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When Is the Sale of a Business Subject to Sales
Tax Like an Over-the-Counter Retail Sale? In
California, Most of the Time
Failing to take into account the sales tax liability
when negotiating the purchase and sales price for
a business can dramatically and adversely affect
the parties' intended economic deal. In this article,
Marilyn Barrett examines the broad application of
California sales tax, which is usually imposed on
gross receipts from the sale of a business attri-
butable to tangible personal property, subject to
the very narrowly construed occasional sale
exemption.

... see p 336

©1995 by The Regents of the University of California

FEATURING

Marilyn Barrett

PAGE 333



336	 June 1995	 CEB California Business Law Reporter

When Is the Sale of a Business
Subject to Sales Tax Like an

Over-the-Counter Retail Sate? In
California, Most of the Time

MARILYN BARRETT

Although it is generally known that ordinary retail
sales are subject to sales tax, most people believe that
retail sales are limited to transactions in which
merchandise is bought over-the-counter in a retail store,
or other purchases of a similar nature. However, in
California the definition of a retail sale is extremely
broad, and, with a few exceptions, the sale of a business
is treated like a typical retail sale and triggers sales tax
liability to the extent that the sales price is attributable
to the transfer of tangible personal property. Too often
this sales tax liability is not taken into account when
negotiating the purchase and sales price. Because the
sales tax is imposed at combined state and local rates
ranging from 6.5 percent to 8.5 percent (depending on
the county in which the sale occurs) and applies to the
gross sales price, and because the State Board of
Equalization (SBE) aggressively interprets the sales tax
laws as broadly as possible, imposition of the sales tax,
if not taken into account, can dramatically and adversely
impact the parties' anticipated economic bargain. For
example, a sale of a business that includes $10 million
of tangible personal property, such as machinery,
computers, and office equipment and furniture, will
incur a sales tax liability of $850,000 when the sale
takes place in the City and County of San Francisco. If
the sales tax is not projected and taken into account
during the negotiations, the parties will not achieve the
intended economic result.

Whether California sales tax is imposed on the sale of
a business depends on:

The types of assets being sold;
Whether the sale qualifies for the very limited
occasional sale exemption available under California
law; and
Whether the transfer is in, or can be restructured into,
a form of transfer not subject to the sales tax.

If sales tax will be imposed, the parties should
resolve the additional issue of who bears liability for the
sales tax, and clearly specify responsibility in the
purchase and sale agreement.

MARILYN BARRETT is a sole practitioner in Los Angeles, where
she specializes in business and tax law. She is second vice chair of
the Los Angeles County Bar Association Taxation Section and a vice
chair of the State Bar Taxation Section. She received her B.S. from
the University of Kansas and her J.D. from the University of
California (Los Angeles).
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General Sales Tax Provisions

Under Rev & T C §6051, sales tax is imposed on the
gross receipts of any retail seller derived from the retail
sale of tangible personal property. Use tax is imposed on
any taxpayer who purchases tangible personal property
from any retailer for storage, use, or other consumption
in California. Rev & T C §6201. The term "sale" is
defined broadly in Rev & T C §6006 as including any
transfer, conditional or otherwise, of title to or
possession of tangible personal property for money or
other consideration. Section 6006 further provides that
transfers of tangible personal property by barter or
exchange, production or fabrication of such property,
whether or not pursuant to special order, leasing
tangible personal property, and certain other transfers,
are encompassed in the definition of "sale."

"Although most states specifically exclude the
sale of a business from imposition of sales tax,
California does not."

"Retail sale" is defined in Rev & T C §6007 as a sale
of tangible personal property for any purpose other than
for resale by the purchaser in the regular course of the
purchaser's business (e.g., inventory). A retailer is any
seller who makes any retail sale or sales of tangible
personal property or who is in the business of selling
tangible personal property for use, storage, or other
consumption by the purchaser. Rev & T C §6015.
Revenue and Taxation Code §6019 further defines
"retailer" as any person who makes more than two retail
sales during any 12-month period. A retailer is obligated
to obtain a seller's permit for each place of business
where retail sales are customarily negotiated with
customers. 18 Cal Code Regs § 1699.

Although most states specifically exclude the sale of
a business from imposition of sales tax, California does
not. Unless the sale qualifies for the limited "occasional
sale" exemption or other exemption (discussed below),
sales tax applies to that portion of the gross receipts
from the sale of an entire business that is attributable to
tangible personal property to be used or consumed by
the purchaser in the course of the purchaser's retail
business. It is essential therefore to determine the proper
categorization of the assets to be transferred in the sale.

Application of Sales Tax to Different
Categories of Assets

As stated above, sales tax applies only to retail sales
of "tangible personal property." Accordingly, it does
not apply to sales of inventory, real property, or
intangible property, nor does it apply to the rendition of

services and tangible property that are incidental to the
rendering of services. To calculate the sales tax on the
sale of an entire business requires determining the
different categories of assets transferred in the sale.

Tangible Personal Property

Tangible personal property is broadly defined as
personal property that may be "seen, weighed,
measured, felt, or touched, or which is in any other
manner perceptible to the senses." Rev & T C §6016.
Moreover, the producing, fabricating, processing,
printing, or imprinting of tangible personal property is
treated as a taxable sale and purchase of the tangible
personal property even if the customer furnishes the
material used in the activity. Rev & T C §6006(b).

Categories of Tangible Personal
Property Excluded

Certain classes of tangible personal property are
specifically excluded from imposition of sales tax.
These include, but are not limited to, telephone and
telegraph lines, electrical transmission and distribution
lines, ophthalmic materials dispensed by registered
opticians and optometrists, prosthetic materials
dispensed by licensed podiatrists, and vitamins,
minerals, dietary supplements, and orthotic devices
furnished by a licensed chiropractor. Rev & T C
§§6016.5, 6018, 6018.4, 6018.5.

Certain Technology

Other special provisions exclude the transfer of
certain technology, film, and similar rights from
imposition of sales tax. Revenue and Taxation Code
§6012(c)(10) provides that for sales tax purposes "gross
receipts" do not include the amount charged for
intangible personal property transferred with tangible
personal property in any technology transfer agreement,
if the technology transfer agreement separately states a
reasonable price for the tangible personal property.
"Technology transfer agreement" is defined as any
agreement under which a person who holds a patent or
copyright interest assigns or licenses to another person
the right to make and sell a product or to use a process
that is subject to the patent or copyright. See 3 Plante &
Eager, California Tax Analysis §61.255 (1993); Tatkin,
California Taxation, 15 CEB CBLR 246, 248 (Mar.
1994) for further discussion of technology transfer
agreements.

Leases of Motion Pictures

Revenue and Taxation Code §6006(g)(1) and (7)
provide that the teiiii "sale" does not include the lease of
motion pictures or animated motion pictures, including
television, films, and tapes, unless the lessee does not
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obtain or acquire the right to license, broadcast, exhibit,
or reproduce the videocassette, videotape, or videodisc.

VP-COMMENT: The acquisition of film rights by a
studio for distribution and exhibition is not subject to
sales tax, but the rental of a videocassette 	 from
Blockbuster for home viewing is.

Real Property

Real property is not subject to sales tax. However,
fixtures, machinery, and equipment that are affixed to
real property and transferred in place are nevertheless
treated as taxable tangible personal property if their
removal by either party is contemplated in the contract
or if the items are owned by a lessee and the lessee has
the right to remove them either by law or by terms of the
lease. 18 Cal Code Regs §1596(c). Leased fixtures are
deemed to be taxable tangible property if the lessor of
the fixtures is not also the lessor of the real property and
has the right to remove the fixtures. Rev & T C §6016.3;
18 Cal Code Regs §1660(d)(7). Fixtures that are firmly
attached to the real property and leased by the same
lessor as the real property are treated as part of the
leased real property. 18 Cal Code Regs §1660(d)(7).

Intangible Property

Transfers of intangible property, such as stock in a
corporation, and "custom computer programs,"
generally are not subject to sales tax. Rev	 T C
§§6016, 6010.9. However, tangible personal property
that contains intellectual property, such as video-
casettes (if not exempt under Rev & T C §6006(g)) and
recordings, is taxable not only on the value of the
tangible components but also on the value of the
intellectual content or information. Simplicity Pattern
Co. Inc. v State Bd. of Equalization (1980) 27 C3d 900,
912, 167 CR 366. The SBE and the courts have
narrowly drawn the exclusion of intangible property and
custom computer programs.

"Stock in a corporation and 'custom computer
programs' generally are not subject to sales
tax."

A recent California Supreme Court case that dealt
with these exceptions, and which exemplifies the narrow
definitions of "intangible property" and "custom
computer pro grams" for purposes of sales tax, is
Navistar Int' l Tramp. Corp. v State Bd. of Equalization
(1994) 8 C4th 868, 35 CR2d 651, reported at 16 CEB
CBLR 306 (Apr. 1995).

Navistar International Transportation Corporation
(then known as International Harvester Company), sold
all the assets of its solar division to Solar Turbines, Inc.,
a subsidiary of Caterpillar Inc., for $505 million. The
purchase included three categories of ar guably in-
tangible property: drawings and designs, manuals and
procedures, and computer programs.

The drawings and designs at issue embodied the
technology developed by the solar division for the
manufacture of turbines, and contained confidential
trade secrets and depicted patented components. They
were proprietary to the solar division and were the
subject of strict in-house security. The manuals and
procedures contained the engineering specifications
prepared by the solar division engineers, who used them
as technical guidelines. They also contained trade
secrets, were proprietary to the solar division, and were
the subject of rigorous in-house security.

The computer programs at issue had been developed
by the solar division for use in its own business. About
74 percent of the programs were business system
programs pertaining to financial accounting, business
operation plannin g, and economic forecastin g, about 18
percent were engineering programs, and the rest were
computer-aided design programs, basic research
programs, and programs that controlled automated
machinery operations.

The court defined "intangible property," for purposes
of taxation, as including personal property that is not
itself intrinsically valuable, but that derives its value
from what it represents or evidences. 8 CA4th at 874. It
further noted that the concept of "services" has been
defined as the performance of labor for the benefit of
another. When assets involve not only tangible personal
property, but also the performance of a service, the
classification of the property is determined by the "true
object" test set forth in 18 Cal Code Regs §1501, which
provides that:

The basic distinction in determining whether a particular
transaction involves a sale of tangible personal property or the
transfer of tangible personal property incidental to the
performance of a service is one of the true objects of the
contract; that is, is the real object sought by the buyer the
service per se or the property produced by the service. If the
true object of the contract is the service per se, the transaction
is not subject to tax even though some tangible property is
transferred.

Navistar contended that the true object of the transfer
of the drawings and designs, as well as the manuals and
procedures, was to acquire the intangible trade secrets
and similar information contained in the documents, and
not to obtain the physical embodiments of these trade
secrets and other information. In rejecting Navistar's
contention, the court, citing its earlier decision in
Simplicity Pattern Co. v State Bd. of Equalization
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(1980) 27 C3d 900, 909, 167 CR 366, stated that it
rejected the contention that the — true object' test
renders the sale of a physical object exempt from
taxation whenever the item is purchased or acquired
primarily for its intellectual content." 8 C4th at 877.

The court similarly concluded that the sale of the
documents in this case was not incidental to a service
and the service exception did not apply. Navistar also
argued that the buyer's treatment of these assets as
intan gible for federal income tax purposes should be
accepted for California tax purposes. The court
determined, however, that the federal tax issues
concerned amortization, depreciation, and investment
tax credits, not the propriety of imposing a sales tax.
Therefore, although the court agreed with the general
proposition that a taxpayer's treatment of an asset on a
federal tax return may be a relevant consideration, it was
not determinative in this case. 8 C4th at 879.

"if the purchaser seeks the service per se, the
transaction is not subject to sales tax even
though some tangible personal property is
transferred."

The court then turned to the question of whether the
computer programs were not subject to tax as "custom"
programs under Rev & T C §6010.9. In holding that the
computer programs did not qualify as "custom"
programs, the Supreme Court cited its prior decision in
Touche Ross Sc Co. v State Bd. of Equalization (1988)
203 CA3d 1057, 1064, 250 CR 408, in which it stated:

In the enactment of section 6010.9 the Legislature has
recognized that the design, development or creation of a
custom computer program to the special order of a customer is
primarily a service transaction and, for that reason, not subject
to sales tax. However, once the program has been created and
in the possession of the original customer, the design or
development service has been completed, and the program
itself has become a tangible personal asset of the customer. A
subsequent sale of that pro gram by the initial customer can no

lon ger be characterized as a "service" transaction, but rather is
a transfer of a tangible personal asset produced by the original
programmer's services. As such, it is subject to sales tax.

The court noted that its observations in Touche Ross
were consistent with 18 Cal Code Regs § 1502(b), which
provides that a prewritten or taxable program includes a
"program developed for in-house use which is
subsequently offered for sale or lease as a product." 8
C4th at 881.

Services

The rendition of services is not subject to sales tax.
As briefly described above in the discussion on

Navistar, the question can arise of whether the item sold
is tangible personal property or a nontaxable service
coupled with the incidental transfer of tangible personal
property. Whether sales tax is due will turn on the true
object of the transaction. 18 Cal Code Re gs §1501. If
the purchaser seeks the service per se, the transaction is
not subject to sales tax even though some tangible
personal property is transferred. On the other hand, if
the purchaser's objective is to obtain the tangible
personal property produced by the service, the
transaction is a taxable sale of tangible personal
property. The court, in Navistar, clarified that the true
object test does not render the sale of a physical object
exempt solely because the item is purchased or acquired
primarily for its intellectual content. For exemption, the
transfer of tangible personal property must be truly
"incidental" to the performance of a service. The court
reviewed its prior decision in Simplicity Pattern, in
which it held that the sale of film negatives and master
recordings used to make audiovisual materials for the
training of medical personnel was taxable. This case was
distinguished from the so-called "manuscript" example
in 18 Cal Code Regs § 1501, which provides that the
transfer to a publisher of an original manuscript by the
author for the purpose of publication is not a taxable
sale, because the author is the consumer of the paper on
which he has written. The regulation goes on to provide
that the sale of copies of the manuscript is taxable.
Further, the sale of artistic expressions in the form of
paintings and sculptures is taxable because the true
object is the work of art in its physical form. 18. Cal
Code Regs § 1501.

Allocation of Purchase Price
Among Assets

To minimize sales tax when substantial assets that are
not tangible personal property are transferred, the
purchase and sale agreement should specifically allocate
the purchase price among the various categories of
assets in proportion to their relative fair market values.
The parties should try to agree on the allocation when
first negotiating the agreement. The SBE has ruled in a
Sales Tax Counsel Ruling that an amended sales
contract allocating a greater portion of the purchase
price to nontaxable property than was allocated in the
original contract may not be respected if the original
allocation was reasonable and no additional considera-
tion was given for the reallocation. STC Rul 395.1000
(Dec. 23, 1965) 2 CCH Cal Tax Rep ¶60-590.

Occasional Sales Exemption

In limited cases, the parties may be able to avail
themselves of the "occasional sale" exemption from
sales and use tax under Rev & T C §6367. This
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exception is drawn very narrowly and in most cases will
not provide relief. Nevertheless, its potential application
should always be evaluated when the sale of a business
is contemplated.

OP-COMMENT: Sales of certain vessels, vehicles, and
aircraft are excluded from this exemption.

Under Rev & T C §6006.5, three types of sales are
defined as occasional sales:

Sales of property not held or used by the seller in the
course of activities for which a seller's permit is
required, provided that the sale is not one of a series
of sales sufficient in number, scope, and character to
constitute an activity for which a seller's permit is
required;
A transfer of all or substantially all of the property
held or used in the course of activities requiring a
seller's permit, if the real or ultimate ownership of
the property (e.g., by stockholders, bondholders, or
partners) remains substantially similar; and
A sale of property other than hay by a hay producer,
if the sale is not one of a series of sales sufficient in
number, scope, and character to constitute an activity
for which the hay producer would be required to hold
a seller's permit. (In view of the limited applicability
of the third type of occasional sale, it will not be
discussed in any further detail.)

Limited-Nurnber-of-Sales Exemption

The first occasional sale exemption described above,
the "limited number of sales exemption," contains two
components, both of which must be met (Rev	 T C

§6006.5(a)).

The seller must not use the tangible personal
property sold in the course of activities for which the
seller is required to hold a seller's permit.

The sale must not be one of a series of sales that
are sufficient in number, scope, and character to be an
activity for which the seller is required to hold a seller's
permit.

Generally, any person who engages in retail sales
must hold a seller's permit. There are only a few
categories of sellers who are not required to do so, such
as service businesses or individuals selling nonbusiness
assets. For example, an attorney selling a single file
cabinet who makes no other sales in the 12-month
period in which the sale is made should not be deemed
to engage in retail sales and should not be required to
obtain a seller's permit. Likewise, an individual selling a
personal stereo system may qualify if he or she has not
made other retail type sales in the preceding 12-month
period.

"The test of whether a seller's permit is
required is not a function of whether the seller
actually engages in retail sales, but whether the
type of property sold is suitable for retail
sales."

However, even service businesses and individuals can
be subject to sales tax liability if the sale is considered a
series of sales sufficient in number, scope, and character
to constitute an activity for which a seller's permit is
required.

In addition, the test of whether a seller's permit is
required is not a function of whether the seller actually
engages in retail sales, but whether the type of property
sold is suitable for retail sales. Rev & T C §6014; 18 Cal
Code Regs §1595(d). Accordingly, wholesalers and
manufacturers are sellers who need sellers' permits even
if all of their sales are for resale and not subject to sales
tax, unless they sell only property that is specifically
exempt from sales tax even when sold at retail. For
example, in Glass-Tite Indus., Inc. v State Bd. of
Equalization (1968) 266 CA2d 691, 72 CR 244, the
court found that electronic subassembly products were
not the kind of property that would be taxable if sold at
retail, because the products required integration into
another product before they could be sold at retail.
However, the California Supreme Court cast doubt on
the validity of this holding in Davis Wire Corp. v State
Bd. of Equalization (1976) 17 C3d 761, 132 CR 133. In
Davis Wire, the court stated that Rev & T C §6014
requires only that the goods be "of a kind" that their
retail sale would be taxable, and does not require that
the goods actually have been sold at retail by the
manufacturer or by anyone else. See also Santa Fe
Energy Co. v State Bd. of Equalization (1984) 160
CA3d 176, 180, 206 CR 499. Davis Wire could be
interpreted to mean that if a product could ever
conceivably be sold at retail by anyone, it is "of a kind"
that would be subject to tax if sold at retail. This
interpretation would cause almost any tangible product
to be covered by Rev & T C §6014 or 18 Cal Code Regs
§ 1595(d).

With respect to the second prong of the limited-
number-of-sales exemption, the SBE takes a very
expansive view of what constitutes a series of sales
sufficient in number, scope, and character to require a
seller's permit. Generally, a person who makes three or
more sales for substantial amounts in a period of 12
months is required to hold a seller's permit. 18 Cal Code
Regs §1595(a)(1), (3). A person who makes a
substantial number of sales for relatively small amounts
is also required to hold a seller's permit. 18 Cal Code
Regs §1595(a)(1), (4). (Trade-ins of used equipment for
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new, incidental to a service enterprise, are not counted
in determining whether there are more than two sales of
tan gible personal property. 18 Cal Code Regs
§ 1595(a)(5)(A)(2).)

In re Pratt N. Plaza Assocs. (SBE 1993) 4 CCH Cal
Tax Rep ¶402-673, illustrates how narrowly the SBE
construes the occasional sale exemption. In that case,
the taxpayer's businesses consisted of a resort hotel,
restaurant, and bar, which the taxpayer sold in 1989 for
$25,950,000. When the taxpayer sold these businesses,
it reported gross receipts for the sale of furniture and
equipment in the restaurant and bar for sales tax
purposes. The taxpayer did not report gross receipts for
the sale of tangible personal property used in the hotel
business, on the basis that the hotel business did not
require a seller's permit and the sale thus qualified as an
exempt occasional sale.

Although the taxpayer had made at least 19 separate
sales of hotel furniture and equipment durin g the 12
months preceding the sale, the taxpayer argued that
these sales were not substantial (the total amount
received for all 19 sales was $2897), particularly when
compared to the final sales price for the hotel's furniture
and equipment, and linen ($820,815 and $56,394,
respectively).

The SBE found that the taxpayer had made at least
two sales of hotel furniture and equipment for amounts
in excess of $400, and that for this purpose, $400 was
"substantial." The SBE concluded that when the two
sales were added to the final sale, the taxpayer had
engaged in three substantial sales in the 12-month
period and was required to hold a seller's permit. (The
SBE did not decide whether amounts less than $400 can
be deemed "substantial" for this purpose.) The SBE
concluded that the taxpayer engaged in a series of sales
sufficient in number, scope, and character to constitute
an activity for which a seller's permit is required, and
assessed sales tax on the sale of furniture and equipment
used in the hotel business.

In re Pratt N. Plaza Assocs. illustrates the principle in
18 Cal Code Regs §1595(a)(3) that a taxpayer may
se gregate unrelated activities when determining whether
a seller's permit is required. As an example, §1595(a)(3)
states that a person may own a hardware store at one
location and a real estate brokerage business at another
location, with no relationship between the two other
than common ownership. Under these circumstances, a
sale of furniture used by the brokerage business would
not be a sale of property held or used in an activity
requiring the holding of a seller's permit (provided that
the sale is not one in a series of sales sufficient in
number, scope, and character to require a seller's
permit), whereas a sale of tangible personal property
used in the hardware business would be. Title 18 Cal
Code Regs §1595(a)(3) previously applied a "unitary"
concept and provided that unitary businesses could be

combined to determine whether a seller's permit was
required. This regulation was held invalid by the
California Supreme Court in Ontario Community
Found., Inc. v State Bd. of Equalization (1984) 35 C3d
811, 201 CR 165, and 18 Cal Code Regs §1595(a)(3)
was amended to comply with the holding in that case.

Substantially-identical-Ownership
Exemption

An occasional sale also includes a sale of substan-
tially all of the property held or used by a person in the
course of activities that requires a seller's permit when,
after such transfer, the real or ultimate ownership of
such property is substantially unchanged. Rev & T C
§6006.5(b). To qualify as an occasional sale under this
definition, three components must be satisfied:

The transfer must include all or substantially all of
the property used in the business;

The transfer must include property held or used in
the course of the business for which a seller's permit is
required; and

3. After the transfer, real or ultimate ownership of
the property must be substantially similar to that which
existed before the transfer.

The term "substantially all of the property" is defined
to mean 80 percent or more of all the tangible personal
property held or used in the course of activities
requiring the holding of a seller's permit, including such
property located outside California. 18 Cal Code Regs
§1595(b)(2). Inventory is included to determine whether
the 80-percent test is met, but intangible property and
real property are not. STC Ruls 395.1260 (Nov. 12,
1958), 395.1280 (Dec. 16, 1952), 395.1500 (Jan. 24,
1955). In STC Rul 395.1660 (Apr. 24, 1967), the SBE
ruled that the 80-percent test was not met when a sole
proprietor sold 43 percent of the tangible personal
property used in a retail sale activity to his wholly
owned corporation and leased the remaining 57 percent
of the assets to the corporation on the basis that the lease
of property was not a "transfer" for this purpose.

The "substantially similar" ownership test is met if 80
percent or more of the ownership of the tangible
personal property is unchanged after the transfer. 18 Cal
Code Regs §1595(b)(2). In the case of a partnership,
chan ges in the rights to manage or participate in profits
and losses do not disqualify a transfer. The critical test
is whether ownership ri ghts of the assets on liquidation
or on transfer of a capital interest are substantially
similar to those ownership rights before the transfer.
STC Ruls 395.1650 (Feb. 26, 1975), 395.1620 (Aug. 7,
1963). The SBE has also ruled that a sale of a
proprietorship, owned as community property, to a
corporation owned by the spouse of the proprietor and
held as community property, results in substantially
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similar ownership. STC Rul 395.1580 (Oct. 23, 1953).
When substantially all of the assets are sold to several
entities in a sin gle transaction, an occasional sale will
result only if each of the transferee entities has
substantially the same ownership as the transferor. STC
Ruls 395.1680 (Mar. 18, 1969), 395.1700 (May 17,
1962), 395.1720 (Feb. 18, 1957). A bondholder may
qualify as a holder of an ownership interest when the
bond (1) is issued in serial form with interest coupons
attached; (2) is payable at a certain date; (3) is
registrable; (4) is readily transferable; (5) is convertible
to stock; and (6) contains a provision for acceleration of
payment in case of default. STC Rul 395.1560 (Dec. 23,
1959).

Transfers Not Subject to Sates Tax

Not all transfers of assets constitute a "sale" for sales
tax purposes, and the transfer contemplated may not be
subject to sales tax. Moreover, it may be possible to
structure what otherwise would be a taxable sale as a
form of transfer that avoids sales tax.

Purchase and Sale of Corporate Stock.

Because sales tax applies only to sales of tangible
personal property, it is not imposed on the purchase and
sale of corporate stock. When the buyer is acquiring the
stock of another corporation, it may be possible for the
buyer to subsequently liquidate the acquired corporation
and drop its assets into the acquiring corporation
without incurring sales tax. Generally, a series of
transactions is not treated as a single transfer. STC Ruls
395.2360 (May 24, 1955), 395.2380 (Dec. 19, 1952).
However, if there is no business purpose for the
liquidation other than avoiding sales tax, the SBE may
apply the step-transaction doctrine to integrate the
purchase and liquidation transactions, and treat them as
a single sale of assets by the original transferor. STC
Rul 395.2160 (July 29, 1959; Aug. 7, 1959 (Revised)).

O'COMMENT: Despite the potential application of the
step-transaction doctrine, a purchase followed by a
liquidation may be possible under the right circum-
stances. The author has obtained letter advice from the
SBE permitting the purchase and sale of stock followed
immediately by a liquidation without incurring sales tax
when there was a bona fide business purpose for the
structure.

Transfers to a Corporation or Partnership

Transfer to Newly Formed Corporation or
Partnership

Generally, a transfer of tangible personal property to
a newly formed corporation or partnership in exchange
for first issue of stock or a partnership interest is not
subject to sales tax, unless other consideration is
received on the transfer, such as cash, notes, or other
evidences of indebtedness, or the assumption of the
transferor's liabilities. 18 Cal Code Regs §1595(b)(4). It
is likely that the first issue of member interests in
limited liability companies will receive similar
treatment. The sales tax law and regulations have not yet
been amended to refer to this newly authorized form of
entity, and no rulings or cases have yet addressed how
the sales tax will apply to it.

Transfer to Existing Corporation or Partnership

In contrast, transfers of tan gible personal property to
an existing corporation or partnership in exchange for
stock or other equity interest, cash, or evidence of
indebtedness are ordinarily taxable, unless the transfer
otherwise qualifies for exemption as an occasional sale.
However, if the property is transferred as a contribution
to capital without receipt of additional shares of stock or
a partnership interest, the transfer is not subject to sales
tax because it is deemed to lack consideration and
therefore is not a sale. It is not clear if property
transferred to a wholly owned corporation, which will
issue additional shares of stock, will be deemed taxable.
Arguably, the shareholder who already owns 100
percent of the stock has not received any additional
consideration. Because it is not clear that the SBE would
take this position, it is advisable to structure such a
transfer solely as a contribution to capital.

For example, in Beatrice Co. v State Bd. of
Equalization (1993) 6 C4th 767, 25 CR2d 438, the
California Supreme Court agreed with the SBE that a
transfer was subject to sales tax when the taxpayer
transferred assets of one of its divisions to its wholly
owned subsidiary and the subsidiary assumed the
division's liabilities. The court held that consideration
may be either a benefit obtained or a prejudice suffered.
In this case, the subsidiary suffered prejudice by
assuming the liabilities. The court disapproved the
earlier decision of Macrodyne Indus., Inc. v State Bd. of
Equalization (1987) 192 CA3d 579, 237 CR 537, which
held that the assumption of liabilities was not consid-
eration for a transfer of assets if the transferor remained
jointly liable. The Beatrice court found that the joint
liability distinction was artificial, because the party
assuming liability suffers a prejudice even if the other
party remains jointly liable.
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Mergers and Other Reorganizations

Sales tax is not imposed on the transfer of tangible
personal property by an acquired corporation to the
surviving corporation in a statutory merger permitted
under Corp C §§1100-1305. 18 Cal Code Regs
§ 1596(b)(3). Because title passes by operation of law,
there is no deemed sale. 18 Cal Code Re gs §1595(b)(3).
Although a majority of such mergers are structured to
qualify as tax-free "A" reorganizations under IRC
§368(a)(1)(A), the sales tax law does not require that the
merger be tax-free. It appears that sales tax will not be
imposed even in the case of a taxable merger as long as
the merger is accomplished as a statutory merger under
state law, even if cash or evidences of indebtedness are
received for the stock transferred. In at least one
instance, however, use tax will be imposed on tangible
personal property transferred pursuant to a statutory
merger. This exception applies to tangible personal
property previously acquired by the acquired corpora-
tion and leased to the surviving corporation when the
acquired corporation did not pay sales tax on its initial
acquisition of the property under the resale exemption.
STC Rul 395.2150 (Sept. 23, 1971).

"Sales tax is not imposed on the transfer of
tangible personal property by an acquired
corporation to the surviving corporation in a
statutory merger."

Sales tax also does not apply to tax-free "B"
reorganizations under IRC §368(a)(1)(B). Under this
type of reorganization, the acquiring corporation
acquires control of stock of the acquired corporation in
exchange for its own stock or stock of its parent
corporation. Because stock is the asset transferred, no
sale of tangible personal property is deemed to occur.
This appears to be the SBE's position even if the
acquired corporation is immediately liquidated or
merged into the acquiring corporation. STC Ruls
395.1250 (May 8, 1987), 395.2120 (Mar. 9, 1966; May
12, 1988 (Revised)).

Sales tax may apply in the case of a tax-free "C"
reorganization under IRC §368(a)(1)(C). In a "C"
reorganization, the assets of the target corporation are
acquired in exchange for stock of the acquiring
corporation or its parent. Because assets are acquired in
exchange for stock or securities of the acquiring
corporation, sales tax will be imposed on the amount
allocable to tangible personal property unless another
exemption, such as the occasional sale exemption, is
available.

The merger and reorganization provisions in Corp C
§§1100-1305 have been amended to refer to "business

entities" so that limited liability companies and other
forms of business entities can avail themselves of the
provisions. The sales tax regulations still refer solely to
corporations. Nevertheless, it is likely that the SBE will
apply the merger exemption to mergers of other forms
of business entities under these provisions, and not just
to corporate mergers, although the SBE has not yet
expressly stated so.

tt'COMMENT: Practitioners should bear in mind that
the tax-free reorganization provisions in IRC §368 still
apply solely to corporate mergers. They do not apply to
mergers of partnerships or limited liability companies.
In some cases, partnerships and limited liability
companies can be combined on a tax-free basis under
other provisions of the Internal Revenue Code, e.g., IRC
§§351 and 721.

Corporate Liquidations

Generally, the transfer of business assets of a
corporation to its shareholders in complete or partial
liquidation is not subject to sales tax. STC Ruls
395.2280 (Jan. 3, 1963), 395.2400 (Aug. 26, 1969),
395.2160 (July 29, 1959; Aug. 7, 1959 (Revised)),
395.2360 (May 24, 1955). An exception arises with
respect to inventory distributed in liquidation. The SBE
has held that the distribution of inventory in liquidation
is a taxable use by the corporation subject to use tax,
because the transfer is not in the ordinary course of its
business. STC Rul 395.2300 (Feb. 24, 1983).

Sale or Liquidation of Property
Held by a Partnership

Sale of partnership Interest

Although a sale by a partnership of assets used in its
business is subject to sales tax under the general rules,
an unexpected twist arises in the case of a sale by a
partner of his or her partnership interest. For sales tax
purposes, the sale of a partnership interest is treated as a
sale by the partner of his or her prorata share of
partnership assets, and sales tax will be imposed on that
portion of the price attributable to tangible personal
property. STC Rul 395.0820 (Nov. 16, 1959). If the
partner has not sold three or more partnership interests
during the preceding 12-month period, however, the sale
may be exempt as an occasional sale. STC Rul 395.0800
(Dec. 16, 1952). A simultaneous transfer by all of the
partners of their respective partnership interests is
treated as a sale of assets by the partnership. STC Rul
395.0820 (Nov. 16, 1959).
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Liquidation of Partnership

Distributions in complete or partial liquidation of
partnerships ordinarily are not regarded as taxable
transactions by the SBE on the basis that these
distributions do not amount to a sale under Rev & T C
§6006(a). STC Ruls 395.2260 (Oct. 5, 1956); 395.2340
(May 7, 1956), 395.2400 (Aug. 26, 1969). The SBE has
also ruled that distribution of inventory in liquidation of
a partnership will not amount to a taxable sale when the
partner subsequently transfers the inventory to a new
partnership that holds the inventory for sale in the
ordinary course of its business. STC Rul 395.2480 (May
5, 1950).

Foreclosure and Repossession
of Business Assets

Generally, repossession of property by the original
seller in foreclosure does not amount to a taxable sale
for sales tax purposes, provided that the original
purchaser does not receive an amount from the original
seller, including the cancellation of the unpaid balance,
that is greater than the original purchase price. 18 Cal
Code Regs § 1573(c). When possession of a business is
transferred to the purchaser pending close of escrow and
the assets are returned to the seller before escrow closes,
neither the original sale nor its repossession is subject to
sales tax. STC Ruls 395.1140 (Apr. 14, 1958), 395.1160
(Apr. 14, 1958).

Seller and Successor's Liability for
Sales Taxes

The legal incidence of sales tax is on the seller, not
the purchaser. Reimbursement of sales tax by the
purchaser is solely a matter of agreement by the parties.
Accordingly, the seller is legally liable for sales tax due,
unless the parties provide otherwise. Rev & T C §6015;
CC §1656.1.

Withholding Obligation of
Successor-in-Interest

However, Rev & T C §6811 and 18 Cal Code Regs
§ 1702 impose a withholding obligation on a successor-
in-interest to a retailer. A successor-in-interest, as more
fully defined below, is the purchaser of a business.

The successor-in-interest is obligated to withhold a
sufficient amount of the purchase price to cover the
amount of sales or use tax due, including all taxes due
not only from the retailer's operation of the business but
also from the sale of the business, even if the tax
liability has not been determined against the retailer at
the time of the sale of the business. The successor's
obli gation to withhold ceases only when the retailer
provides a receipt from the SBE that all sales and use

taxes have been paid or a certificate from the SBE that
no sales or use tax is due. 18 Cal Code Regs § 1702(c). A
successor-in-interest who fails to withhold a portion of
the purchase price, as required, becomes personally
liable for sales tax due, to the extent of the purchase
price. Rev & T C §6812. The successor-in-interest's
liability includes taxes, interest, and penalties. This
liability extends to penalties for negligence and
intentional disregard of the sales tax laws and fraud or
intent to evade the sales tax laws, if these penalties were
determined and unpaid at the time of sale. 18 Cal Code
Re gs § 1702(b).

"Reimbursement of sales tax by the purchaser
is solely a matter of agreement by the parties. .
. The seller is legally liable for sales tax due."

The SBE must serve notice of successor liability no
later than three years after the date on which the SBE is
notified of the purchase of the business. Rev & T C
§6814(a). The SBE may relieve a successor of any
penalty on a finding that the successor's failure to
withhold a sufficient amount of the purchase price was
due to reasonable cause and circumstances beyond the
successor's control, and occurred notwithstanding the
exercise of ordinary care and in the absence of willful
neglect. Rev & T C §6814(b); 18 Cal Code Regs
§ 1702(d)(2).

Successor-in-Interest Defined

For purposes of withholding, a successor-in-interest
is a purchaser of a business for money or property or
assumption of liabilities. A purchaser of one location of
a business establishment consisting of several locations
is a successor-in-interest for the location or portion
purchased. 18 Cal Code Regs §1702(e). A person who
purchases a portion of a business may become liable as
a successor-in-interest if purchasing substantially all of
the business or when he and one or more other persons
purchase the business. 18 Cal Code Regs §1702(f). A
purchaser of a business through an assignment for the
benefit of creditors, foreclosure, or by bankruptcy sale is
not a successor-in-interest. 18 Cal Code Regs § 1702(a).
A purchaser of the furniture and fixtures used in a
business, but not the business itself, may not be a
successor-in-interest. See People v Gabriel (1943) 57
CA2d 788, 135 P2d 378.

Seller's Liability

If the purchase and sale agreement is silent as to
which party bears liability for sales taxes, the seller will
legally be responsible. If the buyer, as successor-in-
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interest, fails to withhold a portion of the purchase price
as required and is assessed sales tax under this
withholdin g, obligation, the buyer may be entitled to
pursue an action against the seller to collect the amount
of sales tax and other liabilities incurred and paid,
depending on the terms and conditions and the
representations and warranties contained in the purchase
and sale agreement.

Planning for Sales of a Business

When a client requests your assistance in the
purchase or sale of a business, potential sales tax
consequences will be one of the many factors to
consider in structuring the transaction. In reviewing the
impact of potential sales tax liability, the following
issues should be examined:

Is the proposed transfer of assets a taxable sale?
Can the purchase price be appropriately allocated

to assets that are not tangible personal property?
Can the transfer of assets be accomplished by

selling the stock of a corporate entity? Because stock is
an intangible asset, it can be sold without imposition of
sales tax. It may also be possible for the purchaser to
liquidate the acquired corporation without imposition of
sales tax. If a division is being sold, it may be possible
to incorporate the division and sell the stock.

Can the sale be structured as an "A" or "B"
merger, which is not subject to sales tax?

If the selling entity is a partnership, is it possible to
distribute the assets in liquidation of the partnership,
followed by a sale of the assets by the individual
partners that qualifies as an occasional sale for each of
the partners?

Does the sale qualify as an "occasional sale?"
Does the agreement specify which party will bear

liability for the sales tax?
Is the buyer entitled to withhold part of the

purchase price under the agreement until the SBE
certifies that all sales tax has been paid to avoid
withholding liability as a successor-in-interest?

Conclusion

The imposition of California sales tax on the sale of a
business has potentially devastating consequences.
Anytime a sale of a business is negotiated, the sales tax
laws should be carefully reviewed to determine if the
sale can be structured in a way that minimizes the sales
tax liability. If not, liability for the sales tax should be
negotiated between the parties. Because of the potential
for successor-in-interest liability, the purchaser would
be well advised to withhold a portion of the purchase
price until the SBE confirms that all sales tax due by the
seller, including that attributable to the sale, has been
paid in full.
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