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introduction

Today’s corporate tax department has an opportunity to become one of the most important resources in a company—to transform from a cost center to a cost “saving” center.  It requires stepping back from a traditional reactive role and becoming more proactive.  It means seizing chances to utilize tax expertise to bring money back into the company.

Perhaps the most significant opportunity lies in audit management techniques.  While you will always be measured on how well you can minimize liability, there is now also an opportunity to save your company significant money and make the tax department a cost saving center.  As a result, audits will drive how you are measured as a tax professional.  Your resourcefulness in measuring audits – and your skill and speed in doing so – will become a fundamental part of your value to the company.

Historically, strategic thinking has not been viewed as a requirement in corporate tax departments; yet audits demand it.  In an audit, you need to look at things from the point of view of both your company and the auditor. What are both sides trying to accomplish with the audit?  By what measures will your performance be reviewed?  How can the corporate tax department capitalize on the audit—and in the end, emerge as heroes?

Effective planning and administration in the areas of sales tax and consumer use tax will achieve results that will make the CFO take notice.  Aggressively managing the key areas of audit preparation, forecasting reserves and conducting reverse audits can result in a greatly reduced liability and even a significant refund.  The tax department will be viewed as one of the company’s top strategic assets—and a significant cost conservator. 

The following sections will delve deeper into audit preparation and strategies.  We will then cover two other strategic areas in which you can significantly improve sales and use tax performance. We will first discuss how to effectively forecast your reserve requirements, and how this supplements your audit management role by appraising management of short and long-term tax forecasts. Finally, we will briefly discuss the concept of performing a "reverse sales and use tax audit", a tool which can be employed to mitigate the liability impact of sales and use audits by bringing dollars back into your company.

Part 1- Audit Preparation and Strategies

Audit Management Practices

The first step in managing an audit is to understand that advance planning and analysis can turn a dreaded audit into something positive—a smaller assessment than anticipated, or even a refund. Audits can also identify areas in which your overall processes can be improved.  For example, they could reveal the need for a better management system for exemption certificates or a superior mechanism for accruing and remitting use tax.  An audit with a positive outcome can raise the visibility of the tax department and establish it as a group that works together with other departments for the common good of the company. 

You must not only be well organized, but you must be able to think outside the box.  For example, the auditor has been chartered by the state and is likely to be familiar with your industry. As such, the auditor may be in a position to help you out, as he or she may know even more about your type of business than you do, and can pinpoint your vulnerabilities.

What Auditors will be looking for

If you are to be audited, you should anticipate some of the “hot buttons” during the audit by preparing beforehand.  Talk to another firm in your industry also being audited—perhaps even by the same auditor or state—to learn about the issues they are facing.  By identifying vulnerabilities before an audit begins, you will be able to predict what your auditor will likely ask colleagues in other states about your company and the issues that might arise during your audit.  

An auditor will look at your past tax returns and how much you accrued in use taxes to determine if it looks too high or too low based on the history of your purchases.  Additionally, they will examine court cases and rulings that have affected your industry.  Therefore, it would be wise to review your company history.  Find out what issues have surfaced in past audits and how they were resolved.  Did they lead to litigation or were they settled out of court?  How much were the settlements?  What has your company done since that time to remedy the areas that gave rise to liabilities?

As you prepare, there are many questions to ask yourself.  If you had a sales tax exemption certificate problem, have you resolved it by putting in an exemption certificate management system?  If you weren't accruing certain key areas of use tax, have you identified some of the vendors and issues that were red flags during the last audit?  Were there issues that required court hearings, and have you taken the action demanded by the court?   Have you changed the way you’re conducting any aspect of your business that has resulted in a change in how taxes are accrued on it? 

It is also important to consider how your business has changed.  Do you have a new product line that you're selling?  Has your customer base changed?  Is the mix of your purchases changing?  Have you constructed buildings or added new divisions?  Have you picked up a subsidiary or been active in mergers and acquisitions?  You need to be aware of any changes to your business, court proceedings and major law changes in your state in regard to manufacturers, retailers or service providers that may affect your audit.

You must also be aware of  “nexus,” or your company's presence in a foreign state.  As businesses expand into multiple states, the issue arises of whether the foreign states can require your company to register and collect use tax.   Nexus issues can create serious tax liabilities due to companies missing opportunities to collect tax from customers and eliminate their own burden.  If you're doing business or operating in a particular state in which you are not registered to do business, you must be able to explain why.  Become familiar with audit-related cases in that state and determine if anything your company is doing to exploit that state’s market could subject you to nexus.

More Audit Preparation Tips

It is beneficial to communicate to the entire organization that you will be depending on them to provide information as needed for the audit.  The auditor will likely ask for a variety of records from numerous sources. Make sure the requested information is available. However, the firm should refrain from volunteering information or providing documents that are not specifically requested.

Remind your staff to maintain a proper professional attitude during the audit process.  Encourage them not to view the auditor as an enemy; you are both tax professionals.  You are representing your company, and the auditor is representing the state or local jurisdiction. You should avoid an adversarial relationship right from the start and strive for an atmosphere of mutual respect.  The tax department should not push back on every issue, but rather try to lighten the mood by extending the auditor the same courtesy they would offer any visitor to the firm.

Another good way of preparing is to run a test before the auditor arrives.  If you know the auditor is going to look at your sales records, determine if your exemption certificates are in order.  If any are missing, write to the customer and politely request a copy.

Examine your purchases and problem vendors, and know your appeal process.  Before the auditor leaves, have an exit conference to make sure you both understand what is on the audit sheet and the path forward.  

The clock is ticking, so you want to make sure that if you're going to protest the issues, that you do so in a timely manner.  When a motive to assess comes in, you will be on a tight deadline in terms of responding to the state.  If you're going through an administration or a judicial appeal, you will want to know the cost and what issues are at hand to determine if you have a good chance to win.

Defending Audits – Key Trouble Spots 

In managing your audits, you must be able at all times to effectively forecast when states will be coming in for an audit and rely on both cash history and your assessment of your current cash health with respect to sales and use tax. As such, defending audits is your most important responsibility next to tax research planning.  

Sales transactions, fixed assets, expense purchases, inventory transfers and the movement of assets outside of the tax jurisdiction are all areas that attract the auditor. During the audit, your goal is to keep disagreements with the auditor to interpretive issues, rather than those that are “black and white.”   To do so, you must have access to records so you can examine history and determine where the potential liability lies.  

Exemption Certificates

Robust tax health includes having a strong exemption certificate system and managing it properly—for both sales made in which a customer is claiming exemption and for your own firm’s purchases.  

Your customers’ sales tax exemption certificates are one of the biggest pieces of the audit that will immediately be questioned.  The auditor will ask you for specific exemption certificates.  Your ability to access and validate those certificates is one of the keys to a successful audit.  As such, you may want to consider purchasing or implementing your own exemption certificate system, which can be linked to your master customer file.  This type of system will allow you to maintain and organize customer information by state, number and type of exemption.

Keep in mind that exemption certificates are often misused. Certificates should only be issued if you have confidence that what you're buying is exempt, in the definition of either resale exemption or manufacturing exemption.  If the item was purchased under exemption but used in a taxable fashion, it requires a tax accrual process. 

To determine what items your company can buy under exemption and why they are exempt, it is beneficial create a group exemption and management system to ensure that the exemption certificates you issue to your vendors are being properly used. You should also establish a policy and procedure for taxability mapping that clearly articulates everything you purchase and use in your business and provides ground rules for taxability. Each month, meet with other groups, such as accounts payable and fixed assets, to review what items have accrued taxes that must be paid directly to the state.

The goal is to be comfortable that the exemption certificates you claim for your firm’s purchases, as well as those you issue to your vendors, are being properly used.

An auditor will also examine the use tax side of fixed assets.  During the years leading up to an audit, create an effective system to identify successful transactions for which you can access the invoice and your fixed asset file.  That way. fixed assets can be easily reviewed to determine if you need to accrue use tax on them.

In reviewing fixed assets, look both at fully paid purchases and those on which you’ve made progress payments. Determine when the purchase was put in service in the company, how it was used and what account paid for it. Does that account really represent the use for which that fixed asset was purchased?  The auditor may examine 100 percent of your fixed assets.  They may look at every transaction or a block within a particular period - for example, a three-month block for three or four different years.  You need to be able to look at each transaction and determine how it should have been taxed so you can answer the auditor’s questions.

Expense Purchases

Expense purchases are another potential trouble spot during sales and use tax audits.  The auditor will use statistical sample techniques, which involve examining every nth transaction.  It might be three months out of a given year, three individual months, or an entire quarter.  The auditor will examine the statistical sample of these expense purchases and try to determine an error factor.  The latter will be extrapolated across the entire sample of transactions to arrive at sales and use tax liability.

Reconciliation Issues

You must be able to reconcile sales by state on your income tax return to sales reported on your monthly or quarterly returns to the state.  At the end of the month, you will have an idea of the total sales made and the total amount of taxes that are due by state, by jurisdiction, by county, by city, by transit district, and more – so you know exactly what tax goes in what block for distribution to states and localities.

In Review:  Audit Dos and Don’ts:

· Don’t take shortcuts in your audit preparation.  

· Communicate to the entire firm that you will be depending on them to provide information as 
needed for the audit. 

· Don't volunteer information without being asked, and prevent others in the firm from doing so as 
well. Only answer specific questions and provide documents that are specifically requested.

· Avoid an adversarial relationship with the auditor by not pushing back on every issue.  Choose 
your battles.

· Respect the auditor.  They know the laws and regulations of states, understand where 
companies are vulnerable, and excel at finding remedial issues. They are also in a good position 
to help you out if necessary.   

· Set up a final conference with the auditor before he or she leaves the building.  It is your last 
chance to negotiate issues and avoid possible litigation.

· Publicly thank those who have helped.  For example, if your fixed asset group has helped your 
company avoid a potential million-dollar liability, knocking it down to $150,000, give credit where 
credit is due.

Remember that an audit is a professional examination of a company’s books and records that will determine liability or refund.  Solid preparation for and good management of an audit can result in a positive outcome for your company.  

Audit Issues specific to Sales Tax

Some of the issues that will come under intense scrutiny during the process are those involving sales tax, so it is important that you prepare thoroughly beforehand.  After all, who can forget the example of ex-Tyco CEO L. Dennis Kozlowski, who was indicted for sales tax evasion when he avoided paying $1 million in sales taxes? 

To begin, you should set up an overall matrix listing of every state—not only those that have audited the company in the past, but also those scheduled to come in for an audit—and input each state’s statute of limitations.   The latter are usually found in the administration section of state laws.  The words may be different, but the meaning is the same: an audit division or department of revenue has access to the books, records, and property of any taxpayer to determine the taxpayer's liability.  

Familiarize yourself with the different sampling techniques used by auditors.  Some employ block sampling, while others use a straight statistical sample.  Make sure you understand the basics of both your sales and your purchases, which extend to both fixed assets as well as ordinary recurring expense purchases.   

Your matrix should indicate the last time each state audited your firm, the period covered, name of auditor, key issues and final liability to your firm.  It should note information requests from each state and identify your pockets of liability. For example, there might have been a $500,000 assessment in which $200,000 comprised questionable sales, $100,000 fixed assets and $200,000 expense purchases.

You should have collected a tax on the front end to a taxable customer, or the necessary exemption certificate - the burden of proof you need to establish that your customer was exempt.  Instead of billing the tax on the front end, you’re going to be billed for the tax you should have paid.   

The auditor understands interstate commerce and what tools and processes are exempt. They will know if you’re doing business in a state that offers a direct and exclusive type of manufacturing exemption, or one that gives a predominant use exemption.  The auditor assigned to you will also understand every issue in your industry and how it applies to state taxes.

Review everything that may have come up in a prior audit.  If your company’s case went to litigation, what was settled, and what points did you win or lose?   

Audit Issues Specific to Consumer’s Use Tax

Another area of intense audit scrutiny is consumer use tax, which is usually a component to most states’ sales tax and imposed on the same transactions at the same rate.  The auditor will be looking at everything purchased in the company’s history.  To determine taxability, every purchase order should reveal the intent of what you purchased and how you used it.  Prior to the audit, make sure you have easy access to all invoices, purchase orders and, if your company uses them, purchasing cards. 

You may have purchased either something being used in the operations within your operating expense account, or fixed assets such as machinery, equipment, buildings and building improvements, office furniture and fixtures.  Upon purchase, the tax department should have either paid tax to the vendor or self-accrued and remitted use tax directly to the State.  The State will claim that they’re simply trying to promote compliance with the law and by thoroughly examining your books and records, they can make sure that you're in compliance.

The tax department should always look at accounts payable and cost centers to determine how a purchase was used.  The same holds for services.  Determine what account they are going into, and how the law in that state regards that type of service.  Today, many services that were previously exempt are now taxable—including security, landscaping and certain kinds of building services, as well as information or data processing services.  

Construction contracts are a particularly vulnerable area for many companies, so it’s important to understand the difference between real property and financial personal property.  You should have access to all contracts, and your accounting system should be able to reveal where something is vouchered and in what account, and whether it was a time and material or lump sum contract.  It should also reveal the various tax aspects of the contract. 

Auditors also take a close look at inventory withdrawals. When you’ve purchased something to resell and it goes into an inventory account, only to be taken out again when your company decides to use it, the character of the transaction has been changed from exempt to taxable.  Often inventory withdrawals are recorded by journal entry.  A system must be in place to identify them and indicate a profile of use by state and jurisdiction.  

Transferred assets can be another red flag.  You may have transferred assets between divisions or subsidiaries.  When an asset is transferred from one place to another, especially from a lower tax jurisdiction to a higher tax jurisdiction, determine if the additional incremental use tax was paid on that transaction.

Part 2 -- Forecasting and Setting Up Reserves

Forecasting reserves is an essential part of managing the sales tax and use tax aspects of an audit.  It is one of the most critical areas for a sales tax professional.  Learning how to effectively forecast reserves can elevate your tax department to a new strategic level.   

A reserve is a contingency fund set aside based on an understanding of your firm’s history and current business.  It provides funds to cover future sales and use tax liabilities by jurisdiction.

Forecasting is timeless.  By forecasting reserves, you will be able to guarantee against unwelcome surprises, examine past history and audits, and even put away emergency funds for future audits.  It allows you to do valuable strategic planning using the best information possible.  

A reserve is a key component of a company’s overall effective tax rate and strategic tax planning.  For example, if your company went out of business today, would you have enough money in reserves to pay off all other liabilities?  If you had an adequacy reserve, your tax department would have an effective cushion to allow for a little flexibility in case the state comes up with something you didn’t expect or anticipate. 

By setting up a reserve, the tax department is sending a signal to upper management that you are in control of the issues at hand, and that you can name the statute, the regulation and various case law or rulings to help identify them.  A major example would be the issues that pertain to construction contracts — purchasing major machinery and equipment, putting a new roof on a building, materially changing a building, adding a new structure to it, or creating a new entity.  By statute, regulation, and annotation to a case or rule, you want to be able to identify where your impact issues are and help create the best-case or worst-case scenarios — so you can anticipate what an auditor will focus on and know what you will need as a reserve.

Reserves can also be maintained for other kinds of taxes.  Senior tax professionals are often measured on their ability to control an effective tax rate, a combination of both the federal and various combined rates.  Examine every state that's potentially able to come in for an audit. You're not only looking at all periods that are open, but anything that's likely to be scheduled.  One way to do that is to consider the statute of limitations.  The tax department should set up a matrix that includes every state and populate it with some of the local jurisdictions that are likely to audit you, including cities and home ruled jurisdictions.  Your matrix will identify all jurisdictions in which the statute of limitations is open or any jurisdictions that are very likely to audit you.

Reserve Worksheets 

Reserve worksheets are a key tool when it comes to forecasting and setting up reserves. You will need to set them up by jurisdiction. If a statute of limitations opens, you want to make sure you’re covering what is most likely going to happen and what states are most likely to come in for an audit. Also, make a clear delineation between a sales tax line and a use tax line.  These two taxes are complementary to each other, but there are still differences. 

On the use tax side, clearly articulate the audit period and remember to look at statutes of limitations.  It keeps a period open for a refund to the taxpayer when the waiver is extended, as well as for assessments by the state.  Be sure to indicate if you are extending a waiver and to what period you are looking to extend it.  

Also, project the interest you think you're going to wind up paying along with the penalty.  A penalty will be a statutory issue that the state will waive.  Tie everything together by state, by type of tax, by jurisdiction, and by issue.   

The following questions are helpful to ask while forecasting a reserve:

· Do you have a written procedure that takes care of your expense purchases?  

· Have you identified your problem vendors and problem accounts?

· Do your cost centers and charts of accounts clarify where something is or how it is used?  

· Can you locate and isolate your fixed assets?

· Does the manufacturing exemption give you an exemption from machinery directly and 

exclusively used in manufacturing, or just predominantly used in manufacturing?  

· Do you have a flow chart that shows the manufacturing process?  

· Have you helped your sales order administrators understand the difference between valid 
certificates and those that have been disallowed in the past?

Being Prepared for Liability

When forecasting reserves, be aware of previous audits and liabilities and whether penalties have risen over the past few years.  For example, in a prior audit several years ago, perhaps there was an issue that amounted to a $5,000 liability for your firm.  Today, that same issue may amount to a $55,000 liability.  Make sure you can put a dollar limit on any potential issue so that if it is extrapolated again, you know exactly how much it will cost you.  

Finally, consider whether the liabilities are the fault of your corporate entities.  If their order administration group dropped the ball on getting exemption certificates, gently inform them that all of you need to be on the same page, and you need their help to avoid future liabilities.  Promote the tax department as a resource to the rest of the company, not simply a service organization that fills out tax returns. Position yourself as an entity that is working with every operating group in your company to identify issues and make the tax department more of a profit center, rather than just a group that pays out liabilities.

Determining What Gave Rise to Liability 

In light of Enron and WorldCom, companies are increasingly focused on internal controls to avoid liability.  It’s important to examine what gave rise to your liability and whether it was on the selling or acquisition side, and set internal controls to avoid it happening again. Here are some examples:

1. Your company has a manufacturing plant in Massachusetts and its machinery qualifies for an exemption.  Assume that when the state comes in, they're going to look at that exemption and ask if you use all the assets directly and exclusively in the manufacturing context.  They will attempt to disallow the exemption.

2. You might have a plant in a location that you are qualifying as an enterprise zone so that everything purchased for use in that facility qualifies for sales tax credit.  The state later tries to disallow it.

3. You are transferring some manufacturing assets for use elsewhere in the company on which you inadvertently calculated the wrong use tax.  The state tells you that you should have picked it up at selling price instead of standard cost.

You must be able to look at the past, identify what you agreed to pay the state, and what remedial issues required changes. Since that time, you may have expanded into a new business line.  As such, you must understand the entire linkage of cost centers, chart of accounts, and other accounting information that tells you how and where something is used.  If you are buying something new or establishing a new product line, you want to ensure you’re keeping up with the changes as part of setting reserve requirements.  

In the end, if you’ve set up a solid reserve, done your homework, learned from past mistakes, made remedial efforts and set up a worksheet to constantly examine both states currently in for an audit and those that potentially may come in, you're ahead of the game.

Part 3- Reverse Audit Procedures

Reverse audits can build the tax department’s reputation as a valuable company resource, one that enhances your position and overall strategic profile within the organization.  Instead of simply handling tax returns, the tax department can play a proactive role in limiting expenses and maximizing profits.

With reverse audits, your objective must be to put money back into the corporate coffers. You will be able to identify items for which the company has overpaid, resulting in significant tax refunds from the state.

The tax department is measured on how much money it saves the company.  By conducting a reverse audit, you could reduce an $800,000 assessment to $200,000, which is a significant savings.  Reverse audits can establish the tax department as one of the most strategic and valuable resources in the company.

A reverse audit ensures proper and accurate compliance before you are audited by a state.  As such, it can identify areas of potential exposure before you are hit with a stiff assessment.  It can be done independently of an audit by a state, or in conjunction, so that you have the data needed to respond to a potential assessment.

Finally, in conducting reverse audits, you may want to consider using sales and use tax software to help with your product mapping—the matrix of taxable purchases that you have and also use on the sales tax side. The matrix will immediately illustrate what the tax treatment is in each state, and the law and regulation on which it is based.

Goal of a Reverse Audit 

In a typical audit, a state or local jurisdiction comes in to examine books and records and ensure your company is in compliance with their specific laws and regulations.  In reverse audits, the tax department performs its own examination to try to achieve a refund. 

A statute of limitations in most states begins from the time a tax return is filed. A company usually has a three-to-four year window during which an auditor can come in, examine the records, and try to create revenue by issuing a sales and use tax assessment.

For the same period the statute of limitations is open for the auditor to issue an assessment, the tax department can work to achieve a refund.  Different rules in the various states and local jurisdictions will determine from what source they will come, but the bottom line is that it represents potential dollars for the company.

Overpayments 

To start the reverse audit, the tax department should review all purchases the company has made from vendors of goods and services to determine overpayments of tax on items that truly were exempt.

Anything purchased for the performance of services, or that might be resold to customers, could possibly be exempt.  During a reverse audit, there will be a major review of all invoices, particularly the ones that could make the biggest impact in terms of recovered dollars.  

There may be single transactions in which the firm has been buying the same item, which can be grouped together to avoid being overtaxed.  There may be items bought in the past that were actually exempt, or from vendors who assessed taxes that were too high.  Once incidences of overpayment have been identified, they should be isolated in a spreadsheet so that the information can be presented to the state or vendor.    

Another area of overpayment is self-accrued use tax.  You may have made purchases on a monthly basis that were taxable, so you paid those dollars directly to the state.  But in your reverse audit of these purchases, you might determine that you have over-accrued and paid tax on some items that were exempt. Discovering tax overpayment can drive an eventual refund or a rebate from the vendor or the state.

Set up a worksheet to isolate these transactions by invoice number, PO number, description of what you bought, dollar amount, and amount of tax you’ve overpaid. But remember to keep the statute of limitations in mind so you have enough time to uncover these instances, report them, and retrieve your refund. 

Key Benefits of a Reverse Audit 

The principal benefit of a reverse audit is that the tax department may be able to bring money back into the company.  Most tax professionals are measured on tax savings—how accurate they are with compliance, and how they perform during audits.  Consider these questions: When an auditor comes in, are you settling at the minimum possible liabilities for your company?  During the audit, are you then taking loss of the items that gave life to the deficiency and putting in the necessary remedial steps to avoid liability in the future?

A corporate tax professional is expected to be able to put together effective systems to capture transactions to both sales and use tax reporting.  The most crucial point on which you are likely to be measured is the amount of savings you’re generating.  This is proof that the tax department can be viewed not as a group that simply completes forms and is considered overhead, but as a company profit center.

In many cases, a reverse audit can be conducted at the same time the state or local jurisdiction is auditing your firm.  Before they issue their assessment, you can show them the results of your reverse audit, which has uncovered overpayments.  The refund will not only offset the tax liability of the audit, but also the interest that has accrued on any older transactions.

Reverse audits also give you the opportunity to determine the causes of any issues.  Generally, you uncover 80% of the problems with only 10% to 20% of the vendors, so you don't have to examine every single transaction across a four-year period.  Yet, you can stratify those problems and indicate a certain category of purchases to uncover where you’ve overpaid.  For example, perhaps you’ve paid too much because you have not appropriately recognized the manufacturing exemption within a particular state.  Despite the problem, you can isolate, investigate, and eventually fix those issues within a reverse audit.

A final benefit of a reverse audit is that it strengthens the role of the tax department within the corporation as a whole.  You can play a strong leadership role and make yourselves heroes by partnering with other groups to uncover potential refunds.  They might include accounts payable, the manufacturing plant, plant engineer, plant controller, order administration, engineering and research. Examine all purchases across the board by being proactive and touching base with all departments.  By doing so, the tax department can ensure success for the company overall.

Reverse Audit Factors 

There are many factors that must be considered when performing a reverse audit.  A typical tax department is so busy with returns that it has limited resources and can become remote from the rest of the company.  It may even be physically situated apart from the rest of the firm and not kept apprised on a day-to-day basis of what is being purchased or what financial or tax discipline is being applied.

An effective reverse audit may require more time and resources than your department has available. You may not have the resources to devote to analyzing a mound of past invoices to identify purchases and their uses.  If you have plants or sales offices across the country, your records may even be decentralized.

Because the tax department should provide the rules and the content to determine taxability, you can start by creating a general taxability matrix for every individual or department that does purchasing.  The matrix will identify the items in each state that are taxable or exempt depending on both size and your accounting architecture.

Your accounting architecture is made up of a chart of accounts and a cost center listing.  The chart will feature all of your inventory and fixed asset accounts, machinery and equipment, office furniture and fixtures, building improvements, and leases. It will also list accounts representing expense purchases— from repairs to small tools to office supplies.  Everything from your fixed assets down through your expense purchases is eligible for the reverse audit.  

The matrix will be able to identify who is buying an item, to which cost center and account it is being applied, how it is being used and how the taxability of that item can be determined. 

You need to take ownership of this process away from accounts payable, as this group may not be charting purchases effectively.  As a general rule, this group has a high percentage of employee turnover, so you don’t want them making tax decisions.  Tax is an extremely gray area with many complexities, and only tax professionals can examine a given transaction and accurately determine how it should have been handled from a tax perspective.  Also, taxes are always in a state of flux. Every day there are new rulings and court decisions, from lower courts to the Supreme Court. Only a senior tax professional can really understand both the changes in law and the changes the company is going through, however, you need the help of other departments to get the information you need.

Before embarking on reverse audit, you must recognize the impact it's going to have on the tax department, the state, your vendors, and your other internal departments.

Consider an Outside Consultant 

Rather than conducting a reverse audit in-house, you may want to hire an outside consultant.   A contingency arrangement is worth consideration, because the consultant(s) will only be compensated on what they produce, despite the amount of hours they work.   Their contingency fee is not paid until your company has recovered dollars from the reverse audit.    

An outside consultant should know your company or industry, and as such, will have good insight into where you may be vulnerable and where potential overpayments may be found. The consultant will take a look at recent audit activity, determine your areas of liability and vulnerability, and uncover potential pockets of overpayment.  The state auditor, of course, will not, which is why the reverse audit is so important.  The tax consultant knows the law well, which allows him/her to identify issues and the best ways to resolve them.  

Outside consultants know the statute of limitations and the people within the state who are going to be handling the claim. They know the proper communications that are required to quickly generate the refund paperwork.  The latter in itself would be a major project for your department, as this could very well involve 10 to 20 different worksheets and 50 transactions per page. It would mean thousands of transactions involving going back to vendors or to the state, articulating each one, and monitoring them for refunds. Hiring a consultant takes all of this paperwork out of your hands.

The consultant can also be a buffer between you and either the vendor or the state. With the statute of limitations, you’re on a time clock, and need to be able to isolate transactions where you have had overpayments.  File the paperwork quickly in order to have a chance at a refund.

Take the time to determine if it is more cost effective to perform the reverse audit yourself, or have an outside consultant take over.  If you’re already understaffed and strapped for time, an outside consultant on a contingency basis may be the answer.

Conducting a Reverse Audit Internally 

If you prefer to save on the expense of an outside auditor, you can do a reverse audit internally as long as you have the time to complete it before a major audit hits.  You may have already determined purchases on which too much tax has been paid. 

It may also be a good time to conduct a reverse audit if there is a major capital project being undertaken, such as adding a new building or making capital improvements on an existing building. Reverse audits can be restricted to one type of transaction that is connected with that major capital project. A good time for purchases to be analyzed to determine tax refund eligibility is if there has been a major law change in the state or jurisdiction.  For example, a company may be a drug manufacturer, and the laws may have changed regarding prescription drugs.

When doing a reverse audit internally, you should select a cross-functional team consisting of representatives from both the tax department and other areas, which could include manufacturing, IT, accounts payable, and records retention.  Leading the team should be a representative from the tax department.

Advance work for an internal reverse audit begins with obtaining files from accounts payable.  The reverse audit can be set up in several different ways: by vendor, isolating those with whom the company has had problems; by voucher; or by date order of transactions. 

In order to receive a refund or rebate, transactions should be isolated by date order, invoice number, PO number and any other information pertinent to the vendor or state.   Utilization of a sampling technique can be helpful in order to avoid having to examine every single transaction to justify a refund claim. 

Putting together a checklist of items to be examined is helpful, as is being able to identify the law, case and ruling that pertains to transactions in question.  To support a refund claim, you must be able to justify your position with the exact statute or regulation on which you are basing your claim. 

Being Proactive 

Now that the reverse audit has begun, the tax department should take a leadership role and put together a taxability matrix for use by all departments within the company.  To determine what's taxable, set up a system internally to recognize those transactions on which the company is going to pay tax directly to the state and on those which are under exemption.  When you issue a direct pay permit to a vendor, and you have one from the state, it often guarantees that the state is going to come in and audit you.

You can create tax awareness throughout the company to ensure that taxes are an important part of employee job duties.  Structure your transactions around some of these issues.  You want employees to be creative and recognize both the purchases they make and how things are being used.  You want them to use their knowledge to plan transactions so that they are paying the minimum amount of legal tax possible on their purchases.

Take a look at the other incentives and credits that jurisdictions give you.  One of the most common is an enterprise zone.  An enterprise zone is typically set up by a tax jurisdiction that wants to stimulate employment and investments by companies in their geographic areas.  They may offer you a tax credit or reduce the amount of tax for locating the facility in their area or for purchasing from local vendors.  Enterprise zones can be used to make a number of purchases in the area at a reduced tax rate.

Similarly, in order to encourage manufacturing, research and development, many states will give you a manufacturing R&D exemption.  All of these things should come under consideration when your company is deciding where to relocate and how to use the benefits of that jurisdiction’s law to reduce your tax and tax rate. 

Setting up a Questionnaire 

To kick off the reverse audit procedure, it is also important to set up a questionnaire in order to determine how your files were established.  For example, are they set up by vendor, voucher or dollar amount?  The questionnaire should also determine how fixed assets would be reviewed, in order to focus on those assets in which there may be instances of overpayment.  This will enable the tax department to set things up in a way that will be easy to track and monitor. 

You should also have a plant flow chart to identify those areas and cost centers within your plants that have qualified for an exemption.  Real estate contracts and purchase orders for major purchases should also be examined to determine the true intent of what was purchased.  

Some of the other items on your questionnaire should involve use tax accrual. You want to have a policy in place as to how your accrual procedure works.  Asking yourself the following questions will be helpful:

· What items need to be examined?  

· How do you put them on a worksheet and how do you recover those transactions if you 
determine that you overpaid?  

· Do you have pollution control certification?  

· If you buy things that are used in R&D, can you submit an exemption in that state?  Are you 
taking advantage of it?  What account is being used?  

Refund Requests 
Once you have completed the reverse audit, it’s time to generate your refund request.   State or jurisdiction laws will determine whether you must go through the vendor or through the state to do so.  If you made an overpayment to a vendor, you can go to that vendor with your request.   If you over accrued the use tax and paid it directly to the state, you will be going through the state.  Sometimes it may be a combination of the two.  You don't necessarily need to have a separate refund claim for each invoice, but you have to lump those together and, in some cases, do a projection or sample based on the total amount of materials you bought from a specific vendor.

Conclusion

By putting resources, controls and systems in place to tackle sales and use tax issues head-on, the tax department transforms an audit into an opportunity to shine—and establish its reputation as an invaluable corporate resource.  

Proper audit preparation prevents the floodgates from opening and reduces liability.  Forecasting reserves means putting on a long-range planning hat, stepping outside the box and determining tax liability several years down the road—affecting future corporate earnings.  Finally, conducting reverse audits establishes the tax department’s ability to bring funds back into the company. 

Every CFO wants to helm a world-class company.  However, achieving that goal requires consistent strategic thinking on the part of executives and managers.  By being proactive, the tax department can establish itself as the CFO’s most recognized strategic asset for years to come.

Reliable Tax Process Innovations

Vertex’s innovative tax solutions and services can help you prepare for audits, step outside of the box in forecasting reserves, and bring funds back into your company through reverse audits.  Our solutions and services are developed to ease the burden tax departments face daily, as well as bring to bear opportunities for the tax department to become more strategic by spending less time on the back-end of tax preparation.  Strategic solutions and services provided by Vertex include:

· Analysis and planning solutions and services that can increase productivity and effectiveness 
within tax departments.  The solutions enable users to pull reports to analyze tax data, as well as 
analyze data trends, identify irregularities in the data and forecast reserves.

· Exemption certificate management solution that is designed to improve exemption certificate 
management and streamline the audit process.
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