a 
larger percentage of our taxpayers would recognize the l a t e r  due date 
and thus planned for temporary help t o  bolster document processinq in 
the l a s t  week of August and the f i r s t  week o f  September. 

I n  actual practice most taxpayers contitwed f i l i n g  a t  the old due date 
and we thus h a d  a larger than anticipated worklcad develop in August. We 
were not able to respond with temporary help f a s t  enough to keep the count 
down. Since then temporary help has been brought in ,  and as of yesterday's 
target closing date of Septenber 8, a l l  sales  tax monies received by then 
were depos i ted . 
We are working with Personnel to develop a cadre of seasonal personnel 
who can be trained and on-call so we can respond more rapidly to the work 
f luc tua t i  o n .  In addition we will be moni t o r i ~ ~  the inflow over the next 
three t o  four months to develop revised time tables for  planning for  these 
peaks. I t  i s  anticipated t h a t  i t  will take that  long before any kind of 
re1 iable forecast can be made on the new cycle as more and more taxpayers 
react to the new due dates. 

IV- 1 
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D . R .  S inclair  

In summary, while August was representative in terms of mail receipts 
compared t o  historical information, i t  would not have been typical i f  
more taxpayers recognized the new due date and f i l ed  accordinqly. As 
taxpayers recognize the opportunity to hang on to money longer, t he i r  
f i 1 i ng practices wi 11 change. 

v 

Paul Waddell 
Assistant Director for Administration 



A P P E N D I X  V 

A R I Z O N A  L E G I S L A T I V E  C O U N C I L  MEMORANDUM 

O C T O B E R  7 ,  19 80 



M E M O  
October  7, 1980 

TO: Douglas R. Norton 
Auditcr General  

FROM: Arizona Legislative Council 

RE: Request for Research and S ta tu to ry  Interpretation (0-80-  46) 

This is in response t o  a request  submit ted on your behalf by Gerald A. Silva in a 
memo dated September  24, 1980. No input was  received f rom t h e  a t to rney  general  
concerning this request. 

FACT SITUATION: 

The depar tment  of revenue (depar tment)  does no t  provide adequate  physical 
safeguards f w  sales t a x  returns and payments  t h a t  a r e  await ing processing and deposit. 

QUESTIONS: 

1. If re turns  or payments within t h e  department 's  possession a r e  lost, s tolen or  
destroyed, can t h e  depar tment  require taxpayers  t o  resubmit returns o r  payments? 

2. What would b e  t h e  consequences of such a loss? 

ANSWERS: 

1. The sa les  t ax  is a personal d e b t  of t h e  taxpayer which is not  discharged until i t  
is paid. Arizona Revised S t a t u t e s  (A.R.S.) sect ion 42-1331. The tax is  paid, if by cash,  
when i t  is delivered to t h e  depar tment  or u7 agen t  of t h e  depar tment  or, if by negotiable 
instrument such a s  a check,  when t h e  d r a w e e  (bank) charges  t h e  amount  of t h e  ins t rument  
t o  t h e  account of t h e  drawer (taxpayer). If paid by check,  fo r  purposes of d u e  da tes  and  
delinquencies t h e  payment r e l a t e s  back t o  t h e  d a t e  on which t h e  check was received. 
~ e n e i a l  petroleum dorp.  of Cal. v. Smith,  6 2  Ariz. 239, 157 P.2d 356 (1945). If t h e  loss 
occurs before t h e  t a x  is  paid, t h e  taxpayer's debt  is not discharged and t h e  d e ~ a r t m e n t  has  
t h e  duty to  pursue t h e  collection of 'thk t a x e s  f rom t h e  taxpayer as in any o'ther case. If 
t h e  loss occurs a f t e r  t h e  t a x  is  paid, t h e  taxpayer's obligation has been extinguished and  
t h e  department's only recourse wi th  t h e  taxpayer is t o  obta in  copies of re levant  
administrative fo rms  and returns. 

2. The doctrine of sovereign immunity does not apply in Arizona. Stone v. Arizona 
Highway Commission, 9 3  Ariz. 384, 381 P.2d 107 (1963). 

If t h e  loss results  in injury t o  t h e  taxpayer,  he may have  a judicial remedy agains t  
t h e  department or t h e  responsible agent.  If t h e  state is injured i t  may a lso  have a remedy 
against t h e  respcnsible agent. In any case ,  a public off icer  is responsible only for his own 
misfeasance or negligence and not  fo r  that of employees o r  those  working under him. 
Stone, supra. 



Thus, under ce r ta in  circumstances,  t h e  depar tment  or  an  employee o f  the  
depar tment  who causes  injury t o  a taxpayer may be  liable in t o r t  for  his negligence. In 
t h e  c a s e  of a ministerial a c t ,  such a s  collecting t a x  revenues and  depositing them with the  
s t a t e  treasurer,  t h e  obligation to the  general  public c a n  be narrowed t o  a specif ic  duty t o  
a n  individual and t h e  duty to t h e  individual may exist  when t h e  agency itself is an act ive  
wrongdoer or tort-feasor.  S t a t e  v. Superior Cour t  of Maricopa-County,  123 Ariz. 324, 
599 P.2d 777 (1979); Industrial Commission v. Superior Court  In and For Pima County,  5 
Ariz. App. 100, 423 P.2d 375 (1967). 

In addition, each agen t  of t h e  depar tment  is required t o  e x e c u t e  a bond conditioned 
on t h e  fa i thful  discharge of his duties. A.R.S. sect ion 42-1303. Such dut ies  presumably 
include t h e  safekeeping of public monies in thei r  possession. In such a c a s e  and  where no 
s t a t u t e  limits t h e  agent's obligation, the  obligation is absolute and  t h e  doc t r ine  of s t r i c t  
liability applies, excep t  perhaps for a c t s  of God or public enemies,  and t h e  loss of funds 
wi thout  faul t  or neglect  of the  off icer  or  by t h e f t  is not a defense  t o  an  act ion t o  recover 
t h e  funds. Cecil  v. Gila County,  71 Ariz. 320, 227 P.2d 217 (1951). I t  should be noted 
t h a t ,  under A.R.S. sect ion 38-260, t h e  beneficiaries of bonds of depar tment -agen t s  include 
t h e  state and all persons who may b e  aggrieved by t h e  wrongful act or defaul t  of the  
o f f i ce r  in his off ic ia l  capacity.  Any person injured or aggrieved may bring a n  action on 
t h e  bond in his own name. 

There  may be  o ther  legal theories, such as breach of a fiduciary duty,  whereby a 
depar tment  agent  would b e  held liable t o  t h e  depar tment  or an injured taxpayer.  

CONCLUSION: 

1. If t h e  t a x  has been paid in the  legal sense, t h e  depar tment  cannot  require t h e  
taxpayer  t o  pay again a f t e r  a loss of the  money. Lf the  t a x  has no t  been paid, t h e  
depar tment  can require payment. In e i ther  case,  t h e  depar tment  may seek t o  obtain 
copies of returns and o ther  administrat ive documents. 

2. An agent  who is responsible for t h e  loss, t h e f t  or destruction of t a x  revenues or 
records may be  held liable fo r  resulting injuries under t o r t  law, agency law or on his 
off ic ia l  bond. 

cc: Gerald A. Silva 
Performance Audit Manager 



A P P E N D I X  V I  

A R I Z O N A  L E G I S L A T I V E  C O U N C I L  MEMORANDUM 

OCTOBER 1 7 ,  1980 



M E M O  
October  17, 1980 

TO: Douglas R. Norton 
Auditor General  

FROM: Arizona Legislat ive Council 
D 

RE: Informal Request  for  Research and Sta tutory  Interpreta t ion (0-80-47) 

This is in response t o  a n  informal request  submi t t ed  on your behalf by Dawn 
Sinclair on October  9, 1980. 

D 
FACT SITUATION: 

Arizona Revised  S t a t u t e s  (A.R.S.) provide confidential i ty fo r  sales t a x  information.  
A.R.S. sect ion 42-1307, subsection A, states: 

A. Unless required by judicial order or  required pursuant t o  sect ion 
42-1451 fo r  joint audit ing functions or  as otherwise  provided by this ar t ic le ,  
t h e  depar tment ,  i t s  agents,  c lerks  or stenographers shall not  divulge t h e  
gross  income, gross proceeds of sa les  or  t h e  amount  of t a x  paid by any  
person as shown by t h e  repor ts  f i led a s  required by th is  ar t ic le ,  excep t  t o  

D ernployees of t h e  depar tment  fo r  t h e  purpose of checking, comparing and  
cor rec t ing  re tu rns , .  . . 
Lockbox services  for  processing sa les  t a x  payments  a r e  available f rom a number of 

local banks. Under a lockbox arrangement  t h e  bank ren t s  a post o f f i ce  box in t h e  
customer's name. Payments  a r e  picked up, opened, processed and deposited by bank 

) personnel. The cus tomer  defines wha t  type  of payments  may  be  accepted,  t h e  e x t e n t  of 
processing by the  bank, and  t h e  means by which d a t a  is t o  be recorded and reported.  

T h e  bank c a n  review t h e  re tu rn  t o  ensure  t h e  amount  due  repor ted on t h e  re tu rn  
agrees  wi th  t h e  amount  of t h e  check and no te  any differences.  The documents  a r e  
re turned t o  t h e  cus tomer  f o r  in ternal  control  purposes. Services can include f u r t h e r  

) review of documents,  such a s  verif ication of mathemat ica l  accuracy  and  determinat ion 
tha t  al l  applicable portions of t h e  re turn  have been completed.  D a t a  f rom t h e  re tu rns  c a n  
be cap tured  on t a p e  or disc. The customer  may e l e c t  t o  perform any of these  functions,  
including processing of returns and checks  which a r e  n o t  in agreement ,  review subsequent 
t o  t h e  agreement  process and e lec t ron ic  capture ,  on an in-house basis. The bank deposits  
t h e  monies directly in to  t h e  customer 's  account  and provides t h e  cus tomer  wi th  a repor t  

D detailing t h e  number and dollar value of payments received,  processed and  deposited. 

Payments  received in t h e  Tucson o f f i ce  of t h e  depar tment  of revenue (depar tment)  
a r e  deposited in an  account  in t h e  state treasurer 's  n a m e  at t h e  s ta te ' s  servicing bank. 

QUESTIONS PRESENTED: 
0 

1. Can  the  depar tment  uti l ize lockbox services  for  processing sa les  t a x  payments  
by making t h e  bank a n  agent ,  subject  t o  t h e  confidential i ty provisions of A.R.S. sec t ion  
42- 1307? 



2. To what cv ten t  can lockbox services be used? Specifically, what  services  may 
be purchased and wha t  must be  performed in-house, based on t h e  provisions of A.R.S. 
sect ion 42-1307? 

ANSWERS: 

A.R.S. sect ion 42- 104, a s  amended by Laws 1980, second special session, c h a p t e r  8, 
sect ion 37, s e t s  f o r t h  t h e  general  powers and duties of t h e  depar tment  and provides, in 
re levant  par t ,  tha t  t h e  depar tment  shall: 

1. Formula te  policies, plans and programs t o  e f f e c t u a t e  t h e  missions 
a n d  purposes of t h e  depar tment .  

2. Employ personnel subject  t o  t h e  provisions of t i t l e  41, chap te r  4, 
a r t i c les  5 and  6 ,  de te rmine  t h e  conditions of employment and prescribe t h e  
dut ies  and powers of administrat ive,  professional, technical, secre tar ia l ,  
c ler ical  and o ther  personnel a s  may be  necessary in t h e  performance of i t s  
dut ies ,  and  c o n t r a c t  for  t h e  services of outside advisors, consultants and a id  
as may be reasonably necessary. 

3. Slake con t rac t s  and incur obligations within t h e  general  scope of 
its act iv i t ies  and operations subject  t o  t h e  availability of i t s  funds. 

6. Provide inforrnation and advice within t h e  scope of i t s  dut ies  
subject  t o  t h e  laws on confidential i ty of information and depar tmental  rules 
a n d  regulations adopted pursuant t o  such laws. 

9. Promulgate  such rules and regulations a s  required by federal  o r  
s t a t e  laws o r  regulations o r  as t h e  depar tment  deems necessary t o  p r o t e c t  
confidential  information. No names or o ther  information of any  taxpayer,  
c l a imant  or employer shall b e  made available for  any political, commercial 
or other  unofficial purpose except  t h a t  t h e  depar tment  shall, upon request  
of any person, provide t h e  names  and addresses of bingo l icensees as defined 
in sect ion 5-401 or  5-421 or  verify whether  or  not a purchaser has a 
privilege t a x  l icense or  state withholding t a x  number. 

10. Provide an integrated,  coordinated and  uniform system of t a x  
adminis t ra t ion and revenue collection f o r  t h e  state. 

In addition, A.R.S. sect ion 42-1303, which re la tes  t o  t h e  administrat ion of t h e  sa les  
t ax  provisions, s t a t e s  that: 

C. The depar tment  shall appoint, as necessary, such agents,  c lerks  
a n d  stenographers author ized by law, who shall  perform such duties as may  
be required no t  inconsistent with this ar t ic le ,  and  who shall be authorized t o  
act fo r  t h e  depar tment  as i t  prescribes and as provided by this art icle.  . . . 
The above sect ions  author ize  t h e  depar tment  t o  appoint a bank as i t s  agent  and  t o  

c o n t r a c t  with a bank for  i t s  lockbox services f o r  processing sales t a x  payments. The bank, 
a s  an a g e n t  of the  depar tment ,  would be subject  t o  t h e  confidentiality provisions of A.R.S. 
sect ion 42- 1307. 



1. A.R.S. sect ions  42-104 and 42-1303 gran t  t h e  depar tment  broad author i ty  to 
c o n t r a c t  for services a s  may be  reasonably necessary in t h e  performance of i t s  duties. 
There  a r e  no apparent services which would have t o  be performed within t h e  depar tment  
by i t s  own personnel. 

However, t h e  f a c t s  indicate  t h a t  d a t a  f rom t h e  sa les  t a x  re turns  can be cap tured  
on t a p e  or  disc. Although t h e  depar tment  could con t rac t  with a bank t o  provide t h a t  
service ,  A.R.S. section 42-1307, subsection A would probably confine t h e  bank t o  using i t s  
own employees and facil i t ies t o  perform t h e  service. Any use of another company o r  
sub-agent by the  bank t o  provide tha t  service  would be divulging t h e  gross proceeds of 
sales and  t h e  amount of t a x  paid in violation of A.R.S. section 42-1307. 

CONCLUSIONS: 

1. The depar tment  of revenue may  appoint a bank as i t s  agent  and c o n t r a c t  with it 
for i t s  lockbox services  for processing sales t a x  payments. The bank would b e  subject  t o  
the  confidentiality provisions of A.R.S. sect ion 42-1307. 

2. The depar tment  of revenue may con t rac t  for  al l  services as may be  necessary  in 
t h e  performance of i t s  duties. 

RECOMMENDATIONS: 

1. A.R.S. sect ion 42-1303, subsection C ,  which authorizes t h e  depar tment  t o  
appoint  agents,  s t a t e s  that: 

Each agent shall e x e c u t e  a bond in t h e  amount  of f ive  thousand dollars 
conditioned upon t h e  fa i thful  discharge of his duties, but t h e  depar tment  
may, in i t s  discretion,  bond all  or  any of i t s  agents  by a multiple o r  joint 
bond. The agents ,  c lerks  and stenographers may be  removed by t h e  
depar tment  for  cause  and  t h e  depar tment  shall be  t h e  final judge of t h e  
sufficiency of t h e  cause. 

The requirement of execution of a $5,000 bond and t h e  possibility of removal  fo r  
cause  by t h e  depar tment  of revenue seem inadequate  t o  impress upon an agen t  i t s  du ty  t o  
comply with A.R.S. sect ion 42-1307 by maintaining t h e  confidentiality of t h e  sa les  t a x  
re tu rns  and payments presented t o  i t  for  processing, You may wish to recommend t h a t  
t h e  s t a t u t e s  be amended t o  provide t h a t  a person who violates t h e  provisions of A.R.S. 
sect ion 42-1307 is guilty of a crime. 

2. If you recommend t h a t  t h e  depar tment  of revenue utilize lockbox services  f o r  
processing sales t a x  payments,  you may a lso  wish t o  recommend t h a t  t h e  s t a t u t e s  b e  
amended t o  provide safeguards,  similar t o  those  provided fo r  federal  income t a x  re turns ,  
for  maintaining t h e  confidential i ty of t h e  information sup lied on sales t a x  re turns  and  
the  amount  of tax paid. S e e  Internal  Revenue Code  (I.R.C. section 6103 (p), paragraphs 4 
through 6 .  

P 
cc: Gerald A. Silva 

Performance Audit  Manager 



A P P E N D I X  V I I  

D E C E M B E R  15, 1980, MEMORANDUM 

FROM T H E  D I R E C T O R  O F  T H E  

D E P A R T M E N T  O F  R E V E N U E  

R E G A R D I N G  I M P R O V E M E N T S  I N  T H E  

S A L E S  T A X  A U D I T  PROGRAM 



M E M O R A N D U M  

TO: Br i an  Dal ton  
A u d i t o r  G e n e r a l ' s  S t a f f  

FROM : J .  E .  Hibbs ,  D i r e c t o r  
Department of  ~ e v e n u f l l  

SUBJECT:  S a l e s  Tax A u d i t  P r o g r e s s  

The f o l l o w i n g  summarizes t h e  key changes we have made i n  
t h e  l a s t  y e a r  i n  S a l e s  Tax A u d i t i n g :  

1. A comprehensive t r a i n i n g  program f o r  new a u d i t o r s  
was i n i t i a t e d  c o v e r i n g  s u c h  s u b j e c t s  a s  l aw,  a u d i t  
t e c h n i q u e s  and p o l i c y  and p r o c e d u r e s .  

2 .  A management i n f o r m a t i o n  sys t em was implemented 
t o  measure ,  c l a s s i f y  and m o n i t o r  a u d i t s .  

3. L a s t  month an  a u d i t  s e l e c t i o n  u n i t  was c r e a t e d  
which i s  d e v e l o p i n g  methods f o r  random and c o s t  
e f f e c t i v e  a u d i t  s e l e c t i o n .  

4 .  L a s t  month a  s e p a r a t e  a u d i t  r e v i e w  u n i t  was c r e a t e d  
t o  p r o v i d e  independen t  q u a l i t y  c o n t r o l  on a u d i t s .  

5 .  We have i n i t i a t e d  a  p r o c e d u r e  t o  i s s u e  " t a x  
r u l i n g s "  on t o p i c s  which need  c l a r i f i c a t i o n .  
These w i l l  e s t a b l i s h  a n d / o r  d e l i n e a t e  t h e  D e p a r t -  
m e n t ' s  o f f i c i a l  p o s i t i o n  on v a r i o u s  i s s u e s .  



A P P E N D I X  V I I I  

A R I Z O N A  L E G I S L A T I V E  C O U N C I L  MEMORANDUM 

DECEMBER 5 ,  1 9  80 



M E M O  
December  5 ,  1980 

TO: Douglas R. Norton,  Auditor  Gene ra l  

FROM: Arizona Legis la t ive  Council  

RE: Reques t  f o r  Resea rch  and S t a t u t o r y  I n t e r p r e t a t i o n  (0-80-61) 

This  is a revision t o  a n  Ar izona  Legis la t ive  Counci l  Memorandum d a t e d  November  
28, 1980 i n  r e sponse  t o  a r eques t  s u b m i t t e d  by Mr. Randy  Gross  in a t e l ephone  
conversa t ion  o n  D e c e m b e r  3, 1980. 

F A C T  SITUATION: 

Until  recent ly ,  t h e  aud i t  division of t h e  d e p a r t m e n t  of revenue  ( d e p a r t m e n t )  did 
not  cons is ten t ly  impose  s t a tu to r i l y  requi red  i n t e r e s t  and  pena l ty  a s ses smen t s  o n  t a x p a y e r s  
who o w e d  addit ional  taxes.  

QUESTIONS PRESENTED: 

1. C a n  t h e  d e p a r t m e n t  assess and  c o l l e c t  t h e  i n t e r e s t  and  penal ty  i t  f a i l ed  to 
impose  on t axpaye r s  who owed addit ional  t axes?  

2. If yes, a r e  t h e r e  a n y  s t a t u t o r y  r e s t r i c t i ons  on t h e  imposi t ion  of such  i n t e r e s t  
and pena l ty  and which of t h e  fol lowing is t h e  p rope r  t i m e  f r a m e  f o r  ca l cu la t ing  such  
i n t e r e s t  on addit ional  t a x e s  owed: 

(a) The original  f i l ing d a t e  t o  t h e  d a t e  t h e  t axpaye r  w a s  not i f ied  by t h e  
d e p a r t m e n t  of t h e  addit ional  t a x e s  due. 

(b) The  original  f i l ing  d a t e  t o  t h e  d a t e  t h e  d e p a r t m e n t  not i f ies  t h e  t a x p a y e r  of t h e  
i n t e r e s t  due? 

ANSWERS: 

1. Yes. 

2. S e e  discussion. 

DISCUSSION: 

1. Ar izona  Revised  S t a t u t e s  (A.R.S.) s e c t i o n s  42-1331 a n d  42-1418 s t a t e  t h a t  t h e  
s a l e s  and use t a x  and all  i nc reases ,  i n t e r e s t  and  pena l t i e s  on t h o s e  t a x e s  a r e  a personal  
d e b t  of t he  t axpaye r  t o  the s t a t e .  A t  t h e  r e q u e s t  of t h e  d i r e c t o r  of t h e  d e p a r t m e n t ,  b o t h  
t y p e s  of t a x e s  and t h e  increases ,  i n t e r e s t  and pena l ty  on t h e  t a x e s  m a y  be  co l l ec t ed  in  t h e  
super ior  c o u r t  i n  an ac t ion  in s t i t u t ed  in t h e  narne  of t h e  s t a t e  by t h e  a t t o r n e y  genera l .  

V I I I -  1 



There  is a t h r e e  yea r  l imi t a t ion  a l lowed f o r  t h e  t a x  a s s e s s m e n t  on t h e  sales and use 
t ax .  

A.R.S. sec t ion  42-1327, subsec t ions  E and  F provide i n  pe r t inen t  part :  

E. Excep t  in  t h e  case of a f r audu len t  r e tu rn ,  f a i l u r e  o r  re fusa l  t o  
m a k e  a re turn ,  e v e r y  n o t i c e  of a de t e rmina t ion  of a n  addi t ional  amoun t  d u e  
shall b e  mai led  wi th in  t h r e e  yea r s  a f t e r  t h e  f i f t e e n t h  d a y  of t h e  ca l enda r  
mon th  fol lowing t h e  per iod  f o r  which t h e  a m o u n t  i s  proposed t o  b e  
de ter rn ined  o r  wi th in  t h r e e  yea r s  a f t e r  t h e  r e t u r n  is f i led ,  whichever per iod  
exp i r e s  l a t e r .  

F. If t h e  t axpaye r  m a k e s  an e r r o r  i n  comput ing  t h e  t a x  assessable  
aga ins t  him, t h e  d e p a r t m e n t  sha l l  c o r r e c t  t h e  e r ro r  o r  reassess  t h e  proper  
amoun t  of t a x e s  and  no t i fy  t h e  t a x p a y e r  of i t s  ac t ion  by p rompt ly  mai l ing  to 
him a copy of t h e  c o r r e c t e d  a s ses smen t  . . . . /R70 cor rec t ion ,  a s ses smen t  
o r  r ea s ses smen t  shal l  b e  m a d e  f o r ' a n y  month::. a f t e r  t h e  exp i r a t ion  of 
t h r e e  yea r s  f r o m  t h e  d a t e  upon which t h e  t a x p a y e r  w a s  obl iga ted  t o  f i l e  h is  
r e t u r n  fo r  such  m o n t h  under t h i s  a r t i c l e  . . . . If a t axpaye r  f r audu len t ly  
f a i l s  or  r e fuses  t o  f i l e  a r e tu rn  f o r  any  month ,  t h e  d e p a r t m e n t  m a y  a s ses s  
t h e  a m o u n t  of t a x e s  payab le  for  t h a t  m o n t h  at any  t i m e ,  o r  t h e  d e p a r t m e n t  
m a y  cause  an  audi t  t o  b e  m a d e  of t h e  taxpayer ' s  r eco rds  cover ing  any pe r iod  
of t i m e  not  spec i f ica l ly  e x e m p t e d  by th i s  s e c t i o n .  . . . 

Similarly,  A.R.S. s e c t i o n  42-1414, subsec t ion  F provides: 

F. Excep t  i n  t h e  case of a f r audu len t  r e t u r n  o r  t h e  case of a f a i l u r e  
or  re fusa l  t o  m a k e  a r e tu rn ,  e v e r y  no t i ce  of a d e t e r m i n a t i o n  of a n  addi t ional  
a m o u n t  due  shal l  b e  ma i l ed  wi th in  t h r e e  y e a r s  a f t e r  t h e  f i f t e e n t h  day  of t h e  
ca l enda r  m o n t h  fol lowing t h e  period f o r  which t h e  a m o u n t  is proposed t o  b e  
d e t e r m i n e d  o r  wi th in  t h r e e  years  a f t e r  t h e  r e t u r n  i s  f i led ,  whichever per iod  
exp i r e s  la te r .  

S e e  also,  A.C.R.R. R-15-5-2236 a n d  R-15-5-2426, a copy of which is enc losed .  

The  purpose  of a s t a t u t e  of l imi t a t ions  is pr imar i ly  t o  p r o t e c t  t h e  d e f e n d a n t  and  
t h e  c o u r t  f r o m  t h e  l i t iga t ion  of s t a l e  c l a ims  where  ev idence  m a y  have  been  lo s t  or  
wi tnesses '  m e m o r i e s  m a y  have  faded.  Brooks v. Sou the rn  P a c i f i c  Company,  466 P. 2d 736, 
1 0 5  Ar iz .  442 (1970). 

In t h i s  case ,  a1 though A.R.S. s ec t ions  42-1327 and 42-1414 do  not  spec i f ica l ly  state 
t h a t  t h e  s t a t u t e  of l imi t a t ions  appl ies  to i n t e r e s t  and pena l ty ,  logic  d i c t a t e s  t h a t  t h e  
n o t i c e  of t h e  "additional amoun t  due" requi red  by t h e s e  s e c t i o n s  include a n o t i c e  of t h e  
i n t e r e s t  and penal ty  due  and owing f o r  t h e  de f i c i ency  d e t e r m i n e d  by t h e  d e p a r t m e n t .  
T h u s  if t h e  d e p a r t m e n t ,  through n e g l e c t  or  mi s t ake ,  f a i l s  t o  no t i fy  t h e  t axpaye r  of any  
i n t e r e s t  and  pena l ty  due, i t  would be  p a t e n t l y  unfa i r  f o r  t h e  d e p a r t m e n t  t o  a t t e m p t  t o  
assess i n t e r e s t  and pena l ty  a f t e r  t h e  t h r e e  year  period on  a def ic iency  which h a s  a l r eady  



been  paid. However ,  s ince  i n t e r e s t  and  pena l ty  o w e d  is a personal  d e b t  of t h e  t axpaye r ,  
wi th in  t h e  t h r e e  year  s t a t u t e  of l imi t a t ions  period,  t h e  d e p a r t m e n t  m a y  proper ly  assess 
a n d  co l l ec t  t h e  i n t e r e s t  a n d  pena l ty  on addi t ional  t a x e s  owed and paid by t h e  t axpaye r .  
(Fo r  a discussion of when t h e  s t a t u t e  of l imi t a t ions  on aud i t  a s se s smen t s  begins t o  run ,  see 
"Arizona Legis la t ive  Council  Memorandum1'  (0-80-22).) 

2. T h e r e  a r e  addit ional  s t a t u t o r y  r e s t r i c t i ons  on  t h e  imposi t ion of i n t e r e s t  o t h e r  
t h a n  t h e  s t a t u t e  of l imi t a t ions  res t r ic t ion .  Addit ional  s a l e s  and  use  t a x e s  b e a r  i n t e r e s t  
"from t h e  t i m e  t h e  addit ional  t a x  w a s  due  and payable  unti l  paid." A.R.S. s e c t i o n  
42-1327, subsec t ion  A. Addit ional  u se  t a x e s  bea r  i n t e r e s t  "from t h e  d a t e  on which such  
arnounts  were  required t o  b e  r epor t ed  unti l  paid." A.R.S. s e c t i o n  42-1414, subsec t ion  C. 
A s  s t a t e d  in an Arizona Legis la t ive  Counci l  Memorandum (0-80-22),  t h e  purpose  of t h e  
imposi t ion  of i n t e r e s t  is t o  p reven t  a t a x p a y e r  f r o m  t h e  f r e e  use  of wha t  is r ight ly  t h e  
s t a t e ' s  monies. 

For th is  reason and because  of t h e  r e q u i r e m e n t s  of A.R.S. s ec t ions  42-1327 a n d  
42-1414, i n t e r e s t  should only b e  imposed on  t h o s e  de f i c i enc ie s  which a r e  due  and  payab le  
unt i l  paid. Therefore ,  if t h e  d e p a r t m e n t  a t t e m p t s  t o  assess  i n t e r e s t  on a de f i c i ency  which 
has  a l ready been  paid, t h e  i n t e r e s t  should  b e  c a l c u l a t e d  f r o m  t h e  t i m e  of t h e  original  
f i l i ng  d a t e  t o  t h e  d a t e  when t h e  t axpaye r  a c t u a l l y  paid t h e  addi t ional  t a x  due. C o m p u t i n g  
t h e  i n t e r e s t  due  f rom t h e  d a t e  of t h e  original  f i l ing  t o  t h e  d a t e  t h e  d e p a r t m e n t  not i f ies  
t h e  t axpaye r  of t he  i n t e r e s t  due  would pena l i ze  t h e  t a x p a y e r  f o r  t h e  neg lec t  o r  m i s t a k e  of 
t h e  depa r tmen t .  

CONCLUSION: 

1. The  d e p a r t m e n t  m a y  assess  and  c o l l e c t  t h e  i n t e r e s t  and  penal ty  i t  f a i l e d  t o  
i m p o s e  on t axpaye r s  who owed addit ional  t axes ,  s u b j e c t  t o  t h e  t h r e e  yea r  l i m i t a t i o n  o n  
t a x  assessments  fo r  sales and use  taxes .  

2. In t e re s t  should b e  assessed  on  t h e  a m o u n t  of t a x e s  due  and owing f r o m  t h e  
or ig ina l  filing d a t e  t o  t h e  d a t e  when t h e  t a x e s  w e r e  paid. 

cc: Gera ld  A. Silva 
Pe r fo rmance  Audit  Manager  

Encl .  
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M E M O  
August 15, 1980 

TO: Douglas R. Norton 
Auditor General  

FROM: Arizona Legislative Council 

RE: Request  fo r  Research and S ta tu to ry  Interpreta t ion (0-80-26) 

This is in response t o  a request  submit ted on your behalf in a m e m o  
by Gerald A. Silva. 

QUESTIONS PRESENTED: 

1. Is t h e  depar tment  of revenue (department)  required t o  issue a 
decision allowing or disallo\ving a taxpayer's sa les  or use t a x  protes t  within a 
cer ta in  period of t ime? If the  protes t  goes t o  an adminis t ra t ive  hearing, i s  
the  hearing officer required t o  issue his decision within a ce r ta in  period of 
t ime? 

2. Is t h e  depar tment  required t o  keep  records  of t a x  appeals 
decisions? In any part icular place or  form? Are records of these  decisions 
required t o  be available t o  t h e  public? 

3. Do t h e  s t a tu tes  define what t y p e  of actions a r e  appropriate for 
administrat ive hearings? 

ANSWERS: 

1. The s ta tu tes  provide t h e  following procedures for appealing or 
contesting sales and use t axes  and associated charges. If a taxpayer  fee l s  
tha t  an amount determined t o  be  due f rom him is incor rec t  in any way, h e  
may apply t o  t h e  depar tment  within 30  days of t h e  assessment for  a hearing, 
correction or redetermination. The depar tment  may ex tend  t h e  30-day 
period. The depar tment  is required t o  "promptly consider" t h e  application 
and grant a hearing if requested. If t h e  appeal  i s  not  brought within 30 days 
or t h e  extended period allowed by t h e  depar tment ,  t h e  right t o  appeal i s  
deemed waived regarding t h e  amount due. The order or decision of the  
depar tment  on appeal is final 30 days a f t e r  t h e  taxpayer  receives not ice  
unless t h e  taxpayer appeals t o  t h e  state board of t a x  appeals. Arizona 
Revised S ta tu tes  (A.R.S.) sections 42-1338 and 42-1415. 

If t h e  taxpayer i s  not satisfied wi th  t h e  department 's  determination 
on appeal, he  may, within 30 days of t h e  decision, appeal  t o  t h e  s t a t e  board 
of t a x  appeals. After  t h e  s t a t e  board's decision, t h e  taxpayer must pay 
whatever tax,  penalties and in te res t  a r e  determined t o  be due. If h e  is st i l l  
not satisfied, he must pay under p ro tes t  in contemplation of a fur ther  
challenge in superior court. A.R.S. sect ions  42-1338.0 1 and 42-1415.01. 

IX- 1 



A taxpayer may get  into superior cour t  only a f t e r  paying t h e  t a x  
under protest. H e  need not appeal through t h e  depar tment  and state board 
prior t o  filing an action in superior court. Any appeal from t h e  superior 
court  is in t h e  s a m e  manner as other  civil appeals. A.R.S. sect ion 42-1339; 
J.H. Welsh & Son Contract ing Co. v. Arizona S t a t e  Tax Commission, 102 
Ariz. 443, 432 P.2d 455 (1967). 

The only s t a tu to ry  provisions relat ing t o  t h e  t ime  in which t h e  
department must rule on appeals a r e  A.R.S. section 42-1338, subsection A 
and section 42-1415, subsection A which require tha t ,  a f t e r  t h e  appeal is 
received, "the depar tment  shall promptly consider t h e  peti t ion and shall 
grant  a hearing, if requested." I t  rnay be  argued t h a t  this is a requirement 
fo r  t h e  depar tment  t o  promptly t a k e  up t h e  m a t t e r  but does not  r e la te  t o  
t h e  speed of disposing of the  mat ter .  The s t a t u t e s  do not specifically 
prescribe any t i m e  l imit  f o r  making a decision on appeals. 

Nevertheless, a requirement for reasonable promptness in resolving 
t h e  appeal may b e  implied f rom t h e  na tu re  of t h e  appeal and hearing before  
t h e  department.  The legislature in writing and adopting this s t a t u t e  
intended i t  t o  fac i l i t a t e  t h e  collection of t axes  due or  t o  determine t h a t  
taxes  were not due. The legislature did not contemplate  unreasonable or 
arbitrary delay in resolution. For such t o  occur would be an  in te r fe rence  
with personal and property rights and would inhibit t h e  fur ther  appellate 
relief afforded by other  s ta tutes .  To inhibit or  delay these  fu r the r  hearings 
is a denial of due process of law under t h e  United S t a t e s  Constitution. Due 
process requires both a prompt hearing and a prompt conclusion. Barry 
v. Barchi, 443 U.S. 55 (1979); Fusari v. Steinberg, 419 U.S. 379 (1975); Storer  

, 220 F.2d 204 (D.C. 1955), rev'd on o ther  grounds 
n t i c  Greyhound Corp. v. Public Service Comm., 54 

S.E.2d 169 (W. Va. 1949). There  is l i t t le  conceivable state in te res t  in 
delaying the  decision on an appeal of sales or use taxes.  On t h e  contrary ,  i t  
would be  in t h e  in te res t  of both t h e  state and t h e  taxpayer  t o  provide for  a 
t imely and reasonably prompt resolution of t h e  m a t t e r  in order t o  ei ther 
collect  t h e  t a x  or move t h e  action on t o  t h e  nex t  forum. Moreover, if due 
process is not af forded by t h e  hearing and appeal, t h e  whole proceeding may 
be void. Mullane v. Cen t ra l  Hanover Bank & Trust  Co., 339 U.S. 306 (1949). 
Therefore, in order t o  be valid, t h e  depar tment  must resolve i t s  appeals 
without arbi t rary ,  unreasonable or discriminatory delays. You may  wish t o  
recommend t h a t  A.R.S. sections 42-1338 and 42-1415 be  amended t o  
specifically incorporate  a t i m e  l imi t  fo r  a decision. The due process 
requirements, however, apply without any amendment.  

2. The general  law on administrat ive hearing procedures is  t h e  
administrat ive procedure act. A.R.S. t i t l e  41, chapter  6 .  The 
administrat ive procedure act applies t o  t h e  depar tment  of revenue unless i t  
i s  in  conflict  with s t a t u t e s  relat ing specifically t o  t h e  department.  Arizona 
S t a t e  Tax Commission v. Phelps Dodge Corp., 116 Ariz. 175, 568 P.2d 1073 
(1977), ce r t .  den. 434 U.S. 1047; Didlo v. Talley, 21 Ariz. App. 446, 520 P.2d 
540 (1974). The administrat ive procedure act applies in t h r e e  broad 
areas: rule making, contes ted cases and licensing. A sales or  use t a x  



protest  or appeal would probably be  considered a con tes ted  case ,  since i t  i s  
a "proceeding.  . . in which t h e  l e g a l .  . . dut ies .  . . of a par ty  a r e  required 
by law t o  be determined by an agency a f t e r  an opportunity for  hearing." 
A.R.S. section 41-1001, paragraph 2. A sales or use t a x  protes t  or appea l  
would become a contes ted case if a hearing is  requested under section 
42-1338, subsection A or  sect ion 42-1415, subsection A. Once  t h e  
proceeding becomes a contes ted case, t h e  administrat ive procedure act 
applies t o  prescribe t h e  rules and procedures fo r  t h e  hearing, t h e r e  being no  
procedural s t a tu tes  specifically applicable t o  sales and use  t a x  appeals. The 
rules and procedures a r e  prescribed by A.R.S. sections 41-1009, 41-1010 and  
41-101 1 which a r e  reproduced in thei r  ent i re ty  in Appendix A. 

Decisions or orders of t h e  depar tment  a f t e r  a hearing a r e  t o  b e  in 
writing or s t a ted  in t h e  record of the  hearing and include findings of f a c t  
and conclusions of law, separate ly  stated.  A.R.S. sect ion 41-101 1. 
Otherwise the re  is no s ta tu to ry  requirement relat ing t o  t h e  decision's 
content,  form,  s torage or access. The decision could be  considered a public 
record which would be available for inspection by any person under 
A.R.S. section 39-121. The supreme cour t  of Arizona has described a public 
record a s  one: 

/&!7ade by a public off icer  in pursuance of a duty, t h e  - - 
immediate  purpose of which is t o  disseminate informat ion to 
t h e  public, or  t o  serve  a s  a memorial of official  transactions 
for  public reference.  or 

/R7equired by law t o  be kept ,  o r  necessary t o  be  kep t  in t h e  -- 
discharge of a duty imposed by law t o  serve  a s  a memoria l  and 
evidence of something writ ten,  sa id  or done. (Mathews 
v. Pyle, 75 Ariz. 76, 251 P.2d 893 (1952).) 

A decision in a t a x  appeal could be deemed a record made by a public 
off icer  in pursuance of a duty, t h e  immediate  purpose of which is t o  serve  a s  
a memorial of official transactions for public re fe rence  or necessary t o  be  
kep t  in t h e  discharge of a duty imposed by law t o  se rve  a s  a memorial  and 
evidence of something done. 

On t h e  other hand, t h e  depar tment  i s  specifically constrained by 
staf  U t e  f rom divulging ce r ta in  information. A.R.S. sect ion 42-1307 
provides: 

A. Unless required by judicial order or required pursuant t o  
section 42-1451 fo r  joint audit ing functions or  as othewise 
provided by th is  ar t ic le ,  t h e  depar tment ,  i t s  agents ,  c lerks  or 
stenographers shall not  divulge t h e  gross income, gross 
proceeds of sales or t h e  amount of t a x  paid by any  person as 
shown by t h e  repor ts  f i led as required by this ar t ic le ,  excep t  
t o  employees of the  depar tment  fo r  t h e  purpose of checking, 
comparing and correct ing returns,  t o  t h e  auditor general  fo r  
purposes of section 41-1279.03 o r  t o  t h e  governor, t h e  
a t to rney  general  or o ther  authorized representa t ive  of t h e  



s ta te ,  in any action pertaining t o  t h e  t a x  due under this 
article. 

B. The depar tment  shall not  disclose any information in any 
manner authorized by subsection A of th is  sect ion if such 
disclosure would violate section 6103 of the  United S t a t e s  
Internal Revenue Code of 1954, as amended. 

C. The auditor general  shall maintain t h e  confidentiality of 
any information he  receives under th is  section,  subject  t o  t h e  
penalty prescribed by section 41- 1279.05. 

A.R.S. section 42-1406 is an essentially similar provision relat ing t o  t h e  use 
tax. I t  should be  noted t h a t  th is  prohibition on disclosure re la tes  only t o  t h e  
department,  not  t o  t h e  s t a t e  board of t a x  appeals nor t o  t h e  superior cour t .  
If a taxpayer appeals t o  ei ther of those  forums, he  loses any protection 
afforded by these  confidentiality s ta tutes .  

aecause  of the  specific prohibition on divulging t h e  amount of gross 
income, gross proceeds of sa les  o r  t h e  amount  of t a x  required under t h e  
sales and use t a x  laws, w e  must conclude t h a t  t h e  appeal records and  
decisions of t h e  depar tment  a r e  closed t o  public access unless t h e  decision 
contains only mater ia l  not p ro tec ted  a s  confidential or unless access  i s  
permitted under t h e  specific conditions of t h e  s ta tute .  

W e  no te  t h e  paradox t h a t  t h e  appeal is public under t h e  
administrative procedure a c t  but t h e  records resulting f rom t h e  appeal m a y  
be confidential. You may wish t o  suggest  reconciling legislation. 

3. Hearings are authorized by sa les  and use t a x  s ta tu tes  in t h e  
following instances: 

a. If a person fa i l s  t o  f i l e  a sales t a x  re turn ,  t h e  depar tment  may 
conduct an investigation t o  obtain t h e  information necessary t o  determine 
t h e  t a x  due. When the  depar tment  obtains the  information, i t  must hold a 
public hearing t o  ascer ta in  t h e  amount  of t a x  payable. A.R.S. sect ion 
42-1333. Note tha t  th is  hearing is  designated a "public" hearing and  
presumably outside t h e  application of t h e  confidentiality s t a t u t e  a s  
discussed under question number 2. 

b. If a person is  assessed with a deficiency of e i ther  sales or use t ax ,  
he  may appeal t h e  assessment t o  t h e  depar tment  and request  a hearing, as 
described under question number 1. A.R.S. sections 42-1338 and 42-1415. 

There is no o ther  s t a tu to ry  provision fo r  a hearing under t h e  sales and 
use t a x  laws. 

cc: Gerald A. Silva 
Performance Audit Manager 



41-1009. Contested cases; not ice; hearing; records 

A. I n  a contested case, a l l  par t ies  shall be afforded an 

opportunity for  hearing af te r  reasonable not ice. Unless otherwise 

provided by law, the notice shall be given a t  least  twenty days prior t o  

the date se t  for  the hearing. 

B .  The notice shall include: 

1. A statement of the time, place and nature of the hearing. 

2. A statement of the legal authority and jurisdiction under which 

the hearing is to be held. 

3. A reference to the particular sections of the s ta tu tes  and rules 

involved. 

4. A short  and plain statement of the matters asserted. If the 

agency or other party i s  unable to  s t a t e  the matters in detail  a t  the time 

the notice is served, the i n i t i a l  notice may be limited t o  a statement of 

the issues involved. Thereafter upon application a more defini te  and 

detailed statement shall be furnished. 

C. Opportunity shall be afforded a l l  par t ies  to respond and present 

evidence and argument on a l l  issues involved. 

D. Unless precluded by law, and except as to claims for 

compensation and benefits under chapter 6 of t i t l e  23, informal 

disposition may be made of any contested case by stipulation, agreed 

settlement, consent order or default .  

E .  The record in a contested case shall include: 

1. A 1  1 pleadings, motions, interlocutory rul ings. 

2. Evidence received or considered. 

3. A statement of matters o f f i c i a l ly  noticed. 

4. Objections and offers of proof and rulings thereon. 

5 .  Proposed findings and except ions. 

6 .  Any decision, opinion or report by the of f icer  presiding a t  the 

hearing. 

7 .  A1 1 s ta f f  memoranda, other than privileged communications, or 

data submitted t o  the hearing of f icer  or members of the agency in 

connection with the i r  consideration of the case. 



F.  Oral proceedings or any part thereof shall be recorded manually 

or by a recording device and shal l  be transcribed on request of any party, 

unless otherwise provided by law. The cost of such t ranscr ipt  shall be 

paid by the party making the request, unless otherwise provided by law or 

unless assessment of the cost i s  waived by the agency. 

G. Findings of fac t  shall  be based exclusively on the evidence and 

on matters o f f i c i a l ly  noticed. 



41-1010. Hearings; evidence; o f f i c i a l  not ice ;  power 

to  require testimony and records; rehearing 

A. Unless otherwise provided by law, in contested cases the  

fo l  lowing shal l  apply: 

1. A hearing may be conducted in an informal manner and without 

adherence t o  the ru l e s  of evidence required in jud ic ia l  proceedings. 

Neither the manner of conducting the hearing nor the f a i l u r e  to adhere to 

the ru l e s  of evidence required in jud ic ia l  proceedings sha l l  be grounds fo r  

reversing any administrat ive dec i s  ion or order providing the evidence 

supporting such decision or order i s  subs tan t ia l ,  re1 iable ,  and probative. 

I r re levan t ,  immaterial or unduly r epe t i t i ous  evidence shal l  be excluded. 

Every person who i s  a party t o  such proceedings sha l l  have the r i gh t  t o  be 

represented by counsel, to  submit evidence in open hearing and shal l  have 

the r i gh t  of cross-examination. Unless otherwise provided by law, 

hearings may be held a t  any place determined by the  agency. 

2. Copies of documentary evidence may be received in the d i sc re t ion  

of the presiding o f f i ce r .  Upon request ,  p a r t i e s  shal l  be given an 

opportunity to  compare the copy with the  o r ig ina l .  

3. Notice may be taken of j ud i c i a l l y  cognizable f a c t s .  In 

addition, notice may be taken of general ly  recognized technical  or 

s c i e n t i f i c  f a c t s  within the agency's specia l ized knowledge. Pa r t i e s  shal l  

be not i f ied  e i t h e r  before or during the  hearing or by reference in 

preliminary repor t s  or otherwise of the  material noticed including any 

s t a f f  memoranda or data and they sha l l  be afforded an opportunity t o  

contest  the material  so noticed. The agency's experience, technical  

competence and special ized knowledge may be u t i  1 ized in the evaluation of 

the  evidence. 

4. The o f f i c e r  presiding a t  the  hearing may cause to be issued 

subpoenas f o r  the attendance of witnesses and f o r  the production of books, 

records, documents and other evidence and shal l  have the  power to  

administer oaths. Unless otherwise provided by law or agency ru le ,  

subpoenas so issued shall  be served and, upon applicat ion t o  the  court  by a 

party or the agency, enforced in the manner provided by law for  the service  



and enforcement of subpoenas in a c iv i l  action. On application of a party 

or the agency and for use as evidence, the of f icer  presiding a t  the hearing 

may permit a deposition to be taken, in the manner and u p o n  the terms 

designated by him, of a witness who cannot be subpoenaed or i s  unable to  

attend the hearing. All provisions of law compelling a person under 

subpoena t o  t e s t i f y  are applicable. Fees for attendance as a witness shall 

be the same as for a witness in the superior courts of the s t a t e  of 

Arizona, unless otherwise provided by law or agency rule.  

B .  Except when good cause exis ts  otherwise, the agency shall 

provide an opportunity for  a rehearing or review of the decision of an 

agency before such decision becomes f ina l .  Such rehearing or review shall 

be governed by agency rule drawn as closely as practicable from ru le  59, 

Arizona rules of c i v i l  procedure, re lat ing t o  new t r i a l  in superior 

court. 



41-101i. Dec is  ions and orders 

Unless otherwise provided by law, any f i na l  decision or order 

adverse to a party in a contested case sha l l  be in writing or s t a ted  i n  the 

record. Any f i na l  decision shal l  include f indings of f a c t  and conclusions 

of law, separately s ta ted .  Findings of f a c t ,  i f  s e t  fo r th  in s t a t u to ry  

language, shall  be accompanied by a concise and exp l i c i t  statement of the 

underlying f ac t s  supporting the f indings .  Unless otherwise provided by 

law, par t ies  shall  be not i f ied  e i t h e r  personally or by mail to  t h e i r  l a s t  

known address of any decision or order. Upon request a  copy of the 

decision or order sha l l  be delivered or mailed forthwith to  each party and 

to  his attorney of record. 
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D E C E M B E R  15, 1980, MEMORANDUM 

FROM T H E  D I R E C T O R  O F  T H E  

D E P A R T M E N T  O F  R E V E N U E  

R E G A R D I N G  I M P R O V E M E N T S  I N  T H E  

A D M I N I S T R A T I V E  H E A R I N G  P R O C E S S  



M E M O R A N D U M  

TO: B r i a n  Da l ton  
A u d i t o r  G e n e r a l ' s  S t a f f  

FROM : J .  E .  Hibbs ,  D i r e c t o r  
Department o f  ~ e v e n u e v  

SUBJECT: Improvements i n  t h e  A d m i n i s t r a t i v e  
Hear ing  P r o c e s s  

A s  you r e q u e s t e d ,  t h i s  memo summarizes t h e  e f f o r t s  we have made t o  
improve t h e  Depar tmen t ' s  Hear ing  P r o c e s s .  

I n  October  o f  1979 an a n a l y s i s  was made o f  t h e  Hear ing  Uni t  f o r  
t h e  I n t e r i m  D i r e c t o r .  That  a n a l y s i s  h i g h l i g h t e d  a  number o f  p r o -  
blems which had t o  be c o r r e c t e d .  I n  J a n u a r y ,  1980 I ,  a s  t h e  new 
D i r e c t o r ,  a u t h o r i z e d  a  f o l l o w - u p  s t u d y  t o  d e t e r m i n e  how t o  c o r r e c t  
t h e  p r o c e s s  and improve i t s  o p e r a t i o n s .  A s  a  r e s u l t  of t h o s e  
s t u d i e s ,  t h e  f o l l o w i n g  a c t i o n s  were t a k e n :  

1. A temporary  h e a r i n g  o f f i c e r  was h i r e d  d u r i n g  t h e  b a l a n c e  
o f  FY 7 9 / 8 0  t o  h e l p  r e d u c e  t h e  back log  o f  c a s e s .  

2. A permanent  second h e a r i n g  o f f i c e r  p o s i t i o n  was r e q u e s t e d  
and approved i n  t h e  FY 80/81  b u d g e t ,  and t h e  p o s i t i o n  was 
f i l l e d .  I n  d o u b l i n g  o u r  s t a f f ,  we m a t e r i a l l y  i n c r e a s e d  
o u r  a b i l i t y  t o  r e spond  t o  a p p e a l s .  

3.  A f u l l - t i m e  h e a r i n g  o f f i c e  s e c r e t a r y  p o s i t i o n  was c r e a t e d  
and s t a f f e d .  T h i s  p o ' s i t i o n  assumed t h e  c l e r i c a l  d u t i e s  
which p r e v i o u s l y  were a  p a r t - t i m e  a d d i t i o n a l  d u t y  o f  t h e  
d i r e c t o r ' s  s e c r e t a r y ,  who was n o t  a b l e  t o  keep up w i t h  
t h e  work l o a d .  

4 .  The t i ca r ing  o f f i c e s  were remodeled t o  p r o v i d e  a  b e t t e r  s e t  
o f  f a c i l i t i e s ,  removed from t h e  o t h e r  d i s t r a c t i n g  t r a f f i c  
o f  t h e  D i r e c t o r ' s  o f f i c e .  I n  a d d i t i o n  t o  improving  t h e  
Hear ing  o f f i c e  work e n v i r o n m e n t ,  t h i s  move was d e s i g n e d  
t o  promote t h e  image o f  independence  o f  t h e  Hear ing  o f f i c e .  
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5 .  P rocedures  were w r i t t e n  t o  b o t h  c l e a n  up t h e  e x i s t i n g  c a s e s  
and p r o v i d e  a  s y s t e m a t i c  p r o c e s s  f o r  t h e  e n t i r e  h e a r i n g  
a c t i v i t y .  A r ev iew of  e x i s t i n g  c a s e s  was i n i t i a t e d  t o  

a )  C l e a r  comple ted  h e a r i n g s  from t h e  a c t i v e  c a s e  
f i l e s .  

b )  Schedule  and comple te  d e c i s i o n s  and h e a r i n g s  f o r  
o l d e r  c a s e s .  

c )  Break t h e  l o g  jam f o r  c a s e s .  

d )  Ass ign  d o c k e t  numbers t o  a l l  c a s e s .  

The new p r o c e d u r e s  were d e s i g n e d  t o  p r o v i d e  a s y s t e m a t i c  s t a n d a r d i z e d  
p r o c e s s  t o  e x p e d i t e  h e a r i n g s  t h r o u g h  t h e  sys t em and t o  r educe  t h e  
number o f  p r o t e s t s  which u l t i m a t e l y  go t o  l i t i g a t i o n .  

S ince  t h e n ,  a l l  c a s e s  have been c a t a l o g u e d ,  t i c k l e r  f i l e s  have been 
e s t a b l i s h e d ,  and most o f  t h e  o l d e r  c a s e s  have been c l e a r e d  from t h e  
sys t em.  A d d i t i o n a l  c l e r i c a l  work i s  i n  p r o g r e s s  t o  comple te  t h e  
sys tem o r g a n i z a t i o n  and r e p o r t s  w i l l  be g e n e r a t e d  t o  t r a c k  what i s  
happening .  These r e p o r t s  w i l l  t r a c k  t h e  per formance  o f  t h e  u n i t  
and be a  t o o l  t o  a l e r t  t h e  D i r e c t o r  a s  t o  t h e  c o n d i t i o n  o f  t h e  
h e a r i n g  p r o c e s s .  I n  a d d i t i o n ,  t h e y  a r e  d e s i g n e d  t o  h i g h l i g h t  c a s e s  
which a r c  g e t t i n g  o l d  and w i l l  s e r v e  a s  a  v e h i c l e  t o  c a u s e  c o r -  
r e c t i v e  a c t i o n  b e f o r e  b a c k l o g s  o r  d e l a y s  g e t  o u t  of  hand.  
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November 28, 1980 

TO: Dquglas R. Norton 
Auditor Genera l  

FROM: Arizona Legislat ive Council  

RE: Reques t  for  Resea rch  and  S t a t u t o r y  In t e rp re t a t ion  (0-80-60) 

This is in response t o  a r e q u e s t  s u b m i t t e d  on your behalf by Gera ld  A. Silva in a 
m e m o  d a t e d  November 20, 1980. No inpu t  was  r ece ived  f r o m  t h e  At to rney  G e n e r a l  
concerning this  request .  

FACT SITUATION: 

Arizona Revised S t a t u t e s  (A.R.S.) s e c t i o n  42- 1322, subsec t ion  D s t a t e s :  

Any taxpayer  who fa i l s  t o  pay  such  t a x  / t r ansac t ion  pr iv i lege  t a x 7  wi th in  
f i v e  days f rom t h e  d a t e  upon which t h e  paymen t  b e c o m e s  due-shall b e  
subjec t  t o  and  shal l  pay  a pena l ty  of t e n  pe r  c e n t  of t h e  a m o u n t  of t h e  t a x ,  
plus i n t e re s t  at t h e  r a t e  of one-half  of o n e  per  c e n t  pe r  m o n t h  o r  f r a c t i o n  of 
a month  f r o m  t h e  t i m e  t h e  t a x  w a s  d u e  and payable  unti l  paid. 

(A.R.S.) sec t ion  42- 1327, subsec t ion  B s t a t e s :  

If any  p a r t  of t h e  de f i c i ency  f o r  which a de te rmina t ion  of a n  addi t ional  
amount  due  is m a d e  is found  t o  b e  due  t o  negligence o r  in tent ional  d is regard  
of this  a r t i c l e  o r  au tho r i zed  ru les  and  regula t ions  of t h e  d e p a r t m e n t  /sf  
revenue7, but  wi thout  i n t e n t  t o  def raud,  a penal ty  of t e n  pe r  c e n t  of s u c h  
a r n o u n ~ s h a l l  be added,  plus i n t e r e s t  at t h e  r a t e  of one-half  of o n e  pe r  c e n t  
per  month  or  f r ac t ion  of a m o n t h  f r o m  t h e  t i m e  t h e  addi t ional  t a x  w a s  d u e  
and payable until  paid. 

(A.R.S.) sec t ion  42- 1327, subsec t ion  C s t a t e s :  

If any  p a r t  of t h e  de f i c i ency  f o r  which a de te rmina t ion  of o r  addi t ional  
amount  due  is made ,  is found  t o  b e  d u e  t o  f r aud ,  o r  t o  h a v e  been  done  w i t h  
a n  in t en t  t o  evade  th i s  a r t i c l e ,  o r  au tho r i zed  ru les  and  regula t ions  of t h e  
depa r tmen t ,  a penal ty  of t w e n t y - f i v e  per  c e n t  of such  a m o u n t  shal l  b e  
added,  plus i n t e re s t  at t h e  r a t e  of one-half  of o n e  pe r  c e n t  pe r  m o n t h  or 
f r a c t i o n  of a mon th  f r o m  t h e  t i m e  t h e  addi t ional  t a x  w a s  d u e  and payab le  
until  paid. 

The depa r tmen t  c h a r g e s  pena l t i e s  of  016, 10% and  25% f o r  t axpaye r s  which a r e  
de t c rmined  t o  owe  addit ional  t a x e s  as a resul t  of  a n  audi t .  A 25% pena l ty  i s  c h a r g e d  if 
t h e  depa r tmen t ,  wi th  t h e  c o n c u r r e n c e  of t h e  a t t o r n e y  gene ra l ,  f inds  t h e  t a x p a y e r  w a s  
fraudulent .  
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A 10% penal ty  is lev ied  if: (a)  t h e  t axpaye r  did not  f i l e  a r e t u r n ,  o r  (b) t h e  chief  of 
t h e  audit  division f e e l s  t h e  imposi t ion of a penal ty  is appropr ia te .  

No penalty is lev ied  if t h e  chief  of t h e  aud i t  division f e e l s  t h a t  t h e  t axpaye r  did not  
t r y  t o  dece ive  t h e  d e p a r t m e n t  when f i l ing  t h e  re turn .  

The  d e p a r t m e n t  h a s  not  developed w r i t t e n  guidel ines governing  t h e  imp lemen ta t ion  
of t h e  above  policies. 

QUESTIONS PRESENTED: 

1. Is t h e  d e p a r t m e n t ' s  policy regard ing  penal ty  a s ses smen t  in compl i ance  wi th  
Arizona s t a t u t e s ?  

2. Is i t  p roper  f o r  t h e  d e p a r t m e n t  t o  not  c h a r g e  a pena l ty  when t axpaye r s  a r e  
de t e rmined  t o  owe  add i t i ona l  t a x e s  as a resul t  of a n  audi t?  

3. Are A.R.S. s e c t i o n  42-1322, subsec t ion  D and  A.R.S. s e c t i o n  42-1327, 
subsect ions B and C in conf l i c t  wi th  e a c h  o t h e r  regard ing  t h e  imposi t ion o f  penal t ies?  

ANSWERS: 

1. The  25% pena l ty  f o r  de f i c i en t  t a x e s  is au tho r i zed  if t h e  def ic iency  was  due  t o  
(a) f raud  o r  (b) "an i n t e n t  t o  e v a d e  th i s  article". A.R.S. s e c t i o n  42-1327, subsec t ion  C. 
The  depar tment ' s  p r a c t i c e  of cha rg ing  t h e  25% penal ty  in  i n s t ances  of f r a u d  is c lear ly  
within t h e  s t a t u t o r y  provision. T h e  p r a c t i c e  of obtaining t h e  a t t o r n e y  general 's 
concur rence  is probably wi th in  t h e  depa r tmen t ' s  discret ion.  However ,  t h e  d e p a r t m e n t  as 
outl ined in t h e  s t a t e d  f a c t s ,  does  not  impose  t h e  25% penal ty  in t h e  case of a n  i n t e n t  t o  
evade.  This r equ i r emen t  i s  s o m e w h a t  vague,  espec ia l ly  when c o m p a r e d  w i t h  t h e  10% 
penal ty  imposed fo r  a n  " in tent ional  d is regard  of t h i s  ar t icle".  Never the less ,  w e  f e e l  t h a t  
a valid dist inct ion m a y  b e  d rawn  be tween  a n  i n t e n t  t o  evade  and a n  in tent ional  disregard.  
An example  of t h e  f o r m e r  migh t  be  a person who conceals  t h e  f a c t  of his doing business in 
order  t o  e s c a p e  t h e  imposi t ion of t h e  s a l e s  tax .  An example  of t h e  l a t t e r  is a person who 
simply de lays  f i l ing his r e t u r n  and  paying t h e  t a x  because  of c r i t i c a l  business 
c i rcumstances .  Although t h e  d is t inc t ions  m a y  b e  obscure ,  t h e  d e p a r t m e n t  should a t t e m p t  
t o  m e e t  t h e  leg is la t ive  m a n d a t e  of co l l ec t ing  a 25% pena l ty  f o r  i n t e n t  t o  e v a d e ,  r a t h e r  
t h a n  ignore t h e  manda te .  

The 10% penal ty  should  be  co l l ec t ed  if t h e  del inquency w a s  due  t o  (a) negl igence  o r  
(b) " intent ional  d is regard  of t h i s  a r t i c l e t1 ,  A.R.S. s ec t ion  42-1327, subsec t ion  B, o r  (c) any  
ins tance  where  t h e  t a x p a y e r  f a i l s  t o  pay  within f i v e  days  of t h e  due  d a t e  n o t  o therwise  
specif ical ly provided fo r ,  A.R.S. s ec t ion  42-1322, subsec t ion  D. 

The  ins tances  s t a t e d  as t h e  depa r tmen t ' s  c r i t e r i a  d o  no t  m e e t  t h e  s t a t u t o r y  
requi rements .  Negl igence  r e f e r s  t o  t h e  taxpayer ' s  state of rnind when h e  incu r red  t h e  
deficiency.  Negligence m a y  be  ident i f ied  by wel l - se t t led  l ega l  analysis .  It  i s  
cha rac t c r i zcd  by inadve r t ence ,  thought lessness ,  i na t t en t ion  and t h e  like. T h e  doc t r ine  of 
negligence r e s t s  on t h e  d u t y  of e v e r y  person t o  exe rc i se  r easonab le  c a r e  in  his a f f a i r s ,  
including t h e  filing of t a x  r e t u r n s  and  paying t axes .  Negligence i s  rout ine ly  dist inguished 
frorn o the r  culpable s t a t e s  of mind such  a s  recklessness o r  wilfulness. An in tent ional  
disregard of t h e  s a l e s  t a x  is a n o t h e r  s t a n d a r d  state of mind. As discussed above ,  a n  
intent ional  d is regard  m a y  b e  confused  wi th  a n  i n t e n t  t o  evade ,  but t h a t  f a c t  does  not  



v i t i a t e  t h e  requi rement  f o r  t h e  d e p a r t m e n t  t o  ta i lor  i t s  p r a c t i c e s  t o  t h e  s t a t u t o r y  
mandates .  

According t o  t h e  s t a t e d  f a c t s ,  t h e  d e p a r t m e n t  c o l l e c t s  t h e  10% penal ty  if ( a )  t h e  
taxpayer  did not f i l e  a r e t u r n  o r  (b) t h e  chief  of t h e  aud i t  division f e e l s  t h e  imposi t ion  of a 
penalty is appropriate .  The  f o r m e r  i n s t a n c e  is s o  broad  t h a t  i t  could  inc lude  c a s e s  which 
should properly be  subjec t  t o  a 2596 penal ty .  In o r d e r  t o  comply  wi th  t h e  s t a t u t e ,  t h e  
depar tment ' s  f i r s t  c r i te r ion  f o r  a 10% penal ty  should exc lude  t h o s e  c i r cums tances .  The  
depar tment ' s  second c r i t e r ion  is l ikewise  inappropr ia te  as seeming ly  p e r m i t t i n g  a n  a b u s e  
of adminis t ra t ive  au tho r i ty  through a r b i t r a r y  and capr ic ious  rul ings which should in s t ead  
be de termined on t h e  basis of p romulga ted  rules. 

The  depar tment ' s  c r i t e r ion  f o r  no  pena l ty  aga in  i s  a subs t i t u t ion  of t h e  
depar tment ' s  s tandards  f o r  t h e  s t a t u t o r y  s tandards .  The  d e p a r t m e n t ' s  p r a c t i c e  is inval id 
on a t  l ea s t  t h r e e  points: (a)  As s t a t e d  in  t h e  f a c t s ,  t o o  much  d i sc re t ion  is g iven  t o  t h e  
chief of t h e  audit  division. T h e r e  should at l e a s t  be  a r e q u i r e m e n t  of ev idence  upon which 
t o  m a k e  a n  objec t ive  finding. (b) The  p r a c t i c e  does  n o t  r ecogn ize  t h e  s t a t u t o r y  
requi rements  t h a t ,  if t h e  de f i c i ency  was  f r audu len t  o r  d u e  t o  a n  i n t e n t  t o  e v a d e ,  a 25% 
penalty mus t  be  imposed or ,  if t h e  def ic iency  w a s  d u e  t o  negl igence  o r  i n t en t iona l  
disregard,  a 10% penal ty  m u s t  b e  imposed.  S t a t e d  a n o t h e r  way,  t h e  d e p a r t m e n t ' s  p r a c t i c e  
is t h a t  t h e  taxpayer  e s c a p e s  a pena l ty  unless t h e  chief  f e e l s  t h a t  t h e  t a x p a y e r  
intent ional ly deceived t h e  d e p a r t m e n t .  This does  no t  fol low t h e  s t a t u t o r y  m a n d a t e  in any  
respec t .  (c) The cr i te r ion  does  n o t  r ecogn ize  t h e  "residual" provision of A.R.S. s e c t i o n  
42-1322, subsect ion D t h a t  any  t a x p a y e r  who  fa i l s  t o  pay  t h e  t a x  within f i v e  d a y s  of 
becoming due is subjec t  t o  and  shal l  pay  a 10% penalty.  

2. A.R.S. s ec t ion  42-1327 p re sc r ibes  t h e  pena l t i e s  which  apply  spec i f i ca l ly  t o  
deficiencies de termined by audits .  The re  m a y  b e  in s t ances  when a de f i c i ency  is 
de termined by audi t  t o  r e su l t  f r o m  c a u s e s  o t h e r  t h a n  f r a u d ,  a n  i n t e n t  t o  evade ,  negl igence  
or  an  intent ional  disregard.  Never the less ,  A.R.S. s ec t ion  42-1322, subsec t ion  D p resc r ibes  
a 1096 penal ty  in t e r m s  of s t r i c t  l iab i l i ty ,  regard less  of t h e  taxpayer ' s  state of mind  and 
regardless  of whether  or  no t  t h e  de f i c i ency  was  d e t e r m i n e d  a s  a r e su l t  of a n  audi t .  

An a rgumen t  may  be  advanced  t h a t  A.R.S. s e c t i o n  42-1322, subsec t ion  D m e r e l y  
s t a t e s  t h e  general  principle t h a t  pena l t i e s  should b e  imposed if t h e  t a x e s  a r e  n o t  paid and  
t h a t  A.R.S. sec t ion  42-1327, subsec t ions  B and  C presc r ibe  t h e  only  s p e c i f i c  
c i rcumstances  in which t h e  pena l t i e s  should be  co l l ec t ed .  However ,  t h e  d e p a r t m e n t ' s  
prac t ices ,  a s  s t a t e d  in t h e  f a c t s ,  be l ie  a re l i ance  on th i s  ana lys is  as t h e y  do  no t  fo l low t h e  
spec i f ic  rnandates of A.R.S. s e c t i o n  42-1327, subsec t ions  B and C. 

It is our conclnsion, t h e r e f o r e ,  t h a t  if t a x e s  a r e  in f a c t  d u e  and  a r e  not  in f a c t  paid 
within f i v e  days t h e r e a f t e r  a pena l ty  is imposed by s t a t u t e  and  should b e  co l l ec t ed  by t h e  
depa r tmen t .  

3. As t h e  preceding  analys is  shows,  A.R.S. s e c t i o n  42-1322, subsec t ion  D and 
sec t ion  42-1327, subsec t ions  B a n d  C a r e  ex t rerne ly  confus ing  when r e a d  t o g e t h e r .  For 
this reason,  a cour t  migh t  f i nd  t h e  c u r r e n t  gene ra l  a d m i n i s t r a t i v e  p r a c t i c e  of t h e  
depa r tmen t  (as d is t inc t  f r o m  s p e c i f i c  provisions) t o  b e  a r easonab le  i n t e r p r e t a t i o n  of 
legislat ive intent .  In c a s e s  of s t a t u t o r y  ambigui ty ,  a h is tory  of r egu la to ry  p r a c t i c e  is 
persuasive of i t s  validity. Swi f t  & Company  v. S t a t e  Tax Commiss ion ,  10 Ariz. App. 10, 
455 P. 2d 459, vaca t ed  on o t h e r  grounds,  105 Ariz. 226, 462 P. 2d 775 (1969); C i t y  of Mesa 
v. Killingsworth, 96 Ariz. 290, 394 P. 2d 410 (1964). 



It is possible, however ,  t o  ana lyze  t h e  l anguage  and t h e  a p p a r e n t  i n t e n t  of  t h e  c i t ed  
s t a t u t e s  so a s  t o  avoid d i r e c t  con f l i c t  among  t h e m .  A penal ty  of 10% appl ies  in a l l  ca ses  
where  a t a x  is due  bu t  unpaid within f i v e  days. A.R.S. s ec t ion  42-1322, subsec t ion  D. In 
t h e  case of an aud i t  which discloses a def ic iency  d u e  t o  t h e  taxpayer ' s  negl igence  o r  a n  
in tent ional  disregard of t h e  s t a t u t e s ,  t h e  prescr ibed  penal ty  is s t i l l  10%. A.R.S. s ec t ion  
42-1327, subsect ion B. However ,  if a n  audi t  discloses a de f i c i ency  due  t o  f r a u d  o r  a n  
in t en t  t o  evade  t h e  s t a t u t e s ,  t h e  penal ty  is 25%. A.R.S. s ec t ion  42-1327, subsec t ion  C.  

CONCLUSION: 

The depa r tmen t ' s  p r a c t i c e s  as s t a t e d  in t h e  f a c t  s i t ua t ion  do  no t  comply  wi th  t h e  
s t a t u t e s  in all  respec ts .  If a t a x  is in f a c t  d u e  and  not  t ime ly  paid,  a pena l ty  should b e  
assessed and co l l ec t ed .  Never the less ,  t h e  depa r tmen t ' s  long-standing p r a c t i c e  and 
in t e rp re t a t ion  m a y  b e  a c c o r d e d  val idi ty as a man i fe s t a t ion  of t h e  legislature 's  in tent .  
Although t h e  sa l e s  t a x  pena l ty  s t a t u t e s  a r e  confusing,  t h e y  d o  no t  spec i f ica l ly  con t r ad ic t  
e a c h  o ther .  

In order  t o  c l a r i fy  t h e  legislature 's  in tent ions  and  provide t h e  d e p a r t m e n t  with 
meaningful  guidance,  t h e  sa l e s  t a x  penal ty  s t a t u t e s  should b e  consol ida ted  i n t o  a single 
s ec t ion  t o  c o r r e c t  t h e  problems addressed  in  th is  and  prior memoranda ,  including: (a) t h e  
ins tances  in which a pena l ty  appl ies  (b) t h e  c r i t e r i a  by which t h e  seve r i ty  of penal ty  is 
de t e rmined  and (c)  a r easonab le  penal ty  t o  s e r v e  t h e  state's i n t e r e s t  acco rd ing  t o  t h e  
seve r i ty  of t h e  violat ion.  

cc: Gera ld  A. Silva 
Pe r fo rmance  Audit  Manager 
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A R I Z O N A  L E G I S L A T I V E  C O U N C I L  MEMORANDUM 

AUGUST 15 ,  1980 



TO: Douglas  R. Norton 
Auditor  Gene ra l  

August 15, 1980 

FROM: Ar izona  Legis la t ive  Council  

RE: Reques t  for  R e s e a r c h  and S t a t u t o r y  In t e rp re t a t ion  (0-80-22) 

This is in response t o  a r eques t  s u b m i t t e d  on your behalf  in a m e m o  by Gera ld  A. 
Silva. 

QUESTIONS PRESENTED: 

1. Are  t h e r e  any  s t a t u t o r y  guidel ines concerning  when s a l e s  a n d  use t a x  pena l t i e s  
or i n t e re s t  should b e  imposed?  

2. When c a n  such pena l t i e s  o r  i n t e r e s t  b e  a b a t e d ?  

3. When should i n t e r e s t  b e  charged?  

4. When does  t h e  s t a t u t e  of l imi t a t ions  on aud i t  a s se s smen t s  begin  running? 

5. C a n  t h e  d e p a r t m e n t  of r evenue  (depa r tmen t )  e x t e n d  t h e  th i r ty-day  p r o t e s t  
period? 

6. C a n  t h e  d e p a r t m e n t  d e f e r  aud i t  a s se s smen t s?  

7. How f a r  back  c a n  t h e  d e p a r t m e n t  c o n d u c t  a n  aud i t  of  a t axpaye r  who i s  
suspected of o p e r a t i n g  wi thou t  a sa les  t a x  o r  use t a x  l icense?  

8. Can t h e  d e p a r t m e n t  s e i ze  a n d  auc t ion  off  a taxpayer ' s  liquor l icense  for  
nonpayment of  s a l e s  or  use t a x e s ?  

9. May t h e  d e p a r t m e n t  suspend t h e  a c c r u a l  of  i n t e r e s t  on de l inquent  s a l e s  t a x e s  
while t h e  a s ses smen t  of t h e  t a x e s  is on appea l?  

10. If a n  a s ses smen t  o f  de l inquent  s a l e s  t a x e s  include; t a x e s  which b e c a m e  d u e  on 
d i f f e ren t  da t e s ,  how should i n t e r e s t  b e  cha rged?  

ANSWERS: 

I t  should b e  poin ted  o u t  initially t h a t  t h e  d e p a r t m e n t  and  i t s  d i r ec to r  have  r a t h e r  
broad s t a t u t o r y  au tho r i ty  t o  f o r m u l a t e  policies ,  plans and  p r o g r a m s  a n d  t o  m a k e  ru les  and  
regulat ions which a r e  necessa ry  t o  e f f e c t u a t e  t h e  missions and  purposes  of and e f f e c t i v e l y  
administer  t h e  depa r tmen t .  Arizona Rev i sed  S t a t u t e s  (A.R.S.) s e c t i o n  42- 104, pa rag raph  
1 and sec t ion  42-105,  pa rag raph  1. In addi t ion ,  a s  a gene ra l  ru le ,  c o u r t s  will g ive  val idi ty 
t o  regulat ions of  long standing,  if no t  man i fe s t ly  e r roneous ,  as be ing  an  indicat ion of  
legislat ive in tent .  In c a s e s  o f  c l e a r  con f l i c t ,  s t a t u t o r y  l anguage  is control l ing,  b u t  in 
cases of ambigui ty ,  a h is tory  o f  regula tory  p r a c t i c e  i s  persuas ive  of validity. Swif t  & 
Company v. S t a t e  Tax Commiss ion ,  10 Ariz.  App. 10, 455 P.2d 459, vaca t ed  on o t h e r  
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grounds, 105 Ariz. 226, 462 P.2d 7 7 5  (1969); C i t y  of Mesa v. Kil l ingsworth,  9 6  Ariz.  290, 
394 P.2d 410 (1964); Long v. Dick,  8 7  Ariz. 25, 347 P.2d 581 (1959); Koshland v. Helvering,  
298 U.S. 441, 56 S.Ct. 767, 8 0  L. Ed. 1268 (1936). Thus, if a d e p a r t m e n t a l  p r a c t i c e  is not  
au thor ized  by s t a tu t e ,  i t  m a y  neve r the l e s s  be  d e e m e d  valid if i t  is no t  in c o n f l i c t  wi th  a 
s t a tu t e .  In such cases you m a y  wish t o  sugges t  leg is ia t ive  conf i rma t ion  of t h e  p r a c t i c e s  
by s t a tu to ry  enac tmen t .  

The  depa r tmen t  is a w a r e  of  ambigu i t i e s  in s t a t u t e  and  d iscrepancies  be tween  
s t a t u t e  and pract ice.  O n e  of t h e  r ecommenda t ions  in t he i r  1978-79 annual  r e p o r t  was  fo r  
t h e  legislature t o  "provide c l e a r  s t a t u t o r y  guidel ines on: 1) imposi t ion and  waiver  of 
penalty;  2) imposition of i n t e re s r ;  3) t h e  val idi ty of and  causes  f o r  ex tens ions  of t i m e  t o  
f i l e  a re turn  and pay t h e  tax." No leg is la t ive  ac t ion  was  taken.  

1. Unpaid sa les  a n d  use  t a x e s  b e a r  i n t e r e s t  "from t h e  t i m e  t h e  t a x  w a s  due  and 
payable until  paid." A.R.S. s ec t ion  42-1322, subsec t ion  D, cf.  s ec t ion  42-1416. T h e  t a x e s  
a r e  deemed  delinquent, a pena l ty  m a y  b e  assessed  a n d  i n t e r e s t  begins t o  a c c r u e  f i v e  days  
a f t e r  t h e  d u e  date.  A.R.S. s e c t i o n  42- 1322,  subsec t ion  D and sec t ion  42- 1412, subsec t ion  
A, as amended  by Laws 1980,  c h a p t e r  70, s ec t ion  2. If no re turn  i s  f i led  o r  i f ,  a f t e r  aud i t ,  
t h e  depa r tmen t  d e t e r m i n e s  t h a t  addi t ional  t a x e s  a r e  due, t h e  "deficiency" b e a r s  i n t e r e s t  
"from t h e  t i m e  t h e  addi t ional  t a x  w a s  due  a n d  paybale  unti l  paid." A.R.S. s ec t ion  
42-1327, subsect ions A, 5 and  C, cf .  s ec t ion  42-1414, subsect ion C. T h e  "additional" s a l e s  
t a x e s  a r e  due and payable,  and  t h u s  b e a r  i n t e r e s t  and  a r e  subjec t  t o  penal ty ,  30  days  a f t e r  
t h e  taxpayer  rece ives  n o t i c e  and  demand  f r o m  t h e  d e p a r t m e n t  o r  within t e n  d a y s  of a n  
order  or  decision of t h e  d e p a r t m e n t  on appeal .  A.R.S. sec t ion  42-1327, subsec t ion  D. Use  
t a x  deficiencies bea r  i n t e r e s t  and  a r e  s u b j e c t  t o  penal ty  "from t h e  d a t e  such  a m o u n t s  
were  required t o  be  r epor t ed  unt i l  paid." A.R.S. s e c t i o n  42- 14 14, subsec t ion  C. 

Although t h e  foregoing  s t a t u t o r y  provisions a r e  confusing and s e e m  s o m e w h a t  
inconsistent ,  i t  is ev ident  t h a t  t h e  imposi t ion of pena l t i e s  and  i n t e r e s t  depends  on  whe the r  
a sa les  or use t a x  is d u e  a n d  payable.  Whether  o r  when a r e tu rn  i s  f i led  o r  gross i ncome  is 
dec lared  is immate r i a l  t o  t h e  in i t ia l  ques t ion  of whe the r  pena l t i e s  o r  i n t e r e s t  should b e  
imposed. If a sales  or  use  t a x  is in f a c t  d u e  and  payable  on a c e r t a i n  d a t e  and  is n o t  paid 
by a s ta tu tor ia l ly  prescr ibed  d a t e  t h e r e a f t e r ,  t h e  pena l ty  and  i n t e r e s t  should b e  imposed.  

Norrnally a sa l e s  t a x  r e t u r n  is t o  b e  f i l ed  on or  before  t h e  d a t e  t h e  t a x  is due. 
A.R.S. sec t ion  42-1322, subsec t ion  C. The  s t a t u t e s  provide for  ex tens ions  of t i m e  for  
filing t h e  return,  A.R.S. s e c t i o n  42-1322, subsec t ion  G ,  but  d o  n o t  provide fo r  ex t end ing  
t h e  t a x  due d a t e  and a r e  s i l en t  a s  t o  whe the r  t a x e s  which a r e  n o t  paid until  t h e  r e tu rn  is 
f i led on t h e  extended d a t e  a r e  sub jec t  t o  penal ty  and  in teres t .  This  i s  in c o n t r a s t  t o  t h e  
use t a x  s t a t u t e s  which a l low an extens ion  f o r  bo th  filing t h e  r e tu rn  and  paying t h e  tax .  
A.R.S. sec t ion  42- 14 12, subsec t ion  C. 

2. The  penalt ies  a n d  i n t e r e s t  which a r e  assessed  f o r  de l inquent  s a l e s  a n d  use  t a x e s  
a r e  mandatory.  The  l aw  provides  t h a t  if  a t a x  i s  due  and is no t  t h e r e a f t e r  pa id  on  t h e  
prescribed da te ,  a penal ty  "shall" b e  added  a long wi th  t h e  in t e re s t  which acc rues .  A.R.S. 
sec t ion  42-1322, subsec t ion  D, s e c t i o n  42-1327, subsec t ions  B a n d  C, s e c t i o n  42-1414, 
subsect ions B and D and sec t ion  42-1416. In o r d e r  t o  ab roga te  t h e  manda to ry  imposi t ion 
of a penal ty  or  i n t e r e s t  t h e r e  m u s t  b e  e i t h e r  spec i f ic  s t a t u t o r y  a u t h o r i t y  f o r  t h e  
a b a t e m e n t  o r  a finding t h a t  t h e  t a x  w a s  not ,  in f a c t ,  due. 



A s e a r c h  of t h e  s t a t u t e s  and  anno ta t ions  the reunde r  h a s  no t  disclosed a n y  author i ty  
fo r  abrogat ing  or  aba t ing  sa l e s  o r  use  t a x  penal t ies  o r  i n t e r e s t  which a r e  assessed ,  o t h e r  
t han  through t h e  p ro t e s t  and appea l  procedures  prescr ibed  in  A.R.S. s ec t ions  42- 1338, 
42- 1338.01, 42-1339, 42- 1340, 42- 1415, 42- 1415.01, 42- 1421 a n d  42- 1422. Re funds  of 
excess  t a x e s  paid may  occur  under A.R.S. s ec t ions  42-1326 a n d  42-1413. O the rwise ,  t h e  
s t a t u t e s  do  n o t  appea r  t o  au tho r i ze  a b a t e m e n t  in t h e  case of mi s t ake  o r  d i f f icu l ty  in 
paymen t  of  s a l e s  and  use taxes.  You may  wish to  c o n t a c t  t h e  d e p a r t m e n t  fo r  c l a r i f i ca t ion  
of t h e  legal  basis f o r  t h e i r  prac t ice .  

3. F r o m  t h e  discussion under quest ion 1 above ,  i n t e r e s t  should b e  cha rged  
beginning f ive  days  a f t e r  unpaid sa l e s  and  use t a x  is due  and  payable.  In t h e  c a s e  of a 
"deficiency", t h e  addit ional  s a l e s  t a x  bea r s  i n t e r e s t  beginning 30 days  a f t e r  t h e  t axpaye r  
rece ives  n o t i c e  and  demand f r o m  t h e  d e p a r t m e n t  o r  t e n  days  a f t e r  an o rde r  o r  decision of 
t h e  d e p a r t m e n t  on appeal  h a s  b e c o m e  final.  A use  t a x  "deficiency" b e a r s  i n t e r e s t  f rom 
t h e  d a t e  t h e  def ic iency  i s  requi red  t o  b e  repor ted .  

If a n  a s ses smen t  is appealed  to  t h e  d e p a r t m e n t  and  t h e n c e  t o  t h e  s t a t e  boa rd  of t a x  
appeals ,  and t h e  t a x  is n o t  paid unti l  a f t e r  t h e  appea l s  a r e  c o m p l e t e d ,  i n t e r e s t  should b e  
assessed on t h e  a m o u n t  of t h e  t a x  and f r o m  t h e  t i m e  t h e  t a x  was  d u e  and payable ,  as 
de t e rmined  in t h e  appeal ,  unt i l  paid. If t h e  t a x  i s  paid under  p r o t e s t  pending a chal lenge ,  
no in t e re s t  a c c r u e s  if t h e  t a x  w a s  in  f a c t  t ime ly  paid. If t h e  t a x  w a s  not  pa id  when due, 
i n t e re s t  would a c c r u e  unti l  i t  w a s  paid under  p ro t e s t .  

The  s t a t u t e s  do no t  provide fo r  or  prec lude  t h e  use of a p a y m e n t  s chedu le  f o r  s a l e s  
or use taxes ,  presumably wi th  i n t e r e s t  cha rged  on t h e  unpaid ba lance .  If th is  i s  a c u r r e n t  
d e p a r t m e n t a l  p rac t i ce ,  you m a y  wish t o  suggest  leg is la t ive  a c t i o n  on th i s  issue. 

4. A.R.S. s ec t ion  42-1327, subsec t ions  E a n d  F provide in  p e r t i n e n t  par t :  

E. Excep t  in t h e  case of a f r audu len t  r e tu rn ,  f a i lu re  o r  r e fusa l  t o  
m a k e  a re tu rn ,  eve ry  n o t i c e  of  a de t e rmina t ion  of a n  addi t ional  a m o u n t  d u e  
shal l  b e  mailed within t h r e e  y e a r s  a f t e r  t h e  f i f t e e n t h  day  of t h e  c a l e n d a r  
month  following t h e  period f o r  which t h e  a m o u n t  i s  proposed t o  b e  
de t e rmined  or  within t h r e e  y e a r s  a f t e r  t h e  r e tu rn  i s  f i led ,  whichever  per iod  
expi res  la te r .  

F. If t h e  t axpaye r  rnakes  an  e r r o r  in comput ing  t h e  t a x  assessable  
aga ins t  him, t h e  d e p a r t m e n t  shal l  c o r r e c t  t h e  e r r o r  o r  reassess  t h e  p rope r  
a m o u n t  of t a x e s  and not i fy  t h e  t axpaye r  of  i t s  a c t i o n  by prompt ly  mai l ing  t o  
him a copy of t h e  c o r r e c t e d  assessment .  . . . -- /%To c o r r e c t i o n ,  a s ses smen t  o r  
r ea s ses smen t  shall b e  m a d e  f o r  any  m o n t h .  . . a f t e r  t h e  expi ra t ion  of t h r e e  
yea r s  f r o m  t h e  d a t e  upon which t h e  t axpaye r  was  ob l iga t ed  t o  f i l e  his r e t u r n  
for  such  month  under this  a r t i c l e .  . . . If a t axpaye r  f raudulent ly  f a i l s  o r  
re fuses  t o  f i le  a r e tu rn  f o r  any  month ,  t h e  d e p a r t m e n t  may  a s ses s  t h e  
a m o u n t  of t a x e s  payable for  t h a t  mon th  at  a n y  t i m e ,  o r  t h e  d e p a r t m e n t  m a y  
cause  a n  audi t  t o  b e  m a d e  of  t h e  taxpayer ' s  r eco rds  cove r ing  a n y  per iod  of 
t i m e  n o t  specif ical ly e x e m p t e d  by this  sec t ion .  . . . 
Thus, t h e  s t a t u t e  of l imi t a t ions  begins t o  run on t h e  f i f t e e n t h  day  of t h e  ca l enda r  

mon th  following t h e  period for  which t h e  t a x  is d u e  or  a f t e r  t h e  r e t u r n  i s  f i led,  whichever 
is l a t e r  ( excep t  for  f raudulent  f a i lu re  or  r e fusa l  t o  f i l e  a re turn ,  in which c a s e  t h e  s t a t u t e  
of l imi ta t ions  does  not  apply). N o t e  t h a t  t h e  f i f t e e n t h  day of t h e  ca l enda r  m o n t h  fo r  



which  t h e  t a x  is d u e  used t o  b e  t h e  d a t e  t h e  t a x  b e c a m e  d u e  and payable. T h e  1980 
r egu la r  session of t h e  leg is la ture  changed  t h e  due  d a t e  t o  t h e  f i r s t  day of t h e  second  
m o n t h  a f t e r  t h e  month  in which t h e  t a x  accrues .  A.R.S. s ec t ion  42-1322, subsec t ion  A, as 
a m e n d e d  by Laws 1980, c h a p t e r  70, s ec t ion  1. You m a y  wish t o  sugges t  a confo rming  
c h a n g e  t o  t h e  d a t e  t h e  s t a t u t e  of l imi t a t ions  begins  t o  run. 

Similarly, A.R.S. s ec t ion  42- 1414, subsec t ion  F provides: 

F. Excep t  in t h e  case of a f r audu len t  r e tu rn  o r  t h e  c a s e  of a f a i lu re  
or re fusa l  t o  make  a r e tu rn ,  eve ry  n o t i c e  of a de t e rmina t ion  of  a n  addi t ional  
a m o u n t  due  shall b e  mai led  wi th in  t h r e e  yea r s  a f t e r  t h e  f i f t e e n t h  day of t h e  
ca l enda r  m o n t h  following t h e  per iod  f o r  which t h e  a m o u n t  i s  proposed t o  b e  
de t e rmined  o r  within t h r e e  y e a r s  a f t e r  t h e  r e tu rn  i s  f i led,  whichever  per iod  
expi res  la te r .  

A s imi lar  discrepancy ex i s t s  for  t h e  use  t a x  be tween  t h e  d u e  d a t e  and t h e  d a t e  t h e  
s t a t u t e  of l imi t a t ions  begins t o  run. 

5. T h e  d e p a r t m e n t  m a y  al low addi t ional  t i m e  t o  p ro t e s t  a n  a s ses smen t  beyond t h e  
in i t i a l  3 0  days,  A.R.S. sec t ion  42-1338, subsec t ion  A, but  no  addi t ional  t i m e  i s  a l l owed  t o  
br ing  an  ac t ion  in superior c o u r t  aga ins t  t h e  d e p a r t m e n t  a f t e r  p a y m e n t  of a t a x  under 
p r o t e s t .  Fa i lure  t o  bring such  an ac t ion  wi th in  30  days  a f t e r  t h e  o rde r  o r  decision of t h e  
state board  becomes  f inal  c o n s t i t u t e s  a waiver  of t h e  r ight  t o  p ro t e s t  and  a waiver  of  al l  
o t h e r  r e l a t e d  claims.  A.R.S. s ec t ion  42-1339, subsec t ion  B. S imi lar  provisions app ly  fo r  
t h e  use  tax .  A.R.S. sec t ion  42-1415, subsec t ion  A, and sec t ion  42-1421, subsec t ion  B. 

6. Any sa les  t a x  de t e rmined  t o  b e  due  a f t e r  an  a u d i t  "shall b e  paid" within 3 0  days  
a f t e r  r e c e i p t  of t h e  a s ses smen t  unless a n  appea l  is t aken  t o  t h e  d e p a r t m e n t ,  in which c a s e  
p a y m e n t  is due  within ten  days  a f t e r  t h e  o rde r  or  decision of t h e  d e p a r t m e n t  h a s  b e c o m e  
f inal .  A.R.S. s ec t ion  42-1327, subsec t ion  G. The re  is no  provision for  ex rend ing  or  
d e f e r r i n g  t h e  assessment .  T h e  use  t a x  s t a t u t e s  do  no t  con ta in  a similar  m a n d a t o r y  
p a y m e n t  d a t e  which presumably al lows t h e  d e p a r t m e n t  s o m e  f lexibi l i ty in co l l ec t ing  audi t  
assessments .  

7. Sa l e s  t a x  audits  a r e  conduc ted  "if a t axpaye r  f a i l s  t o  f i l e  a r e tu rn ,  o r  if t h e  
d e p a r t m e n t  is not  sa t i s f ied  wi th  t h e  r e tu rn  and paymen t  of t h e  a m o u n t  of tax .  . . ." 
A.R.S. s ec t ion  42-1327, subsec t ion  A. This  being t h e  purpose of t h e  aud i t  and de f i c i enc ie s  
be ing  subjec t  t o  a th ree -yea r  s t a t u t e  of l imi ta t ions ,  any  inc identa l  discovery of  a sa l e s  
t a x  l icense  i r regular i ty  would have  t o  b e  in connect ion  wi th  an examinat ion  of books 
r e l e v a n t  t o  t h e  th ree -yea r  period.  O the rwise ,  an  inves t iga t ion  in to  whether  a person 
o p e r a t e d  wi thout  a sa les  t a x  l i cense  would n o t  b e  in t h e  n a t u r e  of a n  a u d i t  bu t  would b e  an  
inves t iga t ion  in to  a cr iminal  violat ion of t h e  sa l e s  t a x  laws,  c f .  A.R.S. s ec t ion  42-1308, 
subsec t ion  F. 

Use  t a x  aud i t s  a r e  also conduc ted  "if t h e  d e p a r t m e n t  is no t  sa t i s f ied  w i t h  t h e  
r e t u r n  and paymen t  of t h e  a m o u n t  of t a x  requi red  t o  b e  paid. .  . ." A.R.S. s e c t i o n  
42- 1414, subsect ion A. Any d iscovery  t h a t  a r e t a i l e r  is o r  w a s  n o t  r eg i s t e r ed  under  A.R.S. 
s e c t i o n  42-1407 would be  inc identa l  t o  t h e  examinat ion  of t h e  r eco rds  r e l evan t  t o  t h e  
t h r e e - y e a r  s t a t u t e  o f  l imi ta t ions  period. T h e  prirnary inc idence  of t h e  use  t a x ,  however ,  
is on  t h e  purchaser  of tangible personal  proper ty ,  who is n o t  requi red  t o  have  any  u s e  t a x  
l i cense  o r  reg is t ra t ion  wi th  t h e  d e p a r t m e n t .  Moreover,  mos t  use  t a x  r e t a i l e r s  a r e  ou t s ide  
t h e  t e r r i t o r i a l  jurisdiction of t h e  depa r tmen t .  



8. A.R.S. s ec t ion  4-203, subsec t ion  H provides t h a t  " / G o  sp i r i tuous  liquor l icense  
shall be assigned,  t r ans fe r r ed  or  sold e x c e p t  as provided for  inThis  t i t le .  . . ." T i t l e  4 does  
not  provide fo r  t h e  t r ans fe r  of a liquor l icense  by se izure  and  s a l e  fo r  taxes .  

Never the less ,  t h e  leg is la ture  in t h e  l a s t  regular  session e n a c t e d  new provisions fo r  
t h e  seizure a n d  s a l e  of p rope r ty  fo r ,  a m o n g  o the r s ,  s a l e s  a n d  use  t axes .  A.R.S. t i t l e  42, 
chap te r  12, a r t i c l e  2, e n a c t e d  by  Laws 1980, c h a p t e r  220, s ec t ion  17. This  new law 
provides t h a t  " /Vo twi ths t and ing  a n y  o t h e r  l a w  of this  state, no  p rope r ty  or  r i gh t s  t o  
property shal l  b e e x e m p t  f r o m  t h e  levy  provided in this  a r t i c l e  o t h e r  t h a n  t h e  p rope r ty  
specifically m a d e  e x e m p t  by subsec t ion  A of t h e  section." A.R.S. s ec t ion  42-1834, 
subsection C. Liquor l icenses  a r e  n o t  spec i f ica l ly  e x e m p t e d  under  t h a t  s ec t ion  f r o m  
seizure or s a l e  and  thus  a r e  appa ren t ly  s u b j e c t  t o  t h e  levy a long  wi th  o t h e r  p rope r ty  of 
t h e  licensee. 

9. T h e  i m p o r t a n t  cons idera t ion  in  t h e  answer  t o  t h i s  ques t ion  i s  t h e  d a t e  t h e  sa l e s  
t a x  becomes  d u e  and  payable  b e c a u s e  t h a t  is t h e  d a t e  which t r i gge r s  t h e  a c c r u a l  of 
interest .  Ar izona  Revised  S t a t u t e s  (A.R.S.) s ec t ion  42-1322, subsec t ion  D. Because  t h e  
answer t o  t h i s  ques t ion  a lso  involves a c lose  analys is  of A.R.S. s e c t i o n  42- 1327, t h e  t e x t  
of  subsect ions A,  B, C and  D is h e r e  set o u t  in full: 

A. If a t axpaye r  f a i l s  t o  f i l e  a r e tu rn ,  or  if t h e  d e p a r t m e n t  i s  n o t  
s a t i s f i ed  wi th  t h e  r e tu rn  a n d  p a y m e n t  of t h e  a m o u n t  of  t a x  requi red  by th is  
a r t i c l e  t o  b e  paid t o  t h e  state by a n y  person,  i t  m a y  e x a m i n e  t h e  r e tu rn  a n d  
r e c o m p u t e  and  r e -examine  t h e  a m o u n t  requi red  t o  b e  paid, based  upon t h e  
f a c t s  c o n t a i n e d  in t h e  r e t u r n  o r  upon any  informat ion  within i t s  possession 
o r  which c o m e s  in to  i t s  possession. All addit ional  a m o u n t s  d e t e r m i n e d  t o  b e  
due  under  t h e  provisions of t h i s  s ec t ion  shal l  bear  i n t e r e s t  at t h e  r a t e  of o n e  
per c e n t  per  mon th  or f r a c t i o n  of a mon th  f r o m  t h e  t i m e  t h e  addi t ional  t a x  
was due  and  payable  unti l  paid. 

B. If a n y  pa r t  of t h e  def ic iency  fo r  which a de te rmina t ion  of a n  
addi t ional  a m o u n t  due  is made ,  i s  found t o  b e  d u e  t o  negl igence  o r  
in tent ional  d i s r ega rd  of t h i s  a r t i c l e  o r  au tho r i zed  ru les  and  regula t ions  of 
t h e  d e p a r t m e n t ,  b u t  wi thout  i n t e n t  t o  def raud,  a pena l ty  of t e n  p e r  c e n t  of 
such a m o u n t  shal l  b e  added,  plus i n t e r e s t  at t h e  r a t e  of o n e  p e r  c e n t  pe r  
month  o r  f r ac t ion  of a m o n t h  f r o m  t h e  t i m e  t h e  addi t ional  t a x  w a s  d u e  and  
payable  unti l  paid. 

C. If any  p a r t  of t h e  de f i c i ency  fo r  which a de te rmina t ion  of a n  
addit ional  a m o u n t  due  i s  m a d e ,  i s  found t o  b e  due  t o  f r a u d ,  o r  t o  h a v e  been  
done w i t h  an  i n t e n t  t o  e v a d e  th is  a r t i c l e ,  o r  au tho r i zed  ru l e s  o r  regula t ions  
of t h e  d e p a r t m e n t ,  a penal ty  of twen ty - f ive  per  c e n t  of such  a m o u n t  shal l  
b e  added,  plus i n t e r e s t  at t h e  r a t e  of o n e  per  c e n t  pe r  m o n t h  o r  f r a c t i o n  of a 
month  f r o m  t h e  t i m e  t h e  addi t ional  t a x  w a s  due  and payable  unt i l  paid. 

D. T h e  d e p a r t m e n t  shal l  g ive  t o  t h e  t axpaye r  w r i t t e n  n o t i c e  o f  i t s  
de t e rmina t ion  o f  a def ic iency  by mail ,  and  such  def ic iency ,  plus pena l t i e s  
and  i n t e r e s t ,  shall b e  d u e  a n d  payab le  t h i r t y  days  a f t e r  r e c e i p t  of t h e  n o t i c e  
and demand ,  or  if a n  appea l  i s  t a k e n  t o  t h e  d e p a r t m e n t ,  within t e n  days  
a f t e r  t h e  o rde r  or  decision of t h e  d e p a r t m e n t  has  b e c o m e  f inal .  (Emphasis  
added.) 

A problem exis t s  in t ry ing  t o  reconci le  an  a p p a r e n t  con f l i c t  a m o n g  seve ra l  
subsections of A.R.S. s ec t ion  42-1327 r e l a t ing  t o  sa les  t a x  def ic ienc ies .  Subsec t ions  A, B 



and C s t a t e  t h a t  i n t e r e s t  a c c r u e s  "from t h e  t i m e  t h e  addi t ional  t a x  (i.e., t h e  def ic iency  
a m o u n t  de termined by an  audi t )  - was  due  and  payab le  unti l  paid," (emphasis  added)  
implying t h a t  t h e  i n t e r e s t  r e l a t e s  back  t o  t h e  d a t e  t h e  t a x  should have  been  paid 
originally. On t h e  c o n t r a r y ,  subsec t ion  D s t a t e s  "such def ic iency  (i.e., t h e  s a m e  
def ic iency  amount  d e t e r m i n e d  by an  audit) ,  plus pena l t i e s  and  i n t e r e s t ,  shall b e  d u e  and 
payable  th i r ty  days a f t e r  r ece ip t  of t h e  no t i ce  and  demand,  o r  if a n  appea l  is t aken  t o  t h e  
depa r tmen t ,  within t e n  days  a f t e r  t h e  o rde r  o r  decision of t h e  d e p a r t m e n t  has  b e c o m e  
final." 

The  reconci l ia t ion  of t h e s e  seemingly c o n t r a d i c t o r y  d u e  and payable  d a t e s  l ies  in 
an  analysis  of t h e  purposes  underlying t h e  imposi t ion of pena l t i e s  a n d  in t e re s t .  If on a 
par t icu lar  day  a t a x  i s  due,  t h e r e  should b e  a n  i n c e n t i v e  f o r  t h e  t axpaye r  t o  pay. If t h e r e  
were  no incent ive ,  h e  could  s i t  back  and w a i t  f o r  t h e  state t o  d iscover  his  del inquency a n d  
t a k e  a f f i rma t ive  s t e p s  t o  co l l ec t ,  meanwhi le  enjoying f o r  himself t h e  use of w h a t  is 
r ight ly t h e  s ta te ' s  money.  This  resu l t  i s  obviously no t  w h a t  t h e  l eg i s l a tu re  in t ended  in 
d ra f t i ng  A.R.S. s ec t ion  42-1327. With r e s p e c t  t o  t h e  a c c r u a l  of  i n t e r e s t ,  subsec t ions  A, B 
and C indica te  t h a t  i n t e r e s t  applies  f r o m  t h e  d a t e  t h e  t a x e s  w e r e  originally due  and  
payable. In o the r  words, t h e  t axpaye r  does  no t  g e t  t h e  f r e e  use of t h e  s t a t e ' s  money 
during t h a t  t ime.  Subsec t ion  D, in a confusing way ,  gives t h e  de f i c i en t  t axpaye r  t h i r t y  
days  in which to  dec ide  his cou r se  of a c t i o n  on t h e  de l inquent  taxes ,  a n d  t h e  a c c u m u l a t e d  
charges  including t h e  i n t e r e s t  which has  a l r eady  a c c r u e d  a n d  i s  cont inuing  t o  acc rue .  T h e  
t axpaye r  may: 

a )  Pay  t h e  def ic iency ,  penal ty  and  i n t e r e s t  within t h i r t y  days  of t h e  n o t i c e  and  
demand and t h e  m a t t e r  b e c o m e s  closed. 

b) Do  nothing. Th i r ty  days  a f t e r  t h e  n o t i c e  a n d  demand,  t h e  d e p a r t m e n t  m a y  
c o m m e n c e  col lect ion proceedings  fo r  t h e  def ic iency ,  t h e  pena l ty  a n d  t h e  i n t e r e s t  which  
h a s  continuously accrued .  

c)  Appeal t h e  def ic iency  a s ses smen t  t o  t h e  d e p a r t m e n t  within th i r ty  days  a f t e r  
t h e  n o t i c e  and demand.  A.R.S. s ec t ion  42-1338, subsec t ion  A. In t h e  case of a n  appea l ,  
t h e  th i r ty-day  deadline i s  s t ayed  until  t e n  days  a f t e r  t h e  decision of  t h e  d e p a r t m e n t  has  
become  final. Never the less ,  t h e r e  is no  provision al lowing t h e  suspension of t h e  a c c r u a l  
of i n t e re s t  during t h e  appea l  process.  T h e  provisions con t inue  t o  apply  which m a n d a t e  
t h a t  t h e  deficiency b e a r  i n t e r e s t  continuously f r o m  t h e  d a t e  i t  w a s  due  and  payable  unti l  
paid. T o  f ind o the rwise  would al low t h e  t axpaye r  at his option f r e e  use  of public  money. 

10. To i l l u s t r a t e  t h e  answer  t o  t h i s  ques t ion ,  cons ider  t h e  fol lowing hypo the t i ca l  
e x a m p l e  involving t axpaye r  "T": 

- A sa les  t a x  of $X f o r  J anua ry  1978 b e c a m e  due  and payable  and  w a s  paid by T 
on February  15, 1978. 

- A sa les  t a x  of $X f o r  Feb rua ry  1978 b e c a m e  d u e  and payable  on March  15, 1978 
but  T only paid $ 1 / 2 ~  on t h a t  da te .  

- A sa les  t a x  o f  $Y for  March 1978 b e c a m e  due  and  payable  on Apri l  15,  1978. T 
paid t h e  remaining $ 1 1 2 ~  f r o m  t h e  Februa ry  t a x  per iod  on Apri l  15, plus t h e  penal ty  and  
in t e re s t  for  one  mon th  at t h e  c u r r e n t  r a t e ,  bu t  d id  n o t  pay any port ion of  t h e  hlarch t ax .  



- A sa les  t a x  of $Z f o r  Apri l  1978 b e c a m e  d u e  and  payable  on May 15, 1978 bu t  T 
did not  f i le  a re turn  or  pay any por t ion  of t h e  tax .  

- Therea f t e r ,  T regular ly  r e p o r t e d  and paid his s a l e s  t a x  as requi red  by law. 

In January  1980, t h e  d e p a r t m e n t  aud i t s  T under  A.R.S. s ec t ion  42-1327 a n d  
d e t e r m i n e s  t h a t  h e  owes  a de f i c i ency  of $Y f rom t h e  March  1978 t a x  period and $Z f r o m  
t h e  April 1978 t a x  period. T h e  d e p a r t m e n t  mai l s  n o t i c e  a n d  d e m a n d  fo r  t h e  p a y m e n t  of 
t h e  deficiencies and T r ece ives  t h e  n o t i c e  on Februa ry  1, 1980. F r o m  t h a t  day ,  T h a s  
th i r ty  days to  dec ide  whether  t o  appea l ,  pay  t h e  t a x  and c h a r g e s  o r  do  nothing. 

According t o  A.R.S. s e c t i o n  42-1332, subsec t ion  D and  sec t ion  42-1327, 
subsec t ions  A, B and  C, a s  exp la ined  in t h e  answer  t o  ques t ion  number  1, t h e  M a r c h  1978 
t a x  of $Y began t o  a c c r u e  i n t e r e s t  on Apri l  15, 1978 at t h e  then  c u r r e n t  r a t e  of  112% of 
t h e  unpaid t a x  per  month  o r  f r a c t i o n  of a mon th  and  t h e  Apri l  1978 t a x  of $Z began  
accumula t ing  in t e re s t  on May 15, 1978. Both months '  t a x e s  e a c h  con t inue  t o  a c c r u e  
i n t e r e s t  f rom those  r e spec t ive  d a t e s  "until  paid". T h e r e  i s  no  s t a t u t o r y  a l lowance  f o r  
combining t h e  two  t axes  fo r  t h e  purpose  of applying in t e re s t .  

cc: Gera ld  A. Silva 
Pe r fo rmance  Audit Manager 



APPENDIX X I 1 1  

LETTER TO AUDITOR GENERAL STAFF 

FROM O F F I C E  OF ATTORNEY GENERAL 

REGARDING PENALTY ABATEMENTS 



November 28, 1380 

J t t u r n c g  g e n e r a l  
STATE CAPITOL 

Vbomtix ,  c4rironn $5007  

A u d i t o r  Genera l  
112 North C e n t r a l  
S u i t e  600 
Phoenix ,  Ar izona  85007 

A t t n :  Randolph D .  Gross 

a Dear M r .  Gross:  

I am w r i t i n g  i n  r e s p o n s e  t o  your  l e t t e r  of  November 5 ,  1980. 
From my r e a d i n g  o f  your  l e t t e r ,  you may have  some misconcep t ions  
o f  t h e  powers and d u t i e s  o f  t h e  A t t o r n e y  Genera l  w i t h  r e s p e c t  t o  
compromising c l a i m s .  The A t t o r n e y  Genera l  h a s  t h e  o b l i g a t i o n  t o  
s a f e g u a r d  t h e  l e g a l  i n t e r e s t s  o f  t h e  S t a t e  i n  t h e  most economical  
f a s h i o n  p o s s i b l e .  A s  a  consequence,  t h e  A t t o r n e y  Genera l  i s  
a u t h o r i z e d  t o  compromise c l a i m s  i n  an  a p p r o p r i a t e  c a s e .  A .R .S .  
S 41-192(B) ( 4 ) .  I n  t h e  absence  o f  l e g i s l a t i v e  g u i d e l i n e s ,  it i s  
c l e a r  t h e  A t t o r n e y  Genera l  h a s  t h e  d i s c r e t i o n  t o  d e t e r m i n e  t h e  
l i k e l i h o o d  o f  p r e v a i l i n g  on any c la im.  

The p r o c e d u r e ,  d e v i s e d  i n  c o n j u n c t i o n  w i t h  t h e  Department 
o f  Revenue, i s  d e s i g n e d  t o  compromise o n l y  i n  c a s e s  where t h e  
At to rney  Genera l  and t h e  Department o f  Revenue b e l i e v e  no p e n a l t y  
would b e  upheld  by t h e  c o u r t s .  The p r o c e d u r e ,  t o  t h e  e x t e n t  it 
i n v o l v e s  t h e  A t t o r n e y  Genera l ,  o n l y  a p p l i e s  t o  p e n a l t i e s  a p p l i e d  
under  A.R.S. 5 42-1322. P e n a l t i e s  de te rmined  under o t h e r  p r o v i -  
s i o n s  o f  t h e  t a x  law may b e  r e d e t e r m i n e d  by t h e  Department  o f  
Revenue p r i o r  t o  becoming f i n a l .  W e  do n o t  a t t e m p t  t o  compromise 
c l a i m s  where l e g a l  l i a b i l i t y  i s  u n c l e a r .  I n  t h e s e  i n s t a n c e s ,  w e  
w i l l  s e t t l e  o n l y  a f t e r  t h e  c l a i m a n t  f i l e s  s u i t  and t h e n  o n l y  when 
a p p r o p r i a t e .  

The p rocedure  f o r  compromising c l a i m s  b e g i n s  by t h e  Depar t -  
ment o f  Revenue rev iewing  a l l  c l a i m s  i n  r e l a t i o n  t o  t h e  Depar t -  
m e n t ' s  g u i d e l i n e s ,  which w e r e  d e v i s e d  a s  minimum s t a n d a r d s  f o r  
a l l o w i n g  a  c l a im.  Then, t h e  A t t o r n e y  G e n e r a l ' s  O f f i c e  rev iews  
t h e  c l a i m  t o  d e t e r m i n e  i f  o t h e r  f a c t o r s  might  i n c r e a s e  t h e  l i k e -  
l i h o o d  of  p r e v a i l i n g  on t h e  c la im.  I f  t h e r e  a r e  no such  f a c t o r s  
p r e s e n t  and,  i n  o u r  judgment based  upon p r i o r  e x p e r i e n c e ,  we w i l l  
be unab le  t o  p r e v a i l  on t h e  p e n a l t y ,  t h e n  t h e  p e n a l t y  i s  removed 
from t h e  books of  t h e  Department o f  Revenue a f t e r  a p p r o v a l  by t h e  
D i r e c t o r ' s  r e p r e s e n t a t i v e .  



A u d i t o r  Genera l  
a 

November 2 8 ,  1980 

The a p p l i c a t i o n  o f  t h i s  p rocedure  h a s  r e s u l t e d  i n  more 
s t r i n g e n t  enforcement  o f  p e n a l t i e s .  S i n c e  t h e  i n s t i t u t i o n  of  
t h i s  p rocedure ,  f o u r  l e g a l  a c t i o n s  c h a l l e n g i n g  o n l y  t h e  a p p l i -  
c a t i o n  o f  p e n a l t i e s  have been f i l e d ,  which c o n s t i t u t e  rnore 
s u i t s  on t h i s  i s s u e  t h a n  i n  t h e  p r e v i o u s  50 y e a r s  o f  e x p e r i e n c e  
o f  t h e  t r a n s a c t i o n  p r i v i l e g e  t a x .  Fur the rmore ,  t h e  r e s u l t s  o f  
t h e s e  c a s e s  s h o u l d  g i v e  a  b e t t e r  p e r s p e c t i v e  f o r  review of  f u t u r e  
c l a i m s  f o r  compromise. 

S i n c e r e l y ,  

ROBERT K .  CORBIN 
A t t o r n e y  Genera l  

EDWIN P. 
Chief  Counsel 
Tax D i v i s i o n  

EPL: j h  



A P P E N D I X  X I V  

D E C E M B E R  15, 1980, MEMORANDUM F R O M  

T H E  D I R E C T O R  O F  T H E  

D E P A R T M E N T  O F  R E V E N U E  

R E G A R D I N G  I M P R O V E M E N T S  I N  THE 

C O L L E C T I O N  A D M I N I S T R A T I O N  



M E M O R A N D U M  

TO : Brian Dalton 
Auditor General's Staff 

FRObI : J. E. Hibbs, Director 
Department of ~evenuev 

SUBJECT: Improvements in Collection 
Administration 

As you requested, this memo summarizes the efforts we have made to 
improve the operation of our collections activities. 

Prior to June, 1979 DOR collections activities were separated into 
two distinct units that rarely spoke to each other, and each had 
widely divergent degrees of sophistication of operations. In 
addition to pure collections activities, each - to varying degrees - 
was responsible for accounts receivable activities for their re- 
spective taxes and numerous document processing, audit support and 
administrative functions for their particular tax grouping. 

During the period FY 79/80 the Accounts Receivable activities of 
Sales Tax were consolidated and revised so that in July of 1980 
the A/R activities of Sales and Withholding tax could be trans- 
ferred to the Division of Administration. (Details of the A/R 
progress are presented in a separate memo on Receivables.) 

Late in 1979 the activities of the two Collection Units were merged 
into one section, reporting directly to the Assistant Director for 
Taxation and under one supervisor. In addition to the reorganiza- 
tion, a number of other changes were made to improve the Collection 
Section's effectiveness. These include the following: 

1. In conjunction with the Accounts Receivables rewrite, 
Sales tax accounts were stratified for work by collectors. 
Starting in July, 1979 the level has progressively been 
reduced as emphasis was placed on clearing up large dollar 
accounts first. 



Again, in conjunction with the A/R clean up, the con- 
solidation of the Sales and Use tax A/R files resulted 
in a complete account being referred to a collector 
instead of the partial data worked in the past. 

The unit recognized from its own experience in income 
tax collections the effectiveness of phone collectors 
and requested in the 80/81 budget additional positions 
in Phone Collection. These were approved in the budget 
and, after some delays due to classification problems, 
a core of 13 telephone collectors was added to the 
existing staff and four field positions are being re- 
classified to phone power. Over the coming months as 
future field positions become vacant, they will be 
evaluated for possible conversion to phone power. 
These changes should result in an increase in case 
closures, collections and a lowering of the operating 
cost per case. 

Collection of all taxes are assigned by geographic 
zone so that a collector can collect - all taxes owed 
the Department in one step. 

Formal training has been given to all collectors on 
Sales Tax rules and regulations. Regulation and 
Statute Books have been acquired for each section and 
written collection procedures and guidelines have been 
established to improve the quality of work performed. 

Each collector is required to prepare daily activity 
reports which are consolidated into monthly management 
reports. Guidelines for collections have been established 
and have been reviewed with collectors so that they are 
aware of the Department's goals. 

Interagency information exchange has been expanded to 
more fully utilize the powers of the Liquor Board and 
Registrar of Contractors to and in collecting DOR re- 
ceivables. 

The Tucson collectors were assigned to the Collection 
Unit under a local supervisor. Southeastern Arizona 
collections were coordinated in a similar manner to 
those accounts worked in Phoenix. 



9. Clerical support and supervisory positions were re- 
structured and new PDQs and PPEEs were written. The 
result has been an improvement in attendance, performance 
and morale. 

10. Time limits for actions have been established and pro- 
cedures were implemented to cause receivables to go 
to lien or other more stringent collection efforts 
sooner. 

11. Contracts were awarded to write programs to produce an 
accounts receivable interface between the Burroughs 
system and our computer. Programs are now being tested 
that should be ready by the January billing period which 
will result in flagging delinquency listings with re- 
ceivable information and to produce a more flexible 
statistical report and stratification of the receivables 

12. A program is being written to annotate on the delinquency 
reports historical average sales so that collectors can 
prioritize these accounts when working delinquencies. 



APPENDIX XV 

DECEMBER 15, 1980,  MEMORANDUM FROM THE 

DIRECTOR OF THE DEPARTMENT OF REVENUE 

REGARDING IMPROVEMENTS I N  THE 

ACCOUNTS RECEIVABLE PROCESS 



M E M O R A N D U M  

TO: Brian Dalton 
Auditor General's Staff 

FROM : J. E. Hibbs, Director 
Department of   eve nu el 

SUBJECT: Improvements in the Accounts 
Receivable Process 

The following summarizes the changes which have been effected, or 
are in progress, in regard to the Sales Tax Accounts Receivables. 

As covered in greater detail in our collections study in early 
1979, the accounts receivables in sales tax were very disorganized. 
There were multiple files with redundant information, infrequent 
and incomplete billings, and no concept of the extent of the 
receivable. Numerous other problems existed due to each of the 
procedures, training and incorrect policies such as estimated 
liens. 

The following has occurred since that time: 

1. A staff of auditors reviewed all sales tax receivable files 
and their associated main and lien files. They then pro- 
duced composite and complete detailed account receivable 
ledgers for each account. These desk audited ledgers were 
then sent to the taxpayers as the first billing of the new 
consolidated system. Taxpayers were invited to respond to 
these and any challenge as to charges were researched and 
appropriate corrective action was taken. 

2. These ledgers were then placed on Burroughs magnetic card 
machines whene interest was updated at billing time. All 
accounts have been billed five times in the last year and 
a half. 

xv- 1 
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3. The A/R system, in addition to producing aggregate billings, 
stratifies accounts for collectors and identifies delinquent 
part-pay accounts in the billing process. 

4. In addition to initiating the semi-automated system, pro- 
cedures were written to standardize document review and 
accounts receivable programs and the statutory due dates on 
filings were enforced. This resulted in an increase in 
approximately 7,000 transactions per month. In all, 28 pro- 
blem areas were corrected. 

5. Procedures were initiated to improve the speed in which 
audit assessments are released to accounts receivable after 
the appeal period. 

6. The master files were improved by the return of all documents 
previously held in Collections. 

7. The part-pay plan performance was improved by establishment 
of automatic referral of delinquencies at billing time and 
at posting time. Further refinements have been installed 
in November to improve the responsiveness to delinquent 
part-pays. 

a 
8. During the last year the requirements for an automated system 

have been studied and refined. The experience gathered in the 
operation of the interim system has provided invaluable data 
which has been used in the design of the automated system 
which is due to be implemented in the fall of 1981. 

Among the features being designed in the automated A/R system 
are the following improvements: 

a) The system will provide math and data checks on the com- 
puter which are not now available. Any math check that 
is currently performed is being manually accomplished in 
the edit cycle. Since time constraints prohibit extensive 
edit time, the math check is not as comprehensive as the 
automated system will be. 

b) Single entry of documents for both revenue distribution and 
A/R. Currently these are separate systems requiring re- 

4 

dundant entry. 
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c) Regular billing of all receivables which is integrated 
with delinquency runs. In addition, billings will be more 
complete and will be on data processible forms. 

d) Automatic allocation of payments. Currently, clerks must 
allocate partial payments of receivable monies. 

e) Automatic lien generation and lien release production. 
This will allow for a significant increase in the number 
of liens filed and the speed of filing as clerks will 
only have to perform quality control checks. 

f) Automatic generation of liquor and contractor complaints. 

g) The ability to generate a number of reports not currently 
feasible such as 

. Total number of accounts and dollars in the system each 
month. 

. Stratification of accounts by multiple levels for each 
in assignment to collection staff. 

. Aging of receivable. 

. Prompt reaction to delinquent part-pay accounts. 

. Interaction of receivables, delinquency and licensing 
programs. 

. Terminal access to A/R to increase flexibility of staff 
in receivables, collections and taxpayer assistance to 
access the data. 

h) Substantially improved processing time. All receivables 
will be posted in the normal cycle, a period of days rather 
than weeks, thus improving the accuracy and credibility of 
the data. 

9. Prior to this period, correspondence associated with A/R was 
a particular problem. Letters were channeled throughout the 
Department with little or no coordination of replies. Since 
then correspondence handling has been consolidated in one 
unit where it can be uniformly handled. 
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(0 

10 .  I n  p a r t ,  a s  a  r e s u l t  o f  t h e  above changes ,  p e n a l t y  and i n t e r e s t  
voucher  r e c e i p t s  have r i s e n  an  a v e r a g e  o f  $73,000 + p e r  month 
i n  FY 79/80 o v e r  t h e  l a s t  h a l f  o f  FY 78/79 .  (That  i s  t h e  
e a r l i e s t  t h e s e  numbers were produced on computer s t a t i s t i c a l  
r e p o r t s .  ) 
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DOR SALES TAX MASTER F I L E  

RETENTION SCHEDULE 



RECORDS RtlENIIOI\I AND PAGE- 1 

DISPCSITION SCHEDULE 
TO : FROM: 

RECOFDS MAh'AGEPvflEENT CENTER Agency or Department Arizona D e ~ a r t m e n t  0f-u~ 
1130 NORTH 22:iD A V E t \ i l E  

PHOE:,!):, ARIZOl;A 85939 Sect~on or D~v~ston Sales  T a x  D l v a o n  . . . 

Address 1700 h'. -ton. m n i  r - A,-+ - R C ; O ~ ~  

Submitted by P a t r i c k  N. Kelly Telephone 255-4569 

APPROVED S v ;  

NO. 

1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

Records that should b e  located i n  a sales tax master f i l e .  

0 
DATE X V I -  1 

RECORD SERIES 

Sa le s  T a x  License ~ p p l i c a t i o n s "  

Use Tax License Appl ica t ions  

Bingo Tax License 

Monthly Reports  from ~ i c e n s e e s *  

Qaa r t e r ly  Report from Licensees * 
ROT Records 
(Tax on Long term Leases) 

Audits  and Co l l ec t ion  Records * 

Tax Liens/Bankruptcy * 

Warrant Reg i s t e r  

Computer P r i n t o u t  

Monthly and Annual S t a t i s t i c a l  
Report 

Spec ia l  S t a t i s t i c a l  Report 

-- 

D I R E C T 0 5 ,  DEPT OF L I E R A R Y ,  A R C H  6 PUB R E C O R D S  

REMARKS 

Reta in  while  bus iness  i s  i n  
ope ra t ions .  Retain f o r  5 
yea r s  a f t e r  c a n c e l l a t i o n  
of l i c e n s e .  

Reta in  f o r  5  yea r s  a f t e r  
c a n c e l l a t i o n  of l i c e n s e .  

Retain f o r  5  yea r s  a f t e r  
c a n c e l l a t i o n  of l i c e n s e .  

Destroy 5 yea r s  from pe r iod  
of  i n a c t i v i t y .  

Reta in  5 y e a r s  a f t e r  new 
a u d i t  o r  c o l l e c t i o n .  

Retain 4 yea r s  a f t e r  l i e n s  
have been c l e a r e d  o r  dec l a red  
bankruptcy. 

Destroy when no longer  needed 
f o r  r e f e rence .  

. - - -  

RETENTION 

Total 

5 

5 

5 

5 

5 

5 

5 

4 

5 

5 

5 

5 

PERIOD 

Offtce 

5 

5 

5 

5. 

5 

5 

5 

4 

5 

5 

5 

5 

( Y R S )  

Center 

0 

0 

0 

0 

0 

0 

0 

0 

0 

0 

0 

0 

-LA 
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TAX STATUS OF STRUCTURES AT THE 

PAL0 VERDE NUCLEAR GENERATING STATION 



Key - S t r u c t u r e  

Containment 
Aux i l i a ry  
Fuel 
Turbine 
Radioact ive  waste 
Cooling towers and i n t a k e  
Switchyard f a c i l i t y  and a s soc i a t ed  bulk- t ransmiss ion towers 
Reservoir ,  sp ray  ponds, evapora t ion  ponds 
Containment b u i l d i n g ' s  permanently a f f i x e d  work p la t forms 
Control  s t r u c t u r e  
Diese l  gene ra t ing  bu i ld ing  
Adminis t ra t ion  b u i l d i n g  
Unable t o  i d e n t i f y  

Water rec lamat ion f a c i l i t y ,  which i s  exempt, i s  not  shown. Main steam 

suppor t  s t r u c t u r e ,  which i s  exempt, is loca t ed  between t h e  t u r b i n e  and 

contaicment s t r u c t u r e s  and is  no t  v i s i b l e .  

Tax S t a t u s  

Exempt 
Exempt 
Exempt 
Exempt 
Exempt 
Exempt 
Exempt 
Exempt 
P a r t i a l l y  t a x a b l e  (46.86%) 
P a r t i a l l y  t a x a b l e  (25.00%) 
Taxable 
Taxable 
Unable t o  d e t e r n i n e  

X V I  I 
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C O R R E S P O N D E N C E  B E T W E E N  A P S  O R  I T S  

R E P R E S E N T A T I V E S  AND A U D I T O R  G E N E R A L  S T A F F  

R E G A R D I N G  R E Q U E S T S  F O R  C O S T  I N F O R M A T I O N  



W U G U S  R. NORTON. CPA 

I, 
A U W O *  OLHLRAL 

STATE OF ARIZONA 

OFFICE OF THE 

AUDITOR GENERAL 

November 5, 1980 

M r .  Robert  C. Bates  
S n e l l  and Wilmer 
3100 Valley Bank Center  
Phoenix, AZ 85073 

Dear Mr. Bates: 

I understand t h a t  our  te lephone  convei.sation on 
November 5 ,  1980 covered the  fol lowing:  

1. Cash expendi tures  f o r  cons t ruc t ion  o f  t h e  
Pa lo  Verde Nuclear Generat ing F a c i l i t y  a s  o f  
June  30, 1980 t o t a l e d  $1,640,899,855. 

2. A s  o f  October 19, 1980, t o t a l  cash  
expendi tures  a t  completion of  t h e  Palo Verde 
f a c i l i t y  were p ro j ec t ed  t o  be $3.616 
b i l l i o n .  

3. Cos ts  o f  each s t r u c t u r e ,  both a s  o f  June 30, 
1980 and t o t a l  p ro j ec t ed ,  a r e  no t  known by 
APS and a r e  t h e r e f o r e  n o t  a v a i l a b l e  t o  t h e  
O f f i c e  o f  t h e  Auditor  General. 

P l ea se  confirm t h e  c o r r e c t n e s s  o f  t h e  above 
s ta tements .  A w r i t t e n  r e p l y  is reques ted  by November 
12, 1980. 

S ince re ly ,  

Dawn S i n c l a i r  
Performance Auditor 

X V I I I -  1 
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FRANK L. S N E L L  
J O S E P H  T. MELSZCR.  JR. 

N I C H O L A S  H. P O N E L L  
MAYNARD P. GOUDY 
FREDERICK K. STE1NER.- 
J O H Y  J. B O U M A  
J O H N  P. P H I L L I P S  
H  WILLIAM FOX 
ROBERT C. BATES 
L O R E N  W. COUNCE.  JR.  
THOMAS J .  REILLY 
GUY 5.  G E L B R O N  
WILLIAM A. H I C K S .  1 1 1  

PETER J. RATHWELL 
B R U C E  D. P I N G R E E  
D O N A L D  D. C O L B U R N  
CHARLES K. AY E R S  
MARY J. LEADER 
G R E G  R. N I E L S E N  
R O B E R T  9. H O F F M A N  

MARCIA J. B U S C H I N G  
DAVID P. H E R S K O V I T S  
6 E N N E T H  0. N Y M A N  
C H A R L E S  A. 8 1 S C H O F F  

. J O E L  P. H O X l E  
ROGER K. S P E N C E R  
J A M E S  R. C O N D O  
L O N N I E  J. WILLIAMS, J R .  
R I C H A R D  W. S H E F F l E L D  
B E N  C. F R I E D M A N  

MARK W I L M E R  
EDL\ARD J A C O B S O N  

DOY CORBITT 
R I C P A R D  S N E L L  

IR  B U R R  SUTTER 
R O L A N D  R  K R U S E  
ARTYUR C GEHR 
R I C H A R D  MALLERY 
JARON B  N O R B E R S  
J O N  S  C O H E N  
WARREN E  PLATT 
JAY D  WILEY 
G E O R G E  H  LYONS 
D A N I E L  J MCAULIF-C 
STEVEN M  WH EELES 
J A M E S  W. REYNOLDS 
M I C H A E L  D  TERRY 
D O U G L A S  W  SEITZ 
J O S E P H  T MELCZER 1 1 1  

LAWRENCE F. WINTHROP 

ROBERT J. G I B S O N  
R I C H A R D  K. MAHRLE 
BARRY D. HALPERN 
T H E R E S A  A. GABALDON 
WILLIAW R  HAYDEN 
ROBERT J. DEENY 
D O N A L D  M. PETERS 
NANCY NUTTER B E C K  
G E R A R D  MORALES 
ALICE M. TOCCO 

Dawn Sinclair 
Performance Auditor 
Office of the Auditor General 
Legislative Services Wing 
Suite 200 
State Capitol 
Phoenix, AZ 85007 

Dear Dawn: 

LAW OFFICES 

S N E L L  & W I L M E R  

3 1 0 0  VALLEY BANK CENTER 

P H O E N I X , A R I Z O N A  8 5 0 7 3  

( 6 0 2 )  257-7211 

TELEX 1 6 5 0 8 8  

November 6, 1980 

This will confirm our telephone conversation yesterday, 
during which I responded to your questions concerning expen- 
ditures for the Palo Verde Nuclear Generating Station ("PVNGS") 
as follows: 

1. As of June 20, 1980, the request for cash funds for 
the total construction costs of PVNGS was One Billion Six 
Hundred Forty Million Eight Hundred Ninety Nine Thousand 
Eight Hundred Eighty Five Dollars ($1,640,899,885.00). That 
sum excludes costs for research and development, effluent, 
nuclear fission materials, pre-operating and maintenance 
skaffiny, training and startup. 

2. As of October 9 ,  1980, the estimated cost to com- 
plete PWJGS was Three Billion Six Hundred Sixteen Million 
Dollars ($3,616,000,000.00). That sum excludes costs for 
transmission lines, switchyards, ad valorem taxes, nuclear 
fission materials, startup power, operating and maintenance 
expenses, allowances for funds used during construction and 
capitalized training costs. 

Also, in accordance with your request, this will confirm 
that I have arranged a tour of the PVNGS facilities next 



S N E L L  6 W I L M E R  

Dawn S i n c l a i r  
November 6 ,  1980 
Page Two 

Thursday a t  9:00 a.m. f o r  y o u r s e l f ,  Dwight Ochock i ,  J e r r y  
S i l v a  and B r i a n  D a l t o n .  

R o b e r t  C .  B a t e s  



DOUGLAS R NORTON. CPA 
AUOITOR GENERAL 

S T A T E  O F  A R I Z O N A  

OFFICE OF THE 

AG'DITOR GENERAL 
Kovenber 21, 1950 

Flr. Robert C. Bates 
S n e l l  and l i i l s e r  
3100 Valley Bank Center 
Phoenix, Arizona 85073 

Dear bir. Bates: 

I n  cg l e t t e r  o f  November 5 ,  1950, I requested conf i rna t ion  of th ree  
p o i n t s  covered i n  our N o v t ~ b e r  5,  1980 telephone conversat ion.  ,Your 
response conf i r sed  the  a c t u a l  a n d  p ro j ec t ec  c o s t s  OF t h e  e n t i r e  Palo Verte 
? rc ;?c t  ( p o i n t s  1 and 2 )  bct d i d  r;c: 2ezl  with t h e  c o s t s  by s t r u c t u r e  
( p o i n t  3 ) .  

Please  confirm the  co r r ec tnes s  o f  t he  fol lowing,  per our t:ovember 5 ,  1980 
conversa t i o n  : 

Costs  of each s t r u c t u r e ,  both as  of  June 30, 1930 and t o t a l  p ro j ec t ed ,  
a r e  not  known by APS and a r e  t h e r e f o r e  not a v a i l a b l e  t o  t he  Of f i ce  o f  
t h e  Auditor General.  

The Of f i ce  o f  t h e  Auditor General  w i l l  assuxe t h a t  t h i s  s t a t e ~ e n t  is  
c o r r e c t  i f  a w r i t t e n  response is not  received by November 28,  1980. 

S ince re ly ,  

Dawn S i n c l a i r  
Performance Audit Div is ion  

XVIII- 4 

LEGISLATIVE SERVICES WING SUITE 200 STAT& CAPITOL PHOENIX. ARIZONA 85007 255-4385 



FRANK L. S N E L L  
J O S E P H  T MCLCZER. JR. 

N ICHOLAS H POWELL 
MAYNARD P  GOUDY 
FREDERICK K. STEINER..  
J O H N  J  B O U M A  
d O H N  P  PHILL IPS 
H \VICClAM F O X  
R O S E R T  C. BATES 
L O R E N  W  COUNCE.  JR. 
THOMAS J REILLY 
GUY G. G E L B R O N  
WILLIAM 4. HICKS. 1 1 1  
PETER J .  RATHWELL 
B R U C E  0 .  P I N G R E E  
D O N A L D  D. C O L B U R N  
C H A R L E S  K .  AYERS 
W4RY J .  LEADER 
GREG R. N I E L S E N  
R O B E R T  B.  H O F F M A N  
MARCIA J .  B U S C H I N G  
DAVID P. H E R S K O V I T S  
K E N N E T H  0. NYMAN 
C H A R L E S  A  B I S C H O F F  
J O E L  P. H O X l E  
ROGER K. S P E N C E R  
J A M E S  R. C O N D O  
L O N N l E  J.  WILLIAMS, J R .  
R I C H A R D  W. S H E F F I E L D  
B E N  C. F R I E D M A N  

~ A a u  I~ ILMER 
C o w a ~ o  JACOBSON 

S O Y  CORBITT 
R I C H A R D  S N E L L  

I R  B U R R  SUTTER 
R O L A N D  R. K R U S E  
ARTHUR C. G E H R  
R I C H A R D  MALLERY 
JARON B. N O R B E R G  
J O N  5 .  C O H E N  
W A Q R E N  E. PLATT 
JAY 0. WlLEY 
G E O R G E  H. LYONS 
D A N I E L  J. MCAULIFFE 
S T E L E N  M. WHEELER 
J A M E S  W. REYNOLDS 
M I C H A E L  D. TERRY 
D O U G L A S  W. SElTZ 
J O S E P H  1. MELCZER.  I l l  
LAWPENCE F. W I N T H R O P  
R O B E R T  J. G I B S O N  
R I C H A R D  K. MAHRLE 
BARRY 0. H A L P E R N  
T H E R E S A  A. GABALOON 
WILLIAM R. HAYDEN 
R O B E R T  J. DEENY 
D O N A L D  M. PETERS 
NANCY NUTTER BECK 
G E R A R D  MORALES 
ALICE M. TOCCO 

Dawn S i n c l a i r  
Per formance  A u d i t  D i v i s i o n  
O f f i c e  o f  t h e  A u d i t o r  G e n e r a l  
L e g i s l a t i v e  S e r v i c e s  Wing 
S u i t e  200 
S t a t e  C a p i t o l  
Phoen ix ,  AZ 85007 

Dear Dawn: 

LAW OFFICES 

S N E L L  & W I L M E R  

3 1 0 0  VALLEY BANK C E N T E R  

P H O E N I X , A R I Z O N A  8 5 0 7 3  

( 6 0 2 )  257-7211 

TELEX 1 6 5 0 8 8  

November 2 6 ,  1980 

I d i d  n o t  r e c e i v e  y o u r  November 21, 1980 l e t t e r  
u n t i l  y e s t e r d a y .  S i n c e  y o u r  l e t t e r  took  f o u r  d a y s  t o  
r e a c h  m e ,  and  b e c a u s e  tomorrow i s  t h e  Thanksg iv ing  
h o l i d a y ,  i t  may w e l l  b e  t h a t  you w i l l  n o t  receive t h i s  
l e t t e r  by y o u r  November 28,  1980 d e a d l i n e .  

I w i l l  r e spond  t o  t h e  c o n f i r m a t i o n  r e q u e s t e d  by 
your  November 21,  1980 l e t t e r  i n  due c o u r s e .  



:> ', 
$ 1' mmTlnE Ti2m-?aa G w m Y  'c ,,J 

STA. 1S80 P.O. BOX 21666 - P H O E N I X .  A R I Z O N A  85036 

December 8 ,  1980 

bls. Dawn S i n c l a i r  
Performance Audi t  D i v i s i o n  
O f f i c e  of t h e  Audi to r  General  
L e g i s l a t i v e  S e r v i c e s  Wing 
S u i t e  200 
S t a t e  C a p i t o l  
Phoen ix ,  AZ 85007 

Dear M s .  S i n c l a i r :  

Bob B a t e s ,  ? .fart in S h u l t z  and myself wish  t o  e x p r e s s  o u r  t h a n k s  
f o r  t h e  o p p o r t u n i t y  t o  meet December 3 ,  1980 w i t h  you, J e r r y  S i l v a  and 
B r i a n  D a l t o n .  

Al though,  a s  acknowledged by M r .  S i l v a ,  t h e  Audi to r  G e n e r a l ' s  
o f f i c e  p r o b a b l y  d o e s  n o t  have t h e  a u t h o r i t y  t o  r e q u i r e  A P S  t o  answer 
any  i n q u i r i e s ,  APS i s  a lways  w i l l i n g  t o  c o o p e r a t e  w i t h  t h e  Audi to r  
G e n e r a l ' s  O f f i c e  ( a s  w e l l  a s  a n y  o t h e r  governmental  a g e n c i e s )  as l o n g  
as t h e  i n q u i r i e s  s e r v e  a r e a s o n a b l e  purpose  and a r e  c a p a b l e  o f  b e i n g  
answered w i t h o u t  c r e a t i n g  a n  undue burden on APS. 

I n  o r d e r  t o  c o o r d i n a t e  APS's r e s p o n s e s ,  i t  i s  sugges ted  t h a t  a l l  
i n q u i r i e s  from t h e  A u d i t o r  G e n e r a l ' s  o f f i c e  b e  made i n  w r i t i n g  t o  me. 
Also ,  because  of t h e  complex n a t u r e  of some of  your  i n q u i r i e s  and t h e  
number of APS p e r s o n n e l  who may be  invo lved ,  i t  i s  sugges ted  t h a t  you 
w i l l  n o t  impose any r e s p o n s e  d e a d l i n e  d a t e s ,  n o r  s t a t e  t h a t  you will 
assume a  f a c t  t o  be  t r u e  i f  we do n o t  respond w i t h i n  a g i v e n  t ime.  

AS you and Mr. S i l v a  r e q u e s t e d ,  we w i l l  a t t e m p t  t o  o b t a i n  a n  
e s t i m a t e  o f  t h e  Arizona p r i v i l e g e  ( s a l e s )  and u s e  t a x e s  p a y a b l e  f o r  
t h e  e n t i r e  t h r e e - u n i t  P a l o  Verde Nuclear Genera t ing  S t a t i o n  c o n s t r u c -  
t i o n  p r o j e c t ,  b o t h  w i t h  and w i t h o u t  t h e  e l e c t r i c  u t i l i t y  exemption 
s e t  f o r t h  by t h e  Arizona s t a t u t e s .  

Very t r u l y  yours ,  

Rober t  Y. L i p p e l t ,  Manager 
Tax S e r v i c e s  



DOUGLAS R NORTON. CPA 
AUDITOR G E r 4 t R l ~  

STATE OF ARIZONA 

OFFICE OF THE 

AUDITOR GENERAL 

December 5 ,  1980 

Mr. R o b e r t  L i p p e l t  
b!anager, Tax S e r v i c e s  
Ar i zona  P u b l i c  S e r v i c e  
P.O. Box 21666 
P h o e n i x ,  A Z  85036 

Dea r  M r .  L i p p e l t :  

A s  a g r e e d  d u r i n g  a t e l e l p h o n e  c o n v e r s a t i o n  w i t h  M a r t y  S h u l t z  on 
December 3 ,  1980,  a l l  r e q u e s t s  f o r  i n f o r m a t i o n  c o n c e r n i n g  t h e  P a l o  Verde  
N u c l e a r  G e n e r a t i n g  f a c i l i t y  and  any o t h e r  c u r r e n t  o r  p roposed  APS 
p r o j e c t s  w i l l  be d i r e c t e d  t o  you. 

On O c t o b e r  9 ,  1980,  A r n i e  Shaw o f  APS t o l d  me t h a t  s i n c e  1967 APS h a s  
i n s t a l l e d  t h e  f o l l o w i n g  f a c i l i t i e s  i n  Ar i zona :  

11 g a s  ( c o n b u s t i o n )  t u r b i n e s  
3 combined c y c l e  u n i t s  
2  u n i t s  a t  t h e  C h o l l a  f a c i l i t y ,  n e a r  Holbrook 
Navajo f a c i l i t y ,  n e a r  Page .  

I would a p p r e c i a t e  your  a s s i s t a n c e  i n  o b t a i n i n g  t h e  f o l l o w i n g  
i n f o r m a t i o n  c o n c e r n i n g  t h e s e  f a c i l i t i e s :  

1 .  The l o c a t i o n s  (names o f  f a c i l i t i e s  & towns  by which  t h e y  are 
l o c a t e d )  o f  11 g a s  t u r b i n e s  and  3 combined c y c l e  u n i t s .  

2. The number o f  u n i t s  i n s t a l l e d  a t  t h e  Navajo  f a c i l i t y .  

3. The c o s t s  o f  e a c h  t u r b i n e  and c y c l e  u n i t ,  t h e  t o t a l  c o s t  o f  
b o t h  u n i t s  a t  t h e  C h o l l a  f a c i l i t y  and  t h e  t o t a l  c o s t  o f  a l l  
u n i t s  i n  which APS p a r t i c p a t e d  a t  t h e  Navajo f a c i l i t y ,  as o f  
December 31 ,  1979. 

I u n d e r s t a n d  t h a t  t h e  Navajo f a c i l i t y  is a p a r t i c i p a t i o n  p r o j e c t  
i n v o l v i n g  f i v e  o t h e r  u t i l i t i e s  and  t h a t  t h e  t o t a l  c o s t  may n o t  b e  
a v a i l a b l e .  P l e a s e  i n d i c a t e  w h e t h e r  t h e  c o s t  r e p r e s e n t s  c o s t  t o  a l l  
p a r t i c i p a n t s  o r  t o  APS on ly .  
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V r .  Rober t  L i p p e l t  
Page 2 .  

I t  is a l s o  my unders tand ing  t h a t  t h e  c o s t  f i g u r e s  which APS can  s u p p l y  
i n c l u d e  irr.pro;rements a s  w e l l  as o r i g i n a l  c o n s t r u c t i o n  c o s t s .  I n  o r d e r  t o  
a c c u r a t e l y  p r e s e n t  t h e s e  c o s t s ,  p l e a s e  i n d i c a t e  any component c o s t s ,  
such  a s  t r a n s n i s s i o n  l i n e s ,  a d  valorem t a x e s  and a l l o w a n c e s  f o r  f u n d s ,  
which have been excluded.  

Your a s s i s t a n c e  is  a p p r e c i a t e d .  I f  you have any q u e s t i o n s  c o n c e r n i n g  
t h i s  r e q u e s t ,  p l e a s e  c o n t a c t  me a t  255-4385. 

S i n c e r e l y ,  

Dawn S i n c l a i r  
Performance Audit  D i v i s i o n  



STA.  1856 P.O. BOX 21666 - P H O E N I X .  A R I Z O N A  85036 

December 2 4 ,  1980 

>is. Dawn S i n c l a i r  
Performance Audi t  D i v i s i o n  
O f f i c e  of  t h e  Audi to r  Genera l  
L e g i s l a t i v e  S e r v i c e s  Wing 
S u i t e  200 
S t a t e  C a p i t o l  
Phoenix ,  AZ 85007 

Dear M s .  S i n c l a i r :  

A s  d i s c u s s e d  w i t h  you by t e l e p h o n e ,  Monday, December 22 ,  1980,  
t h e  i n f o r m a t i o n  t h a t  you have r e q u e s t e d  r e g a r d i n g  APS power p l a n t s  
c o n s t r u c t i o n  c o s t s  w i l l  n o t  be  a v a i l a b l e  by December 26,  1980.  

Very t r u l y  y o u r s ,  

Rober t  M. L i p p e l t  
Manager 
Tax S e r v i c e s  



APPENDIX XIX 

LETTER FROM SALT RIVER PROJECT O F F I C I A L  

REGARDING COST OF GENERATING F A C I L I T I E S  



S A L T  R I V E R  P R O J E C T  
P . 0 . B O X  1980 

P H O E N I X .  A R I Z O N A  85001 

December 9 ,  1980  

14s. Dawn S i n c l n i r  
O f f i c e  o f  t h e  A u d i t o r  G e n e r a l  
L e g i s l a t i v e  S e r v i c e s  Wing 
S u i t e  200 ,  S t a t e  C a p i t o l  
P h o e n i x ,  A r i z o n a  85007 

Dear Dawn: 

A s  you r e q u e s t e d ,  a t t a c h e d  i s  a  s c h e d u l e  showing S a l t  R i v e r  P r o j e c t ' s  i n v e s t m e n t  
i n  g e n e r a t i n g  f a c i l i t i e s  i n  Ar i zona  d u r i n g  t h e  1 3 - y e a r  p e r i o d  e n d i n g  December 3 1 ,  
1979.  

I n  e v a l u a t i n g  t h e  c o s t  d a t a  r e l a t e d  t o  t h e  exempt ion  o f  g e n e r a t i n g  a n d  t r a n s -  
m i s s i o n  f a c i l i t i e s  from Ar i zona  t r a n s a c t i o n  p r i v i l e g e  ( s a l e s )  and  u s e  t a x e s ,  we 
o f f e r  t h e  f o l l o w i n g  words  o f  c a u t i o n  f o r  y o u r  c o n s i d e r a t i o n .  

The v a l u e  o f  s e r v i c e s  i n  A r i z o n a  a r e  g e n e r a l l y  exempt from s a l e s  and  u s e  t a x e s .  
T h i s  would i n c l u d e  a  s u b s t a n t i a l  p o r t i o n  o f  t h e  l a b o r  i n v o l v e d  i n  c o n s t r u c t i n g  
g e n e r a t i n g  p l a n t s  and  s u c h  c o s t s  a r e  a  v e r y  l a r g e  p a r t  of t h e  c a p i t a l i z e d  c o s t s  
we a r e  s u b m i t t i n g .  

I n  a d d i t i o n ,  F e d e r a l  g u i d e l i n e s  f o r  e l e c t r i c  u t i l i t y  a c c o u n t i n g  p e r m i t  c a p i t a l i z a -  
t i o n  o f  s u c h  c o n s t r u c t i o n  c o s t s  a s  a l l o w a n c e  f o r  f u n d s  u s e d  d u r i n g  c o n s t r u c t i o n  
( f o r m e r l y  c a l l e d  i n t e r e s t  d u r i n g  c o n s t r u c t i o n ) ,  p r o p e r t y  and  p a y r o l l  t a x e s ,  i n -  
s u r a n c e ,  a d m i n i s t r a t i v e  and  g e n e r a l  e x p e n s e s  and  s e v e r a l  o t h e r s  which  would n o t  be  
s u b j e c t  t o  s a l e s  and u s e  t a x e s .  

F u r t h e r m o r e ,  Ar i zona  s a l e s  and  u s e  t a x e s  were p a i d  on c e r t a i n  items s p e c i f i c a l l y  
e x c e p t e d  from t h e  exempt ion  f o r  g e n e r a t i n g  f a c i l i t i e s  a n d  t h o s e  i t e m s  a r e  a l s o  
i n c l u d e d  i n  t h e  c o s t s  on t h e  a t t a c h e d  s c h e d u l e .  

@ A s  i t  v/oulcl b e  a monumental ,  i f  n o t  i m p o s s i b l e ,  t a s k  t o  a n a l y z e  t h e s e  c o s t s  o v e r  - 
such  a  l o n g  p e r i o d ,  we a r e  u n a b l e  t o  i d e n t i f y  t h e  p o r t i o n  o f  o u r  i n v e s t m e n t  i n  
g e n e r a t i n g  f a c i l i t i e s  t o  which t h e  exempt ion  a p p l i e s .  N e v e r t h e l e s s ,  a n y  c o n c l u -  
s i o n s  drawn from t h e  i n f o r m a t i o n  s u b m i t t e d  s h o u l d  b e  b r o a d l y  q u a l i f i e d  a s  s u g g e s t e d  
above .  

J .  Donald  !!lo~&s, J r . ,  S u p e r v i s o r  
Taxes  & V a l u a t i o n  D i v i s i o n  



SALT R I V E R  PROJECT 

I n v e s t m e n t  i n  E l e c t r i c  G e n e r a t i n g  U n i t s  
d u r i n g  P e r i o d  o f  1 / 1 / 6 7  t h r o u g h  1 2 / 3 1 / 7 9  

( T h o u s a n d s  o f  D o l l a r s )  

G e n e r a t i n g  U n i t ( s )  

N a v a j o  1, 2 & 3 

C o r o n a d o  1 

A g u a  F r i a  4 ,  5 & 6 

K y r e n e  3 ,  4 ,  5 & 6 

S a n  T a n  1 ,  2 ,  3 & 4 

H o r s e  M e s a  4 

Mormon F l a t  2  

R o o s e v e l t  1 

SRP 
O w n e r s h i p  

O r i g i n a l  I n s t a l l e d  4 
c o s t  @ 1 2 / 3 1 / 7 9  



APPENDIX XX 

ARIZONA LEGISLATIVE COUNCIL MEMORANDUM 

OCTOBER 31, 1980 



O c t o b e r  31, 1980 

T 0. Douglas R. Norton 
Audi tor  Gene ra l  

D FROM: Arizona Legis la t ive  Council 

RE: Reques t  for Resea rch  a n d  S t a t u t o r y  In t e rp re t a t ion  (0-80-51) 

This is i n  response to  a reques t  s u b m i t t e d  on your behalf b y  G e r a l d  A. Si lva in a 
D m e m o  dated  O c t o b e r  14, 1980. No input  was  rece ived  f r o m  t h e  A t t o r n e y  G e n e r a l  

concerning  th i s  reques t .  

F A C T  SITUATION: 

Arizona Revised  S t a t u t e s  (A.R.S.) provide numerous  exernpt ions  from sales 
and  use t a x e s  a d  es tabl i sh  lower r a t e s  f o r  s o m e  indus t r i e s  a n d  types  of 
sales .  

QUESTIONS PRESENTED: 

A. What exempt ions  a r e  provided f rom sa l e s  and  u s e  t a x ?  T o  which 
indus t r ies  d o  t h e s e  exempt ions  apply? 

B. W h i c h  indus t r ies  and  types  of s a l e s  o r  t r ansac t ions  wi th in  e a c h  indus t ry  
a r e  provided wi th  lower  ra tes?  

ANSWERS: 
D 

A. The fol lowing a r e  deducrions and  exempt ions  which a r e  c u r r e n t l y  
allowed a n d  which o p e r a t e  t o  r educe  a taxpayer ' s  sales ( t ransac t ion  
privi lege t a x ,  educat iw!  e x c i s e  t a x  a n d  spec ia l  e x c i s e  t a x  fo r  
educat ion),  ren ta l  occupancy and use t a x  liability: 

Deduct ions  In Comput ing  
Sa le s  T a x  Liabil i ty 

I. S t a t e  s a l e s  and  use  t a x e s  and  municipal  s a l e s  t axes .  (A.R.S. s ec t ion  
42- 1302) 

2. For r e t a i l e r s ,  a manufac tu re r ' s  c a s h  r e b a t e  on t h e  sa l e s  pr ice  of a n  
a r t i c l e  if t h e  purchaser  assigns his r ight  in t h e  r e b a t e  t o  t h e  dea ler .  
(A.C.R.R. R15-5- 1841) 

3 For  r e t a i l e r s ,  bad d e b t s  if t h e  i n c o m e  was  o r i g i m l l y  r epor t ed  as t a x a b l e  
for  t h e  m o n t h  i n  which t h e  sa l e  took place.  (A.C.R.R. R15-5- 1813) 

4. For r e t a i l e r s ,  c a s h  discounts ,  re funds  in  c a s h  o r  c r e d i t  and  redempt ion  
o f  coupons issued by  t h e  re ta i le r .  (A.R.S. s ec t ion  42- 1301, pardgraphs  
8, 9 and  10; A.C.R.R. R15-5- 1840) 



For rct , i i lers ,  50-b of t h e  t a x  o t l i ~ r . ; ~ i ~ e  collect;tSle on re t :~ i l  salts of 
t ang ib l e  personal  p rope r ty  d i r ec t ly  ta t h e  Uni ted  S t ~ t e s  govcrnrncnt ,  i t s  
d e p a r t i n c n t s  ,ind agencies .  (A.R.S. sec t ion  42- 1321, subsec t ion  C; 
A.C.R.R. R15-5- 1824) 

For  r e t a i l e r s ,  c h a r g e s  fo r  s e r v i c e s  in  connect ion  w i t h  r e t a i l  sa les ,  if 
shown s e p a r a t e l y  on invoices  a n d  records. (A.R.S. s ec t ion  42-1312,  
s t ibsect ion A, pa rag raph  3; A.C.R.R. R15-5- 1815) 

For r e t a i l e r s ,  t h e  va lue  alloived fo r  a t r ade - in  a r t i c l e  a c c e p t e d  by t h e  
m e r c h a n t  f o r  pa r t  paymen t  of t h e  a r t i c l e  sold. (A.R.S. s ec t ion  42- 1301, 
pa rag raph  9; A.C.R.R. R15-5- 1818) 

For c o n t r a c t o r s  and  d e a l e r s  o f  lnanufac tured  buildings, a 35% s t a n d a r d  
deduct ion  i n  lieu of al l  o the r  deduct ions  f o r  labor and  s u b c o n t r a c t o r s  
and i n  addi t ion  to  t h e  a l lowab le  deduct ion  fo r  land. (A.R.S. s e c t i o n  
42- 1310, paragraph 2, subdivisions (i) a n d  (1); A.C.R.R. R15-5-623) , 

For c o n t r a c t o r s  and  d e a l e r s  o f  manufac tu red  buildings, t h e  s a l e  p r i ce  of 
land,  not  to e x c e e d  t h e  f a i r  m a r k e t  value. (A.R.S. s ec t ion  42-1310, 
pa rag raph  2, subdivisions (i) a n d  (1); A.C.R.R. R15-5-627) 

For  c o n t r a c t o r s  and  dea l e r s  of manufac tu red  buildings, c e r t a i n  
paymen t s  m a d e  f o r  labor. (A.R.S. s ec t ion  42- 1310, paragraph 2, 
subdivisions (i) and  (I); A.C.R.R. R15- 5-62:; ;  ~ 1 5 - 5 - 6 2 5 )  

For c o n t r a c t o r s ,  c e r t a i n  a m o u n t s  paid t o  subcont rac tors .  (A.C.R.R. 
R15-5-626) 

For  t i inber ing ,  mining  a n d  common  ca r r i e r s  o therwise  t a x a b l e  under 
A.R.S. t i t l e  40, t h e  c h a r g e  f o r  f r e igh t  when included i n  t h e  sa l e s  p r i ce  
of t ang ib l e  personal  proper ty .  (A.R.s. sec t ion  42-1321, subsec t ion  D; 
A.C.R.R. R15-5-908; R15-5-1906; R15-5-2005, subsec t ion  C )  

For  newspapers ,  compensa t ion  pa id  t o  ca r r i e r s  and  vendors. (A.R.S. 
s e c t i o n  42- 1310, pa rag raph  2, subdivision k)) 

Serv ice  c h a r g e s  by landlords  f o r  individual u t i l i ty  use. (A.R.S. s ec t ion  
42- 1 3  14, subsec t ion  A, pa rag raph  3) 

Cont r ibu t ions  by a c o m m e r c i a l  landlord d i r ec t ly  to a merchan t s '  
a s soc ia t ion  f o r  t enan t s '  p romot ional  benefi t .  (A.C.R.R. R15-5- 161 1) 

E x e m ~ i o n s  F r o m  Sales  T a x  

R e t a i l  s a l e  o f  s t o c k s  and  bonds. (A.R.s. sec t ion  42-1312, subsec t ion  A, 
parag raph  1; A.C.R.R. R15-5- 1802, subsec t ion  D) 

Profess ional  or  personal  s e rv i ce  occupat ions  which involve only  
inc identa l  s a l e s  of tangib le  personal  proper ty  (including barbers ,  
cosme to log i s t s ,  d r y  c l eane r s ,  adver t i s ing  agencies ,  etc.). (A.R.S. 
s e c t i o n  42- 13 12, subsec t ion  A, paragraph 2; A.C.R.R. R15-5-305; 
R15-5-307;  ~ 1 5 - 5 - 1 8 1 6 )  



3. Serv ices  r c i d c r e d  in  c o , ~ n c r t i o n  \i*ith r e t a i l  s . t l e s  ( 5 2 2  !![l;rl5:r 6 ilnijer 
" ~ e d u c t i o n s " ) .  (A.R.s. s e c t i o n  42-  13 12, subs-.ction A,  par<:graph 3; 
A.C.R.R. R15-5-1815) 

4. Sa l e  of w a r r a n t y  o r  s e r v i c e  c o n t r a c t s  w i t h  a terrn f a c t o r  cos t  of $400 o r  
less. (A.R.S. s ec t ion  42-  1312, subsec t ion  A, pa rag raph  4; A.C.R.R. 
R 15-5- 1838, subsec t ion  B) 

5. Reta i l  s a l e  of prescr ip t ion  drugs. (A.R.S. s ec t ion  42-1312, 
subsec t ion  A, pa rag raph  5; A.C.R.R. R15-5- 181 9, subsec t ion  A) 

6. Re ta i l  s a l e  of p r o s t h e t i c  appl iances ,  insulin a n d  insulin syringes,  
eyeglasses  a d  c o n t a c t  lenses ,  hea r ing  a ids ,  hospital  beds ,  wheelchai rs ,  
c r u t c h e s ,  e t c .  and  c o m p o n e n t  and  r epa i r  pa r t s .  ('4.R.S. s ec t ion  
42- 13 12, subsec t ion  A, pa rag raphs  6 through 10; A.C.R.R. R15-5- 1819, 
subsec t ions  B a n d  C )  

7. Re ta i l  s a l e s  t o  nonres iden t s  fo r  u s e  outs ide  Ar izona  when t h e  vendor 
ships o r  de l ivers  t h e  i t e m  o u t  of s t a t e .  (A.R.S. s ec t ion  42-1312, 
subsec t ion  A, pa rag raph  11; A.C.R.R. R15-5- 181 4) 

8. Re ta i l  s a l e s  of food  n o t  f o r  consumpt ion  on t h e  premises.  (A.R.S. 
s ec t ion  42- 13 12, s u b s e c t i o n  A, paragraph 12; t i t l e  42, c h a p t e r  8, 
a r t i c l e  1.3; A.C.R.R. ~ 1 5 - 5 -  1867) 

9. Sa les  by a r t i s t s  o f  paint ings,  s c u l p t u r e s  and  o t h e r  a r t  works. (A.C.R.R. 
R15-5-1837,  subsec t ion  A) 

10. Serv ices  i n  connect ion  w i t h  d a t a  process ing  h a r d w a r e ,  design, a m l y s i s  
a n d  so f tware .  (A.c.R.R. R15-5-1853,  subsec t ions  B, C a n d  F) 

11. C a s t i n g  and s e t t i n g  t y p e  a n d  photopla tes  fo r  o t h e r s  and income  
rece ived  f rom reproduct ion  proofs  furnished t o  p r in t e r s  in connect ion  
w i t h  such serv ices .  (A.C.R.R. R15-5- 1107) 

12. P roceeds  f r o m  f i lm processing,  dubbing  and o t h e r  production se rv i ces  
wi thout  a t r ansac t ion  in  t ang ib l e  personal  proper ty  a n d  developing a n d  
pr in t ing  photographs  f o r  r e t a i l e r s  f o r  resa le .  (A.C.R.R. R15-5-304, 
subsec t ion  B; R15-5-1836,  subsec t ion  0) 

13. Sa les  of t ang ib l e  personal  p r o p e r t y  t o  r e t a i l e r s ,  manufac tu re r s ,  
c o n t r a c t o r s  or  o t h e r s  engaged  i n  resel l ing such p rope r ty  in t h e  normal  
c o u r s e  of business. (A.R.S. s e c t i o n  42- 130 1, paragraph 20; A.R.S. 
s ec t ion  42- 1312, subsec t ion  D; A.C.R.R. R15-5-1811) 

14. Sa les  of a r t i c l e s  t o  b e  inco rpora t ed  in to  a manufac tu red  product .  
(A.R.S. s ec t ion  42- 1312.01; A.C.R.R. R15-5- 1839) 

15. Sa les  of a r t i c l e s  t o  a l icensed  c o n t r a c t o r  wi th  a t r ansac t ion  privi lege 
t a x  l icense  for  i nco rpora t ion  o r  f ab r i ca t ion  under a c o n t r a c t .  (A.R.S. 
s ec t ion  42- 1321, subsec t ion  A, parag raph  3) 

16. Subcon t r ac to r s  o p e r a t i n g  unde r  a prirne c o n t r a c t o r  o r  a dea le r  of 
rnanufac tured  buildings. (A.R.S. s ec t ion  42-1310, paragraph 2, 
subdivisions (i) and  ( I ) ;  A.R.S. s ec t ion  42-1371, subsect ion A, 
paragraphs  6 a n d  12; A.C.R.R. ~ 1 5 - 5 - 6 0 2 )  
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Produce r s  o f  a g r i c ~ l t u r a l ,  l ives tock ,  d a i r y  and  poul t ry  products ,  o t h e r  
t han  for  processed ,  re ta i l  sale. (A.R.S. s ec t ion  3-363) 

Agr icul tura l  t i l lage  of improved farmlands .  (A.C.R.R. R15-5-606, 
subsec ton  C )  

Slaughter ing  an ima l s  for  food,  packing,  process ing  o r  c o r n p u n d i n g  m e a t  
o r  rnea t  products;  b u t c h e r  services;  processing d e a d  aniin;ils i n t o  
f e r t i l i z e r  o r  ta l low for  sale at wholesa le  o r  r e t a i l  ou t s ide  th i s  s t a t e .  
( ~ a w s  1974, 1st sp. ses., ch.  2, sec. 11; A.R.S. s ec t ion  42-1319; 
A.C.R.R. R15-5-802; R15-5-804; Op. At t ly .  Gen. J a n u a r y  9, 1951) 

Sa les  by t h e  Uni ted  S t a t e s ,  t h e  S t a t e  of Ar izona ,  coun t i e s ,  c o m m u n i t y  
col lege  d i s t r i c t s ,  school  d i s t r i c t s  and  spec ia l  d is t r ic t s  o t h e r  t h a n  t h o s e  
des ignated  as municipal  corporat ions.  (A.R.s. s ec t ion  42- 1301, 
pa rag raph  15) 

Gross  proceeds  o r  gross i n c o m e  f r o m  casua l  sa les .  (A.R.S. s ec t ion  
42- 1301, paragraph 2; A.C.R.R. ~ 1 5 - 5 -  1812) 

Schools  fo r  a i r p l a n e  pilots.  (A.C.R.R. R15-5- 1407) 

Even t s  sponsored b y  t h e  Ar izona  col i seum a n d  expos i t ion  c e n t e r  board 
a d  coun ty  f a i r  commissioners .  (A.R.S. s ec t ion  42-1314, subsec t ion  C; 
A.C.R.R. R15-5-409) 

Leas ing  o r  r en t ing  a dwell ing uni t  f o r  30 o r  m o r e  consecu t ive  days  t o  a n  
individual t e m n t .  (A.R.S. s ec t ion  42-1314, subsec t ion  F; A.C.R.R. 
R15-5-1614) 

Sa le s  in  i n t e r s t a t e  o r  fore ign  c o m m e r c e  when t a x a t i o n  i s  prohibited by 
f e d e r a l  law. (A.R.S. s ec t ion  42- 1321, subsec t ion  A, paragraph 4; 
A.C.R.R. R15-5-1814) 

Income  rece ived  f r o m  t r anspor t a t ion  of passengers o r  p rope r ty  in to ,  o u t  
of o r  through t h e  s t a t e .  (A.R.S. s ec t ion  42-1310, paragraph 2, 
subdivision (d); sec t ion  42-1371, subsec t ion  A, paragraphs  1 and  4; 
A.C.R.R. R15-5- 1403) 

Sa le s  where  t i t l e  t o  t ang ib l e  personal  p rope r ty  passes  outs ide  Ar izona  - 
(Goodyear  A i r c r a f t  Corp .  v. s t a t e  T a x  ~ o m r n ' n . , -  1 Ar i z ,  App. 302, 402 
P.2d 423 (1965)) 

Incorne f r o m  ren t ing  equipment  which i s  shipped o r  de l ivered  for  use 
o u t  of  t h e  state. (A.c.R.R. R15-5-1503, subsec t ion  6) 

Sa les  t o  Indians which o c c u r  on t h e  reserva t ion;  s a l e s  by f ede ra l ly  
l icensed  Indian t raders ;  sa les  t o  t r ibes regardless  of w h e r e  they  occur .  
(Warren Trading  Pos t  CO. v. Arizona T a x  Cornrn'n., 380  U.S. 685 (1965); 
C e n t r a l  hlachinery Co.  v. Arizona S t a t e  T a x  Comm'n., - U.S. -, 
100 S. Ct 2592 (19YO>, A.C.R.R. R15-5-1844) 

Income  f rom c o n t r a c t i n g  by Indians on a reserva t ion .  (A.C.R.R. 
R15-5-619) 



31. Sciles of machinery or equ ip~nen t  u w d  in ~nar jufdc t i~r i i~; :  proccs~ir ig ,  
fabricating,  job printing, refining or  metallurgical op2rations. ( A . R . ~ .  
sect icn  42- 13 12.01, subsection A,  paragraph 1) 

Sales of rnachirxry or  equiprnent used in mining. (A.R.S. sect ion 
42- 13 12.01, subsection A, paragraph 2) 

Sales of centra l  off ice  switching equipment,  switchboards,  pr ivate  
branch exchange equipment,  microwave radio and  ca r r i e r  equiprnent 
and coaxial cable. (A.R.s. section 42- 13 12.01, subsection A, 
paragraph 3) 

Sales of ce r ta in  machinery,  equiprnent and transmission lines used in  
t h e  production or transinission of e lect r ic i ty .  (A.R.s. sect ion 
42- 13 12.01, subsection A, paragraph 4) 

Sales of ce r ta in  pipes and  valvss used for  t ranspor t ing oil, natural  or  
ar t i f ic ia l  gas, water  or coal slurry. (A.R.S. sect ion 42- 1312.01, 
subsection A, paragraph 5) 

S a k s  of airplanes, mvigat ional  and corn~nunicat ion i n s t r u ~ n e n t s ,  
accessories and re la ted i tems to ce r t i f i ca ted  airlines and foreign 
governments. (A.R.s. section 42- 13 12.01, subsection A, paragraph 6; 
A.C.R.R. R15-5- 1843) 

Sales of rolling s tock ,  rails, t ies,  and sign31 control  equiprnent used in  
rail t ransportation.  (A.R.S. sect ion 42- 13 12.01, subsection A, 
paragraph 7) 

Sales of machinery o r  equipment used in drilling fo r  o r  ex t rac t ing  oil or 
gas f r o m  t h e  earth.  (A.R.S. sect ion 42-1312.01, subsecton A, 
paragraph 8) 

Until 1990, sa les  of solar energy devices at re ta i l  and by contractors .  
(A.R.S. sect ion 42- 13 10, paragraph 2, subdivision (i); A.R.S. sect ion 
42- 1312.01, subsection A, paragraph 9) 

Sales of buses o r  o the r  mass t ransi t  vehicles t o  ce r t i f i ca ted  bus lines o r  
mass transit  systems. (A.R.S. sect ion 42- 13 12.0 1, subsection A, 
paragraph 10) 

Income from t h e  renta l  of ce r ta in  equiprnent used in  manufacturing or 
processing, mining, telephone and  telegraph, e lect r ic i ty  production, 
p ipel iws,  airlines, railroads, oil and gas  production, solar energy 
devices and bus companies. (A.C.R.R. R15-5-1508) 

Sales of job printing, utilities, publications and o t h e r  tangible personal 
property to or leased by hospitals operated by t h e  United S t a t e s  
government,  S t a t e  of Arizona, counties o r  c i t i e s  and qualified 
chari table nonprofit organizations or  any  licensed nursing or  residentail 
c a r e  institution o r  kidney dialysis center .  (A.R.S. section 42-1321, 
subsection A, paragraph 5; A.C.R.R. R15-5- 1 108; R15-5- 1306; 
R15-5-1509; R- 15-5-1821; ~ 1 5 - 5 - 2 1 0 9 )  

Sales of motor vehicle fuel  and use fuel  (diesel fuel)  upon which a fuel 
t a x  is levied. (A.R.S. sect ion 42- 1321, subsection A, p.aragraph 1) 



Corllrnon o r  c o r l t r ~ c t  rnotor c a r r i e r s  if tiley a r c  tdxcd o r  r e ~ u l a t e d  by 
t h e  c o r p ~ r ' a t i o n  colnini5sion. If P r o p ~ s i t i o n  101 is ra t i f ied  Noveinher 4, 
1980, th is  cxc :np t ion  will apply if t h e  c a r r i e r  pays  a public  highway use  
tax .  (A.R.S. s e c t i o n  42- 1321, subsec t ion  A, pa rag raph  2) 

S a l e s  of  t a n g i b l e  personal  p rope r ty  t o  nonprof i t  c h a r i t a b l e  o rgan iza t ions  
recognized  as such  for  i ncome  t a x  purposes  by t h e  in terna l  revenue  
s e r v i c e  or t h e  d e p a r t m e n t  of revenue .  (A.R.S. s ec t ion  42-1321, 
subsec t ion  A, pa rag raph  6; A.C.R.R. R 15-5- 1832) 

Sa le s  o f  t ang ib l e  personal  p rope r ty  t o  t h e  Uni ted  S t a t e s  gove rnmen t  by  
a m a n u f a c t u r e r ,  modif ier ,  a s semble r  o r  repa i rer .  (A.R.S. s ec t ion  
42- 1321, subsec t ion  8 ,  parag raph  1) 

Sa l e s  t o  a manufac tu re r ,  modif ier ,  a s semble r  o r  r e p a i r e r  of i ng red ien t s  
or c o m p o n e n t  p a r t s  of p roduc t s  sold d i rec t ly  t o  t h e  Uni ted  S t a t e s  
gove rnmen t .  (A.R.S. s ec t ion  14- 132 1, subsec t ion  0, parag raph  2) 

R e t a i l  s a l e s  of  tangib le  personal  p rope r ty  t o  t h e  United S t a t e s  
gove rnmen t ,  i t s  d e p a r t m e n t s  a n d  agenc ie s  a r e  t a x e d  at one-half t h e  
normal  r a t e ;  s a l e s  t o  a f e d e r a l  c r e d i t  union. (A.R.S. sec t ion  42-1321, 
subsec t ion  C; A.C.R.R. R15-5- 1824) 

Sa le s  of e l e c t r i c i t y ,  na tu ra l  or  a r t i f i c i a l  g a s  and  w a t e r  t o  a d is t r ibutor  
who has  a sa l e s  t a x  license. (A.R.S. s ec t ion  42-1310, pa rag raph  2, 
subdivision (b); A.R.S. s ec t ion  42-1371, subsec t ion  A, paragraph 2) 

I n t e r s t a t e  s a l e s  of  e l ec t r i c i t y ,  g a s  o r  wa te r .  (A.C.R.R. R 15-5-2104) 

Sa le s  of e l e c t r i c i t y  to consuiners  by t h e  United S t a t e s  w a t e r  and  power  
r e sources  serv ice .  (A.C.R.R. R 15-5- 2108) 

Incorne f r o m  i n t e r s t a t e  t e l ephone  and te legraph messages. (A.R.S. 
s e c t i o n  42- 13  10, pa rag raph  2, subdivision (c); A.R .S. s ec t ion  42- 137 1, 
subsec t ion  A, pa rag raph  3) 

Income  f r o m  i n t e r s t a t e  pipel ine opera t ions .  (A.R.S. sec t ion  42- 13  10, 
pa rag raph  2, subdivision (e)) 

I n c o m e  f r o m  i n t e r s t a t e  p r iva t e  c a r  l ine  operat ions.  (A.R.S. s ec t ion  
42- 13 10, pa rag raph  2, subdivision (f)) 

Incorne f roln s a l e s  of  na t ional  advert is ing.  (A.R.S. s ec t ion  42- 13  10, 
pa rag raph  2, subdivisions (g) and  (j); A.R.S. s ec t ion  42- 1371, subsec t ion  
A,  parag raphs  5 and  11)) 

Sa l e s  of job print ing,  engraving,  emboss ing  and copying  to ou t -o f - s t a t e  
customers and t o  persons in th is  s t a t e  who have  a sa l e s  t a x  l icense  f o r  
resale.  (A.R.S. s ec t ion  42- 13 10, paragraph 2 ,  subdivision (h); A.R.S. 
s ec t ion  42-1371, subsec t ion  A, pa rag raph  8; A.C.R.R. R-15-5-1109; 
R15-5-1110) 

57. 5qanufacturing or  publishing books. (A.R.S. s ec t ion  42-1310, pa rag raph  
2, subdivision (g); A.R.S. s ec t ion  42-1371, subsec t ion  A, paragraph 5) 



58. Sales t o  'in o ivner-bui l ie r  o f  t ang ib l e  p e r s ~ n a l  p rope r ty  awn  Lvhic-h d 
sa les  t a x  has  a l rczdy been  irnposed. (A.R.S. s ec t ion  42- 13 10, pa r sg raph  
2, subd iv i s iw  (k); R.R.S. sec t ion  42-1371, subsec t ion  A, paragraph 7) 

59. P rope r ty  cons t ruc t ed  o r  irnproved b y  a n  okvner-builder, if held fo r  at  
l ea s t  t w o  yea r s  prior  t o  sale .  (A.R.S. s e c t i o n  42-1310, pa rag raph  2, 
subdivision (k); A.R.S. s ec t ion  42- 1371, subsec t ion  A, pa rag raph  7) 

60. Amusements ,  exhibi t ions o r  ins t ruc t ions  sponsored by rel igious o r  
educat ional  ins t i tu t ions .  (A.R.S. s ec t ion  42- 13 14, subsec t ion  A, 
paragraph I )  

61. Income  rece ived  under a l e a s e  o r  r e n t a l  a g r e e m e n t  e n t e r e d  in to  be fo re  
Decernber  1967,  o t h e r  t han  hotels ,  gues t  houses,  resar t s ,  etc.; 
ex tens ions  o r  r enewa l s  of such a g r e e m e n t s ,  if a r e n t a l  occupancy t a x  i s  
levied on t h e  l ea se  o r  ren ta l  a g r e e m e n t .  (A.R.S. s ec t ion  42-1314, 
subsec t ion  B) 

62. Income  rece ived  froin r en ta l s  of f i lms ,  t a p e s  a n d  s l ides  by t h e a t r e s ,  
movies  o r  television o r  radio s t a t ions  which a r e  o the rwise  sub jec t  t o  
sales t ax .  (A.R.S. s ec t ion  42- 13 14, subsec t ion  D; A.C.R.R. 
R15-5-1511) 

63. Income  f rom c o i n  ope ra t ed  washing, drying,  d r y  c leaning  a n d  c a r  
washing businesses. (A.R.S. s e c t i o n  42- 1314, subsec t ion  E; 
A.C.R.R. R15-5- 1510) 

64. C h a r g e s  for  r e c r e a t i o n a l  f ac i l i t i e s  o f f e red  by  p r i v a t e  clubs which a r e  
included in membersh ip  dues. (A.C.R.R. R15-5-406) 

65. Admission cha rged  by organiza t ions  suppor ted  by subscr ip t ions  frorn t h e  
public or i ts  m e m b e r s ,  whose m e m b e r s  r ece ive  no compensa t ion  o r  
s h a r e  of t h e  p ro f i t s  f r o m  i t s  a c t i v i t i e s  a n d  which o p e r a t e  o r  conduc t  a 
symphony,  o p e r a ,  d r a m a ,  etc. (A.C.R.R. R15-5-408) 

66. A cabine t  m a k e r  who c o n s t r u c t s  and  de l ivers  cab ine t s  t o  a c o n t r a c t o r  
without  ins ta l la t ion .  (A.C.R.R. R15-5-616, subsec t ion  B) 

67. Income f rom ren ta l  of  s t o r a g e  f ac i l i t i e s  if t h e  propr ie tor  r e t a i n s  ful l  
cont ro l  of t h e  loca t ion  of t h e  s to red  goods within t h e  building. 
(A.C.R.R. R15-5- 1608) 

68. Income  f rom a n  a g r e e m e n t  whereby  a d e p a r t m e n t  s t o r e  provides a 
l i censee  wi th  s p a c e  within t h e  s tore .  (A.c.R.R. ~ 1 5 - 5 - 1 6 0 9 )  

69. Income  f rom a g r e e m e n t s  whereby  a landowner  rece ived  compensa t ion  
f rom a s h a r e c r o p  ven tu re  so le ly  on t h e  basis of p ro f i t s  der ived  f r o m  t h e  
opera ton .  (A.C.R.R. R15-5-1612) 

70. Tenants '  s e c u r i t y  and o t h e r  r e fundab le  deposi ts .  (A.C.R.R. 
R15-5-1617) 

71. Arnounts charged by  a se l le r  as a g r a t u i t y  and s e p a r a t e l y  s t a t e d  on t h e  
c h e c k  or bill. (A.C.R.R. ~ 1 5 - 5 - 1 7 0 8 )  



72. The sale of a n  entire business as a n  o p e r a t i n g  enterprise. 
(A.C.R.R. R15-5- 1817) 

73.  Rece ip t s  o f  u t i l i ty  cus to iner  s e c u r i t y  deposi ts .  (A.c.R.R. R15-5-2110) 

In addit ion,  c e r t a i n  ac t iv i t i e s  a r e  exc luded  f r o m  t h e  appl ica t ion  of t h e  sales t a x  
sirnply because  t h e y  are not  spec i f ica l ly  included under  t h e  s t a t u t e s .  S o m e  of t h e  most  4 
prominen t  of t h e s e  ac t iv i t i e s  a r e  sales of rea l  e s t a t e ,  g a r a g e  sa les ,  s w a p  m e e t s  and  
p r i v a t e  sales of  automobiles .  

Exempt ions  F r o m  T h e  
R e n t a l  Occupancy  T a x  

1. Ren ta l  of premises  occupied b y  a t e n a n t  who i s  e x e m p t  f r o m  t axa t ion  
under t h e  Const i tu t ion  o r  laws  of t h e  Un i t ed  S t a t e s  o r  th is  s t a t e .  
(A.R.S. s ec t ion  42- 1712, pa rag raph  1; A.R.S. s ec t ion  42- 1361, 
subsec t ion  A, paragraph 3) 

2. Ren ta l  under a l ease  e n t e r e d  i n t o  be fo re  D e c e m b e r  1967: 

a. Which t h e  Const i tu t ion  o r  laws of t h e  Un i t ed  S t a t e s  o r  Arizona 
would prohibi t  f rom t ax ing  if t h e  landlord  w e r e  t h e  t e n a n t .  (A.R.S. 
sec t ion  42-1712, paragraph 2; A.R.S. sectior? 42-1361, subsec t ion  A, 
paragraph 3) 

b. If t h e  l eng th  of t h e  t e r m  of t h e  l e a s e  o r  t h e  s i z e  of t h e  preinises is 
subsequently changed. (A.R.S. s e c t i o n  42- 170  1, paragraph 5, 
subdivision (a); A.R.S. s ec t ion  42-1361, subsec t ion  A, paragraph 3) 

c. For  t h e  businesses of hotels ,  resor t s ,  a p a r t m e n t s ,  o f f i c e  buildings, 
etc. (A.R.S. sec t ion  42-1701, pa rag raph  5, subdivision (b); A.R.S. 
s ec t ion  42- 1361, subsec t ion  A, parag raph  3) 

3. Renta l  of p rope r ty  if i t  i s  used as t h e  principal  r e s idence  of  t h e  lessee.  
(A.R.S. s ec t ion  42- 17 12, pa rag raph  3; A.R.S. s ec t ion  42- 1361, 
subsect ion A, paragraph 3) 

E x e m ~ t i o n s  F r o m  U s e  T a x  

Tangib le  personal  p rope r ty  is e x e m p t  f rom t h e  use t a x  when: 

1. The  p rope r ty  i s  subjec t  t o  s a l e s  t a x .  (A.R.S. s ec t ion  42-1409, 
subsec t ion  A, paragraph 1; A.C.R.R. R15-5-23 12) 

2. Subjec t  t o  a n  exc i se  t a x  of a n o t h e r  state equal  t o  o r  g r e a t e r  t h a n  t h e  
A r i z o m  use  tax.  (A.R.S. s ec t ion  42-1409, subsec t ion  A, paragraph 2; 
A.C.R.R. R15-5-2305) 

3. Prohibi ted f r o m  t axa t ion  b y  f e d e r a l  law.  (A.R.S. sec t ion  42-1409, 
subsec t ion  A, paragraph 3; A.C.R.R. ~ 1 5 - 5 - 2 3 1 3 )  

4. Incorporated as a n  ingredient  o r  c o r n p r w n t  of a manufac tured ,  
f a b r i c a t e d  o r  processed a r t i c l e ,  s u b s t a n c e  o r  c o m m o d i t y  for sale. 
(A.,R.S. sec t ion  14- 1409, subsec t ion  A, p ~ r a g r a p h  4; A.C.R.R. 
R15-5-23 14) 

XX-8 

-8- 



5. ;lotor vehicle fuel . ~ n d  use fuel (diesel f u ~ l )  ,,vhich is s u S j c ~ t  t o  fl:cl 
taxes. (A.R.S. s t c t ion  42-1499, subsection A, paragraph 5; 
A.C.R.R. R- 15-5-2315) 

6 .  I n c o r p r a t e d  into a building or s t r u c t u r e  by a licensed contractor  who 
holds a sales t a x  license. (A.R.S. sc t ion 42-1409, subsection A, 
paragraph 6; A.C.R.R. R- 15-5-2316) 

7. Brought into Arizona by a nonresident for his own s torage,  use or  
consumption while temporari ly in this s t a t e  and  not used in business in 
th is  s t a t e .  (A.R.s. sect ion 42- 1409, subsection A, paragraph 7; 
A.C.R.R. R15-5-2317) 

8. Used o r  consumed i n  t h e  busin2ss of farming,  ranching and feeding 
l ivestock or poulwy, except  fo r  equipment,  fer t i l izers ,  herbicides and  
insecticides. (A.R.S. section 42- 1409, subsection A, paragraph 8; 
A.C.R.R. R15-5-2318) 

9. Brought into Arizona f rom outside t h e  United S t a t e s  for  personal use, 
up t o  $200 in value per month. (A.R.S. sect ion 42-1409, subsection A, 
paragraph 9; A.C.R.R. ~ 1 5 - 5 - 2 3 1 9 )  

10. Purchased by hospitals organized and  opera ted  fo r  char i t ab le  purposes 
or by hospitals owned and opera ted  by t h e  state o r  a political 
subdivisicn. (A.R.S. section 42- 1409, subsection A, paragraph 10; 
A.C.R.R. R15-5-2320) 

11. Consist ing of prosthetic appliances, eyeglasses and con tac t  lenses, 
insulin and insulin syringes, hearing aids, hospital beds, braces, 
wheelchairs, etc. (A.R.S. sect ich  42- 1409, subsection A, paragraphs 11 
through 15; A.C.R.R. R15-5-2330) 

12. Food purchased outside Arizona. (A.R.S. sect ion 42- 1409, subsection A, 
paragraph 16; A.C.R.R. R15-5-2331) 

13. Directly used as machinery or equipment  in manufacturing,  processi'ng, 
fabricating,  job printing, refining o r  metallurgical  operations. (A.R.S. 
sect ion 42- 1409, subsection B, paragraph 1; A.C.R.R. Rl5-5-2321) 

14. Directly used a s  machinery o r  equiprnent i n  commercia l  mining. 
(A.R.S. section 42- 1409, subsection 8, paragraph 2; R15-5-2321) 

15. Used a s  telephone o r  telegraph company cen t ra l  off ice  switching 
equipment,  switchboards, private branch exchange equipment,  
rnicrowave radio and carr ier  equipment  and coaxial cable. (A.R.S. 
sect ion 42- 1409, subsection 6, paragraph 3; A.C.R.R. R15-5-2321) 

16. Directly used a s  machinery or  equipment  i n  t h e  production o r  
transmission of e lect r ic i ty ,  excluding rnachiner y or  equiprnent used f o r  
distribution of e lect r ic i ty ,  t r ans formers  and equiprnent us$ at 
transmission sites. (A.R.S. section 42- 1409, subsection B, paragraph 4; 
A.C.R.R. R15-5-2321) 

17. Consisting of pipes or  values four inches or  g rea te r  in d iameter ,  used 
fo r  transporting or distributing gas, oil,  water  or coal  slurry. (A.R.S. 
section 42- 1409, subsection B, paragraph 5; A.C.R.R. R15-5-2321) 
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IS. Con5isti11g of ' a i r ? l ~ n e ,  rnv iga t i anL~l  ,ind clsrnlnunic3tiox instri; nen t s  
and other ;tcctissories and related equiplnent acquired and u;ed in 
transparting for hire,  and owned by cer t i f ica ted airlines. (.4.R.S. 
section 42- 1409, subsection 8, paragraph 6; A.C.R.R. ~ 1 5 - 5 - 2 3 2 1 )  

19. Consisting of rolling s tock,  rails, t i e s  and signal control  equiprnent used 
directly in transporting f o r  hire. (A.R.S. section 42-1409, subsection B, 
paragraph 7; A .C.R.R. R 15-5-232 1) 

20. Used di rect ly  a s  machinery or  equiprnent in drilling for oil or gas or  
used directly in t h e  process of ex t rac t ing  oil or gas  from t h e  e a r t h  f o r  
cornrnercial purposes. (A.R.s. section 42-1409, subsection B, 
paragraph 8; A.C.R.R. R15-5-2321) 

21. Consisting of solar energy devices. (A.R.S. sect ion 42-1409, subsection 
B, paragraph 9; A.C.R.R. R15-5-2321) 

22. Consisting of buses used di rect ly  in transporting for  h i re  and owned by 
ce r t i f i ca ted  bus companies. (A.R.S. section 42- 1409, subsection B, 
paragraph 10; A.C.R.R. ~ 1 5 - 5 - 2 3 2 1 )  

23. Purchased f rom a n  out-of-s ta te  vendor for subsequent resale,  lease  or  
rent in  Arizona. (A.R.S. sect ion 42-1401, paragraphs 6 ,  8 and  10; 
A.C.R.R. R15-5-2322; R15-5-2323) 

24. Purchased by t h e  United S t a t e s  government. (A.R.S. section 42-1401, 
paragraph 4; A.C.R.R. ~ 1 5 - 5 - 2 3 2 4 )  

25. Purchased f rom private individuals out of s t a te .  (A.R.S. section 
42- 1401, paragraph 6; A.C.R.R. R15-5-2326) 

26. Purchased by mil i tary  personnel assigned t o  a mili tary base who a r e  not  
legal residents of Arizona. (A.C.R.R. R 15-5-2329) 

27. Provided under t h e  terms of a warranty  or service  con t rac t ,  taxed at  
one-half t h e  r a t e  otherwise applicable to  tangiblew personal property. 
(A.R.S. sect ion 42- 1408.01) 

B. According t o  t h e  s t a t u t o r y  t r e a t m e n t  of various businesses and for  
adrninistrative convenience, t h e  depar tment  of revenue has  established 
the  following classifications, shown with t h e  applicable sales t a x  
rates: 

Special 
Corn bined Transaction Education Excise T a x  

Classification Sales T a x  Privilege Excise T a x  For Education 
R a t e  Tax  R a t e  R a t e  R a t e  

(a+b+c) (a) (b) (c 

Advertising 
Amuscrnents 
Comrnunicat ims 
Cont rac t ing  
Feed ?V holesale 
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Print ing 
Pr iva te  C a r  Lines 
Fublishing 

D R a i l r , ~ a d s  and A i r c r a f t  
Renta l  and Personal  

P rope r ty  
g e n t s 1  of Real P r o p e r t y  
I izs tzurants  and  Bars 
Reta i l  

b Timbering 
T r s n s p r t i n g  and Towing 
Uti l i t ies  

Coinbirled 
Sa le s  T a x  

R a t e  
( a+b+c)  

T r a n s a c t  ion 
Pr iv i lege  
T a x  R a t e  

(a  

Educat ion  
Excise  T a x  

R a t e  
(b) 

Spec id  
Excise  T a x  

For Educa t ion  
R a t e  
(c)  

Susiness in  t h e  mining c lass i f ica t ion ,  which by  def in i t ion  i n d u d e s  oil a n d  g a s  
p r o d ~ c t i m ,  m a y  c l a im a c r e d i t  aga ins t  t h e  spec ia l  exc i se  t a x  f o r  educa t ion  o the rwise  d u e  

m according t o  L a w s  1980,  2d sp. ses., ch.  89,  sec. 90: 

A. Each taxpayer  sub jec t  t o  s ec t ion  42- 1371, subsec t ion  8, Arizona  
Revised S t a t u t e s ,  is en t i t l ed  t o  a c r e d i t  aga ins t  t h e  t a x e s  o the rwise  due  a n d  
payble by t h e  t axpaye r  under  such  provisions i n  e a c h  o f  t h e  f iscal  yea r s  
1950-81, 1931-82 and  1982-83 in a n  a m o u n t  c o ~ n p u t e d  as follows: 

1. De te rmine  t h e  p e r c e n t a g e  of t h e  taxpayer ' s  ful l  c a s h  value f o r  t a x  
year  1979 of  proper ty  c lass i f ied  under  s e c t i o n  42-136, subsec t ion  A, 
paragraph 1, Arizona Revised S t a t u t e s  which i s  equa l  t o  t h e  a m o u n t  paid by  
the  taxpayer  as p rope r ty  t a x e s  i n  t a x  yea r  1979. 

2. De te rmine  t h e  p e r c e n t a g e  o f  t h e  taxpayer ' s  ful l  c a s h  value f o r  t h e  
cur rent  t a x  year  of proper ty  c lass i f ied  under  s ec t ion  42- 136, subsec t ion  A, 
paragraph I ,  Arizona Revised S t a t u t e s  which i s  equal  t o  t h e  a m o u n t  paid by 
the  t axpaye r  a s  proper ty  t a x e s  i n  t h e  c u r r e n t  t a x  year .  

3. Sub t r ac t  t h e  r e s u l t  ob ta ined  i n  paragraph 1 f r o m  t h e  r e su l t  
ob ta ined  in paragraph 2. 

4. Multiply t h e  p e r c e n t a g e  a m o u n t  ob ta ined  i n  paragraph 3 by 
th ree - fou r ths  and mult iply t h e  resu l t ing  p roduc t  b y  t h e  fu l l  ca sh  va lue  of 
t h e  t axpaye r  in  t h e  c u r r e n t  t a x  y e a r  of p rope r ty  c lass i f ied  under s ec t ion  
42- 136, subsec t ion  A, pa rag raph  1, Ar i zona  Rev i sed  S t a t u t e s .  

B. T h e  dollar a m o u n t  o b t a i n e d  in  subsec t ion  A, parag raph  4 of t h i s  
sec t ion  is t h e  maximurn el igible c r e d i t  of  t h e  t axpaye r  i n  e a c h  of t h e  f i sca l  
years  fo r  which t h e  c r e d i t  appl ies .  T h e  a m o u n t  m a y  b e  applied agains t  t a x  
payments  due under t i t l e  42, c h a p t e r  8, a r t i c l e  1.2, Ar izona  Revised  
S t a t u t e s ,  not  t o  exceed  t h e  t o t a l  t a x  l iab i l i ty  under  such  a r t i c l e .  Any 
unused a m o u n t  o f  t h e  c red i t  for a n y  yea r  m a y  not  be used agains t  a n y  t a x  
l iabi l i ty resu l t ing  i n  a n y  subsequen t  year .  

In addi t ion ,  t h e  u s e  t a x  and r e n t a l  occupancy  t a x  a r e  levied at  a combined r a t e  on 
t h e  s torage ,  use or consumption of t ang ib l e  personal  p r o p t r t y  a n d  t h e  r en ta l  of r e d  
proper ty ,  respec t ive ly ,  as follows: 
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Corn bined 
T a x  R a t e  
(a+b+c) 

Ren ta l  Education 
Use  Occupancy Excise 

Tax  R a t e  T a x  R a t e  T a x  R a t e  
(a)  (b) (c) 

U s e  T a x  4% 2% -- 
Rental  Occupancy Tax  3% - - 2% 1% 

Note  t h a t  t h e  rental occupancy t a x  applies only to c e r t a i n  leases en te red  in to  before 
December  1967. All other  leases  are subject  t o  t h e  sa les  t a x ,  unless exempted. 

From these  tables and  using t h e  l ist  of exemptions under t h e  response t o  
questicn A, i t  is possible to de te rmine  t h e  probable sales, use  and  rental  occupany t a x  
liability in t h e  case of individual taxpayers.  

1 

cc: Gerald A. Silva 
Performance Audit M a m g e r  
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