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FOREWORD

Over the past 18 months, the Task Force on EDI Audit and Legal Issues for Tax
Administration, consisting of representatives from the Committee On State Taxation,
Federation of Tax Administrators, Institute of Property Taxation, Multistate Tax Com-
mission, and Tax Executives Institute, has been examining the impact of various elec-
tronic commerce technologies on the tax administration process.  This report presents
the first work product of the Task Force, a model state administrative regulation to
govern taxpayer retention of books and records, particularly electronically generated
and retained books and records, for tax administration purposes.

The regulation, and the Task Force process as a whole, reflects a considerable amount
of work by a large number of taxpayers and state administrators.  It also reflects a
substantial effort by parties on ‘both sides of the table’ to understand the needs of
their counterparts and to work together to fashion solutions that are satisfactory and
acceptable to all.  As such, the process has been a healthy one which will pay rewards
in many other areas.

The Steering Committee is optimistic that states will understand the importance of
facilitating an efficient and effective tax administration process and will use the model
regulation as a starting point when defining the record retention and maintenance
requirements imposed under state tax statutes.  However, the model regulation, as
presented in this report, is not binding on any one state or taxpayer organization.

The Steering Committee wishes to acknowledge the contributions of all individu-
als who devoted their time and effort in developing and refining the Model Recordkeeping
and Retention Regulation and related materials.

Stanley R. Arnold, Steering Committee Chair
Commissioner
New Hampshire Department of Revenue Administration

March 1996





CONTENTS

Introduction ..............................................................................................................................1

Task Force on EDI Audit and Legal Issues for Tax Administration .................................2

Model Recordkeeping and Retention Regulation...............................................................3

Conclusion ................................................................................................................................5

Appendix A - Model Recordkeeping and Retention Regulation......................................7

Appendix B - Explanation and Commentary ....................................................................13

Appendix C - Steering Committee ......................................................................................19





MODEL RECORDKEEPING AND RETENTION REGULATION

A Report of the Steering Committee
Task Force on EDI Audit and Legal Issues for Tax Administration

Introduction
U.S. businesses are increasingly employ-

ing electronic data interchange (EDI)1  tech-
nology in the conduct of commerce.  The EDI
Group, Ltd. estimates that in 1995, nearly
100,000 U.S. businesses utilized EDI technol-
ogy.  Growth in the EDI market is expected to
average in excess of 15 percent per year to
the year 2000.2

At its simplest level, EDI involves the ex-
change of information and documents nec-
essary to a transaction between trading part-
ners via computerized or electronic means
rather than the exchange of paper documents.
For example, an EDI transaction might in-
volve ordering products through the elec-
tronic transmission of a purchase order to a
supplier, providing an electronic invoice to
the purchaser and paying the invoice through
electronic funds transfer once receipt of the
product is acknowledged.  In this manner, the
entire transaction can take place without cre-
ation of a paper document detailing the com-
modity purchased, the price of the commod-
ity, identification of the seller and purchaser,
location of delivery and whether or not tax
was paid on the transaction.3

Companies (and governments)4 employ
EDI technology for a number of reasons.  It
can reduce costs of operations and allow more
rapid and accurate transmission and capture

of important commercial information.  One
effect of EDI, however, is to eliminate the pa-
per records and detail source documents tra-
ditionally used in the tax administration pro-
cess. The increased use of EDI in the conduct
of normal business accordingly raises a num-
ber of issues and concerns for state tax ad-
ministrators and taxpayers alike.

From a taxpayer perspective, the absence
of traditional paper records raises issues such
as policies regarding the retention and avail-
ability of EDI transactions and records for ad-
ministration purposes, the retention and
availability of other electronically generated
records, the availability of electronic records
for audit purposes, and the educational needs
of auditors and taxpayers.

State tax agencies are likewise concerned
with the impact of EDI on tax administration.
A recent survey of revenue agencies indicated
that they were generally concerned about de-
veloping approaches to the audit of EDI-
based companies and securing the appropri-
ate training and education for their auditors.
Specific concerns of the states include (1) po-
tential alteration of electronic records; (2) state
access to electronic records; (3) the ability to
audit the taxpayer's system and access the
system documentation; and (4) training of
state auditors.5
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Task Force on  EDI Audit and
Legal Issues for Tax Administration

Taxpayers and tax administrators alike
agree that the nature of the issues involved
makes it desirable that taxpayers and tax ad-
ministrators work cooperatively to identify
and examine the impact of EDI on tax admin-
istration and audit.

In November 1994, the Federation of Tax
Administrators (FTA), after discussions with
various taxpayer groups, facilitated the for-
mation of a task force of state tax administra-
tors and taxpayer representatives to address
the issues posed by the use of EDI technol-
ogy and other similar business processes.
Formally titled the Task Force on  EDI Audit
and Legal Issues for Tax Administration, it
consists of representatives of the Committee
On State Taxation (COST), Institute of Prop-
erty Taxation (IPT), Tax Executives Institute
(TEI), Multistate Tax Commission (MTC),
FTA and Commissioners from several state
tax administration agencies.

Mission and Objectives.  The general mis-
sion of the Task Force is to coordinate efforts
between the business community and tax
administrators in analyzing and addressing
the issues posed for tax administration by
electronic data interchange and related busi-
ness processes.  The Task Force is responsible
for making recommendations to the govern-
ing bodies of the participating organizations
on the actions states and taxpayers should
take in addressing those issues.

Organization.  The work of the Task Force
has been accomplished by a Steering Com-
mittee and two Work Groups focusing on
specific areas and issues.

The Steering Committee  is chaired by
Stanley R. Arnold, Commissioner, New
Hampshire Department of Revenue Admin-

istration, and consists of twenty-two  persons,
including tax administrators and business
representatives from each of the participat-
ing organizations. The Steering Committee is
responsible for establishing the scope of work
of the Task Force, providing an initial identi-
fication of the issues to be addressed by the
Work Groups, and providing overall direc-
tion and assistance to the effort.  It serves as
the final reviewing entity for recommenda-
tions developed by the Work Groups. The
Steering Committee membership is listed in
Appendix C.

Two Work Groups have been formed.  The
Work Groups are comprised of tax agency
employees and taxpayer representatives with
expertise in required areas, e.g., auditors, law-
yers, tax managers, systems/technology
people, etc.  Each Work Group has co-leaders
— one tax administrator and one taxpayer
representative.

• The Legal Requirements and Recordkeeping
Work Group has generally focused on the
legal issues involved in the taxpayer
movement to EDI, with a particular focus
on recordkeeping and retention issues.  It
is co-chaired by Lloyd Callaway, Coca-
Cola Co., Atlanta, Georgia, and Marjorie
Welch, Assistant General Counsel, Okla-
homa Tax Commission.

• The EDI Audit Approaches Work Group has
focused on identifying the issues involved
when auditing electronic records and as-
sessing alternative approaches to the au-
dit of such records.  The Group has been
chaired by Stan Borawski, Michigan Bu-
reau of Revenue, and B.J. Denton, Koch
Industries, Wichita, Kansas.

The Federation of Tax Administrators has
provided general staff support to the Steer-
ing Committee and Work Groups.
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cies. The final version was adopted by the
Steering Committee at a meeting on Novem-
ber 15, 1995, in Salt Lake City, Utah.

Basic Framework.  In reviewing the regu-
lation, the reader should keep in mind sev-
eral general principles regarding what the
regulation is intended to be and what it is not
intended to be.  More specifically:

• The regulation has been developed as a
“model” regulation to allow it to be modi-
fied to meet certain particular require-
ments of various state laws such as reten-
tion periods and penalties for noncompli-
ance.  The regulation also allows states to
identify specific records or documents
they require to be retained in addition to
the general requirements specified in the
regulation.  No attempt was made to ad-
dress the nuances of each individual state
statute regarding each type of tax.  The
general requirements of the regulation
should, however, apply across all types of
taxes, and specific details can be ad-
dressed by states individually.

• The regulation is designed to cover not
only the retention of records created us-
ing EDI technology, but also the retention
and access to records generated through
other electronic means and maintained by
taxpayers in various computerized ac-
counting systems.  This approach was cho-
sen for two reasons.  The retention of EDI
records is so intertwined with other elec-
tronic systems for maintaining accounting
records that it cannot be realistically di-
vorced from the subject of computerized
accounting systems.  In addition, state
recordkeeping regulations did not appear
generally to have been updated so as to
capture the widespread use of such ac-
counting systems by all types of taxpay-

Current Status.  To this point, work of the
Task Force has focused on two issues deemed
by the Steering Committee to be of most im-
mediate interest:  (1) records retention require-
ments, including general legal requirements
surrounding electronic records and the nature
and availability of records necessary for tax
audit purposes; and (2) the approaches avail-
able to states in auditing a taxpayer using EDI
technology and other electronic recordkeeping
and accounting systems.  Within the latter
area, there are a number of issues including
the nature of the records required, use of com-
puter auditing techniques, access to the
taxpayer’s system and source documentation,
confidentiality requirements and the like.6

Model Recordkeeping
and Retention Regulation

The remainder of this report presents the
initial work product of the Legal and
Recordkeeping Work Group, namely a model
state administrative regulation to govern tax-
payer retention books and records, particu-
larly electronically generated and retained
records, for tax administration purposes.  The
text of the model regulation is presented in
Appendix A, and a detailed explanation and
commentary is presented in Appendix B.

The model regulation draws on a variety
of sources, including existing state regula-
tions, IRS Revenue Procedure 91-59 govern-
ing automated recordkeeping and accounting
systems, suggested revisions to Rev. Proc. 91-
59 which had been developed by the Tax Ex-
ecutive Institute, and a draft regulation by the
California Board of Equalization.  It was origi-
nally drafted by the Legal and Recordkeeping
Work Group and substantially revised dur-
ing several meetings of tax administrators and
business representatives from both the Work
Group and the Steering Committee.  A draft
was also circulated among all state tax agen-

Model Recordkeeping and Retention Regulation 3

Steering Committee Final Report



ers.   In addition to the actual retention of
records, the regulation addresses such top-
ics as access to the records during a tax
audit, maintenance of the records over
time, and conversion of hard-copy records
to other storage media.

•  The regulation attempts to balance the in-
terests of taxpayers and tax administra-
tion authorities and to create an environ-
ment which will make the tax administra-
tion process efficient for all parties.  As a
general approach, the regulation is fo-
cused on clearly identifying the responsi-
bilities and obligations imposed on tax-
payers to provide the books and records
necessary to verify that the correct  tax li-
ability has been reported and paid.  Be-
yond this, the regulation tends to provide
a taxpayer with considerable flexibility in
the manner in which it wishes to meet the
obligations.

• The regulation does not address the issue
of tax authority access to the taxpayer’s
EDI processing, accounting or other sys-
tems for purposes of verifying or evaluat-
ing the integrity and reliability of those
systems to provide accurate and complete
records.  While most observers consider
that such evaluations are important to the
tax administration process, it was consid-
ered beyond the scope of this effort to
specify any regulations governing those
evaluations.  The Audit Work Group is
developing suggested approaches to con-
ducting such evaluations, however.  More-
over, it was agreed by members of the
Steering Committee that state ability to
conduct such evaluations was within the
general authority of the states under their
authority to examine the books and
records of the taxpayer to determine tax
compliance.

Specific Elements.  Following is a sum-
mary of the most significant particular aspects
of the regulation:

• The general requirement imposed on tax-
payers is to retain those records necessary
to verify that the correct tax liability has
been reported and paid by  the taxpayer.

• If a taxpayer maintains records in both
hard copy and machine-sensible (i.e., elec-
tronic) forms, the taxpayer must provide
the state taxing authority with access to
the records in machine-sensible form at
the time of an audit if so requested by the
taxing authority.

• Taxpayers may in all instances demon-
strate tax compliance through traditional
paper records, but this does not eliminate
the requirement to provide access to
machine-sensible records if requested.

• Access to machine-sensible records may
be accomplished in a variety of ways, but
taxpayers must have the capacity to ex-
tract required records and convert them
to a standard record format at the request
of the taxing authority.

• Individual EDI transactions need not be
retained in their original format if the data
elements required to be retained under the
regulation are captured from the EDI
transaction and maintained in the
taxpayer’s accounting and recordkeeping
systems in accordance with the regulation.

• Original hard-copy records may be con-
verted to alternative storage media such
as microfilm, microfiche or various
“storage-only imaging systems,” pro-
vided that certain standards regarding
access, readability, and integrity are met.

Model Recordkeeping and Retention Regulation4
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Once converted, the original hard-copy
documents need no longer be retained for
tax administration purposes.

Conclusion
The model recordkeeping regulation rep-

resents the considerable work product of a
large number of tax administrators and tax-
payer representatives.  It attempts to achieve
a realistic balance between the needs of tax
administrators and the needs of taxpayers.
Above all, it is aimed at facilitating an effi-
cient and effective tax administration process.

Notes

1 For purposes of this document, the term EDI means
the computer-to-computer exchange of business docu-
ments in a structured format.

2 The EDI Group, Ltd., “1995 U.S. EDI Market Forecast
Summary,” November 1995.

3 For an excellent description of EDI technology and
its use in various business processes, see Richard Bort
and Gerald Beilfeldt, Handbook of EDI, New York: War-
ren, Gorham and Lamont, 1994. The discussion here
and throughout the report is primarily oriented toward
transactional taxes such as sales and use taxes; it is
equally relevant to operational (e.g., income taxes)
where transactional detail is examined to determine
the accuracy of reported income details.

4 Government use of EDI is not the subject of this re-
port.  For a discussion of this topic, however, see
Jonathan Lyon, “Cooperation a Key to Successful EDI
Implementation,” Tax Administrators News, September
1995, p. 86.

5 “State Audit Concerns on Business Use of EDI
Paperless Processes,” FTA Bulletin B-436, February 4,
1994.  Available from Federation of Tax Administra-
tors.

6 The EDI Audit Approaches Work Group has com-
pleted a draft of recommendations for states and tax-
payers on a series of issues it identified regarding the
audit of taxpayers in an electronic environment.  Those
draft recommendations and related discussions are
currently (March 1996) circulating among Work Group
members for review and comment.  It is expected to
be presented to the Steering Committee for review,
revision and ultimate approval in a May 1996 time
frame.
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APPENDIX  A

MODEL RECORDKEEPING

AND RETENTION REGULATION

1. PURPOSE

1.1 The purpose of this regulation is to de-
fine the requirements imposed on tax-
payers for the maintenance and reten-
tion of books, records, and other sources
of information under [insert appropriate
citations to state tax statutes].  It is also the
purpose of the regulation to address
these requirements where all or a part
of the taxpayer’s records are received,
created, maintained or generated
through various computer, electronic
and imaging processes and systems.

2. DEFINITIONS

2.1 For purposes of this regulation, these
terms shall be defined as follows:

2.1.1 “Database Management System”
means a software system that
controls, relates, retrieves, and
provides accessibility to data
stored in a database.

2.1.2 “Electronic data interchange” or
“EDI technology” means the
computer-to-computer exchange
of business transactions in a stan-
dardized structured electronic
format.

2.1.3 “Hard copy” means any docu-
ments, records, reports or other
data printed on paper.

2.1.4 “Machine-sensible record”
means a collection of related in-
formation in an electronic format.
Machine-sensible records do not
include hard-copy records that
are created or recorded on paper
or stored in or by an imaging sys-
tem such as microfilm, micro-
fiche, or storage-only imaging
systems.

2.1.5 “Storage-only imaging system”
means a system of computer
hardware and software that pro-
vides for the storage, retention
and retrieval of documents origi-
nally created on paper.  It does
not include any system, or part
of a system, that manipulates or
processes any information or
data contained on the document
in any manner other than to re-
produce the document in hard
copy or as an optical image.

2.1.6 “Taxpayer” as used in this regu-
lation means [insert state’s appli-
cable definition of taxpayer and other
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persons required to maintain records
necessary to determination of tax li-
ability].

3. RECORDKEEPING REQUIREMENTS-
GENERAL

3.1 A taxpayer shall maintain all records
that are necessary to a determination of
the correct tax liability under [insert ap-
propriate citations to state tax statutes].  All
required records must be made available
on request by the [state taxing authority]
or its authorized representatives as pro-
vided for in [insert appropriate citations to
state tax statutes].  Such records shall in-
clude, but not be necessarily limited to:

[Insert elements of state law which require
certain records to be retained (e.g., books of
account, invoices, sales receipts), or specific
tax elements or transactions (e.g., credits,
exemptions etc.) for which particular records
may be required.]

3.2 If a taxpayer retains records required to
be retained under this regulation in both
machine-sensible and hard-copy for-
mats, the taxpayer shall make the
records available to the [state taxing au-
thority] in machine-sensible format upon
request of the [state taxing authority].

3.3 Nothing in this regulation shall be con-
strued to prohibit a taxpayer from dem-
onstrating tax compliance with tradi-
tional hard-copy documents or repro-
ductions thereof, in whole or in part,
whether or not such taxpayer also has
retained or has the capability to retain
records on electronic or other storage
media in accordance with this regula-
tion.  However, this subsection shall not

relieve the taxpayer of the obligation to
comply with subsection 3.2 of this regu-
lation.

4. RECORDKEEPING REQUIREMENTS-
MACHINE-SENSIBLE RECORDS

4.1 General Requirements

4.1.1 Machine-sensible records used to
establish tax compliance shall
contain sufficient transaction-
level detail information so that
the details underlying the
machine-sensible records can be
identified and made available to
the [state taxing authority] upon
request.  A taxpayer has discre-
tion to discard duplicated records
and redundant information pro-
vided its responsibilities under
this regulation are met.

4.1.2 At the time of an examination, the
retained records must be capable
of being retrieved and converted
to a standard record format.

4.1.3 Taxpayers are not required to
construct machine-sensible
records other than those created
in the ordinary course of busi-
ness.  A taxpayer who does not
create the electronic equivalent of
a traditional paper document in
the ordinary course of business is
not required to construct such a
record for tax purposes.

4.2 Electronic Data Interchange Require-
ments

4.2.1 Where a taxpayer uses electronic
data interchange processes and

Model Recordkeeping and Retention Regulation8
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technology, the level of record
detail, in combination with other
records related to the transac-
tions, must be equivalent to that
contained in an acceptable paper
record.  For example, the retained
records should contain such in-
formation as vendor name, in-
voice date, product description,
quantity purchased, price,
amount of tax, indication of tax
status, shipping detail, etc.  Codes
may be used to identify some or
all of the data elements, provided
that the taxpayer provides a
method which allows the [state
taxing authority] to interpret the
coded information.

4.2.2 The taxpayer may capture the
information necessary to satisfy
section 4.2.1 at any level within
the accounting system and need
not retain the original EDI trans-
action records provided the au-
dit trail, authenticity, and integ-
rity of the retained records can be
established.  For example, a tax-
payer using electronic data inter-
change technology receives elec-
tronic invoices from its suppliers.
The taxpayer decides to retain the
invoice data from completed and
verified EDI transactions in its ac-
counts payable system rather
than to retain the EDI transac-
tions themselves.  Since neither
the EDI transaction nor the ac-
counts payable system captures
information from the invoice per-
taining to product description
and vendor name (i.e., they con-
tain only codes for that informa-
tion), the taxpayer also retains

other records, such as its vendor
master file and product code de-
scription lists and makes them
available to the [state taxing au-
thority].  In this example, the tax-
payer need not retain its EDI
transaction for tax purposes.

4.3 Electronic Data Processing Systems Re-
quirements

4.3.1 The requirements for an elec-
tronic data processing accounting
system should be similar to that
of a manual accounting system,
in that an adequately designed
accounting system should incor-
porate methods and records that
will satisfy the requirements of
this regulation.

4.4 Business Process Information

4.4.1 Upon the request of the [state tax-
ing authority], the taxpayer shall
provide a description of the busi-
ness process that created the re-
tained records.  Such description
shall include the relationship be-
tween the records and the tax
documents prepared by the tax-
payer and the measures em-
ployed to ensure the integrity of
the records.

4.4.2 The taxpayer shall be capable of
demonstrating

(a) the functions being performed
as they relate to the flow of data
through the system;

(b) the internal controls used to
ensure accurate and reliable
processing; and

Model Recordkeeping and Retention Regulation 9
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(c) the internal controls used to
prevent unauthorized addi-
tion, alteration, or deletion
of retained records.

4.4.3 The following specific documen-
tation is required for machine-
sensible records retained pursu-
ant to this regulation:

(a) record formats or layouts;

(b) field definitions (including
the meaning of all codes
used to represent informa-
tion);

(c) file descriptions (e.g., data
set name); and

(d) detailed charts of accounts
and account descriptions.

5. RECORDS MAINTENANCE
REQUIREMENTS

5.1 The [state taxing authority] recommends
but does not require that taxpayers re-
fer to the National Archives and Record
Administration’s (NARA) standards for
guidance on the maintenance and stor-
age of electronic records, such as the la-
beling of records, the location and secu-
rity of the storage environment, the cre-
ation of back-up copies, and the use of
periodic testing to confirm the contin-
ued integrity of the records. [The NARA
standards may be found at 36 Code of
Federal Regulations, Part 1234, July 1,
1995, edition.]

5.2 The taxpayer’s computer hardware or
software shall accommodate the extrac-

tion and conversion of retained  machine-
sensible records.

6. ACCESS TO MACHINE-SENSIBLE
RECORDS

6.1 The manner in which the [state taxing
authority ] is provided access to machine-
sensible records as required in subsec-
tion 3.2 of this regulation may be satis-
fied through a variety of means that shall
take into account a taxpayer’s facts and
circumstances through consultation
with the taxpayer.

6.2 Such access will be provided in one or
more of the following manners:

6.2.1 The taxpayer may arrange to pro-
vide the [state taxing authority]
with the hardware, software and
personnel resources to access the
machine-sensible records.

6.2.2 The taxpayer may arrange for a
third party to provide the hard-
ware, software and personnel re-
sources necessary to access the
machine-sensible records.

6.2.3 The taxpayer may convert the
machine-sensible records to a
standard record format specified
by the [state taxing authority], in-
cluding copies of files, on a mag-
netic medium that is agreed to by
the [state taxing authority].

6.2.4 The taxpayer and the [state tax-
ing authority] may agree on other
means of providing access to the
machine-sensible records.

Model Recordkeeping and Retention Regulation10
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7. TAXPAYER RESPONSIBILITY
AND DISCRETIONARY AUTHORITY

7.1 In conjunction with meeting the require-
ments of section 4, a taxpayer may cre-
ate files solely for the use of the [state
taxing authority].  For example, if a data
base management system is used, it is
consistent with this regulation for the
taxpayer to create and retain a file that
contains the transaction-level detail from
the data base management system and
that meets the requirements of section
4.  The taxpayer should document the
process that created the separate file to
show the relationship between that file
and the original records.

7.2 A taxpayer may contract with a third
party to provide custodial or manage-
ment services of the records.  Such a con-
tract shall not relieve the taxpayer of its
responsibilities under this regulation.

8. ALTERNATIVE STORAGE MEDIA

8.1 For purposes of storage and retention,
taxpayers may convert hard-copy docu-
ments received or produced in the nor-
mal course of business and required to
be retained under this regulation to
microfilm, microfiche or other storage-
only imaging systems and may discard
the original hard-copy documents, pro-
vided the conditions of this section are
met.  Documents which may be stored
on these media include, but are not lim-
ited to general books of account, jour-
nals, voucher registers, general and sub-
sidiary ledgers, and supporting records
of details, such as sales invoices, pur-
chase invoices, exemption certificates,
and credit memoranda.

Model Recordkeeping and Retention Regulation 11
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8.2 Microfilm, microfiche and other storage-
only imaging systems shall meet the fol-
lowing requirements:

8.2.1 Documentation establishing the
procedures for converting the
hard-copy documents to micro-
film, microfiche or other storage-
only imaging system must be
maintained and made available
on request.  Such documentation
shall, at a minimum, contain a
sufficient description to allow an
original document to be followed
through the conversion system as
well as internal procedures estab-
lished for inspection and quality
assurance.

8.2.2 Procedures must be established
for the effective identification,
processing, storage, and preser-
vation of the stored documents
and for making them available
for the period they are required
to be retained under section 10.

8.2.3 Upon request by the [state taxing
authority], a taxpayer must pro-
vide facilities and equipment for
reading, locating, and reproduc-
ing any documents maintained
on microfilm, microfiche or other
storage-only imaging system.

8.2.4 When displayed on such equip-
ment or reproduced on paper, the
documents must exhibit a high
degree of legibility and readabil-
ity.  For this purpose, legibility is
defined as the quality of a letter
or numeral that enables the ob-
server to identify it positively and
quickly to the exclusion of all



other letters or numerals.  Read-
ability is defined as the quality of
a group of letters or numerals
being recognizable as words or
complete numbers.

8.2.5 All data stored on microfilm,
microfiche or other storage-only
imaging systems must be main-
tained and arranged in a manner
that permits the location of any
particular record.

8.2.6 There is no substantial evidence
that the microfilm, microfiche or
other storage-only imaging sys-
tem lacks authenticity or integ-
rity.

9. EFFECT ON HARD-COPY
RECORDKEEPING REQUIREMENTS

9.1 Except as otherwise provided in this sec-
tion, the provisions of this regulation do
not relieve taxpayers of the responsibil-
ity to retain hard-copy records that are
created or received in the ordinary
course of business as required by exist-
ing law and regulations.  Hard-copy
records may be retained on a
recordkeeping medium as provided in
section 8 of this regulation.

9.2 If hard-copy records are not produced
or received in the ordinary course of

transacting business (e.g., when the tax-
payer uses electronic data interchange
technology), such hard-copy records
need not be created.

9.3 Hard-copy records generated at the time
of a transaction using a credit or debit
card must be retained unless all the de-
tails necessary to determine correct tax
liability relating to the transaction are
subsequently received and retained by
the taxpayer in accordance with this
regulation.  Such details include those
listed in subsection 4.2.1.

9.4 Computer printouts that are created for
validation, control, or other temporary
purposes need not be retained.

9.5 Nothing in this section shall prevent the
[state taxing authority] from requesting
hard-copy printouts in lieu of retained
machine-sensible records at the time of
examination.

10. RECORDS RETENTION -
TIME PERIOD

10.1 All records required to be retained un-
der this regulation shall be preserved
pursuant to [insert adopting state’s appli-
cable statutory citation] unless the [state
taxing authority]  has provided in writ-
ing that the records are no longer re-
quired.
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APPENDIX B

MODEL RECORDKEEPING AND RETENTION REGULATION
Explanation and Commentary

Section 1. Purpose
The purpose is stated as defining the record
retention and maintenance requirements im-
posed under state tax statutes and further to
address those requirements as they apply to
records created, maintained or received
through various computer, electronic and
imaging processes and systems.

Section 2. Definitions
The following terms are defined: data base
management system, electronic data inter-
change, hard-copy record, machine-sensible
record, storage-only imaging systems, and
taxpayer.

Section 3. Recordkeeping Requirements -
General

This section establishes the general
recordkeeping requirements imposed on all
taxpayers without regard to whether they use
paper, computer or electronic processes, sys-
tems or technology.  The obligation is stated
as a requirement to maintain those records
necessary to determine the correct tax liabil-
ity of the taxpayer.

Subsection 3.1  contains the basic requirement
to retain all records necessary to the correct
determination of tax liability and to make
such records available to the state taxing au-
thority.  It also allows each state to list spe-
cific types of records (e.g., books of account,

invoices, sales receipts) or specific tax ele-
ments or transactions (e.g., credits, exemp-
tions etc.) for which particular records may
be required.  Differing specific requirements
can be provided for different types of taxes,
e.g., motor fuel, sales tax, etc.

Subsection 3.2  provides that where a taxpayer
maintains records in both machine-sensible
(i.e., electronic) and hard-copy form as part
of the normal business process, such taxpayer
shall provide the records to the state taxing
authority in machine-sensible form upon re-
quest.  The subsection is intended to insure
that the state taxing authority has access to
appropriate machine-sensible records for ex-
amination purposes should it so desire.  State
taxing authorities may also request that the
appropriate records be provided for exami-
nation purposes in hard-copy form.  See also
subsection 9.5.

Subsection 3.3  further provides that the regu-
lation does not preclude the taxpayer from
demonstrating tax compliance with tradi-
tional hard-copy documents even if the tax-
payer has maintained machine-sensible
records.  The subsection does not relieve the
taxpayer of the obligation to provide
machine-sensible records if required under
subsection 3.2.  It is intended instead to allow
a taxpayer to demonstrate tax compliance
with information in hard-copy records if such
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are needed to supplement or clarify informa-
tion in the machine-sensible records or if it is
otherwise determined that use of hard-copy
records is the best means of determining the
correct tax liability.

Section 4. Recordkeeping Requirements
- Machine-Sensible Records

This section defines the requirements im-
posed on taxpayers when relevant records are
generated or maintained through electronic
means.  It contains several subsections:

Subsection 4.1 outlines the general require-
ments related to the retention of machine-
sensible records.  Subsection 4.1.1 requires that
machine-sensible records must contain suffi-
cient transaction-level information to allow
the records relating to an individual transac-
tion to be identified and made available to
the state taxing authority on request.  It is
understood that for certain taxpayers with
large volumes of sales transactions, source
detail on individual sales transactions may not
be available for prior years.  Summary reports
containing transaction-level detail  and docu-
mentation on the preparation of the reports
from individual transactions should, how-
ever,  be available under the regulation.  More-
over, taxpayers indicate that on a prospective
basis, testing of the system and examination
of source detail for a finite period could be
done.1   It is expected that individual transaction-
level detail on purchase transactions will be
available for examination for use tax pur-
poses.

The subsection also authorizes the taxpayer,
in his/her discretion, to discard duplicated
or redundant records and information.  For
example, departmental records stored in de-
partmental data files  that are duplicated in a
central system could be discarded provided
that all required information in the depart-

mental records (including the department
identification) is contained in the central sys-
tem and the requirements of the regulation
are met.  Similarly, daily or weekly data files
could be discarded provided that appropriate
monthly, quarterly or annual data files with
the ability to access appropriate transaction-
level records are available.

Subsection 4.1.2  further provides that ma-
chine-sensible records must be capable of be-
ing retrieved from the computer system and
converted to a standard record format that
will facilitate use of the records during an ex-
amination.  This requirement is intended to
facilitate the use of computer-assisted audit
techniques in examining large volumes of
transactions.  It is expected that the determi-
nation of the precise format of the data and
the nature of the access to the electronic
records will be determined in conjunction
with the taxpayer. [See related items in Sec-
tion 6.]

Subsection 4.1.3 provides that taxpayers will
not be required to create the electronic equiva-
lent of a traditional paper document unless
that type of electronic record is created in the
normal course of business.  For example, tax-
payers receiving invoices using electronic
data interchange may not create or retain an
electronic invoice file.  Instead, they may take
the data elements, required to be retained
pursuant to Section  3.1, from the EDI record
and transfer it directly to the accounts pay-
able and other systems without retention of
individual invoice data.  Under the regula-
tion, the taxpayer could not be required to
produce an electronic invoice provided that
transaction-level details on the purchase were
available.  They must, however, be able to
provide complete information to determine
that the correct tax liability for the transac-
tion was paid.
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Subsection 4.2 outlines the requirements for
records received through electronic data in-
terchange.  Subsection 4.2.1  provides that for
taxpayers using EDI, the level of detail re-
tained from an EDI transaction, in combina-
tion with other records related to the transac-
tion, must be equivalent to that required in
paper records.  For example, the data ele-
ments retained would include information on
the vendor, commodity purchased, tax paid,
etc.  Codes may be used to identify some or
all of the data elements in the EDI transac-
tion provided the state taxing authority is
provided  access to any code lists or other in-
formation necessary to interpret the transac-
tion.  It also provides that if the requirements
of the regulation are met, the taxpayer need
not retain the original EDI transaction data.

Subsection 4.2.2  provides that the information
necessary to satisfy subsection 4.2.1 can be
captured at any point in the accounting sys-
tem, [e.g., invoice-related information can be
captured in the accounts payable and other
systems, rather than being retained sepa-
rately] provided that the taxpayer can dem-
onstrate the audit trail, authenticity and in-
tegrity of the processes through which the EDI
transaction is parceled to the various other
systems and that the required data is retained.
If the taxpayer is capable of meeting these
conditions, the original EDI transaction file
need not be retained for examination by the
taxing authority.

Subsection 4.3 establishes that electronic data
processing accounting systems employed by
taxpayers should incorporate methods and
records that will satisfy the requirements of
the regulation.

Subsection 4.4 provides that the taxpayer, at
the request of the state taxing authority, is

required to provide a description or docu-
mentation of the various business processes
involved with the creation, retention and
maintenance of the records being examined
and the internal controls associated with those
systems.  Subsection 4.4.1 provides that the
documentation is to include a description of
the relationship between the records substan-
tiating tax liability and the tax returns filed
by the taxpayer as well as the measures used
to ensure the integrity of the records.  Subsec-
tion 4.4.2  establishes that the taxpayer must
be capable of demonstrating the functions and
processes being performed and the flow of
data through the various systems as well as
the internal controls used to assure reliable
and authentic records and to prevent unau-
thorized alteration of the records.  Subsection
4.4.3 establishes specific documentation re-
quirements for retained machine-sensible
records, including record formats, field defi-
nitions, code definitions and charts of ac-
counts and associated descriptions.

Section 5. Machine-Sensible Records
Maintenance Requirements

This section provides general guidance on the
maintenance of the electronic records which
are required to be kept or retained.  Subsection
5.1 recommends that taxpayers refer to stan-
dards of the National Archives and Records
Administration for guidance on the subject.
Subsection 5.2  further provides that the
taxpayer’s computer hardware and software
shall accommodate the extraction and conver-
sion of retained records.  The intent of sub-
section 5.2 is to establish that even as a
taxpayer’s computer hardware and software
change over time, the taxpayer has an obli-
gation to be able to access retained machine-
sensible records and provide them to the state
taxing authority in a standard record format
at the time of an examination.

Model Recordkeeping and Retention Regulation 15

Appendix B - Explanation and Commentary



Section 6. Access to Machine-Sensible
Records

Subsection 6.1 provides that the manner in
which a state taxing authority is to be pro-
vided access to machine-sensible records as
required in subsection 3.2 is to be developed
in consultation with the taxpayer and reflect
the facts and circumstances of each taxpayer.
Subsection 6.2  outlines a variety of alterna-
tives for providing such access including
through use of the taxpayer’s computer fa-
cilities and personnel, use of a third-party,
conversion to a format and medium agreed
to by the state taxing authority for process-
ing either on-site or off-site with computer
resources of the state taxing authority, or such
other means as may be determined by the
state and the taxpayer.  The premise underly-
ing this section is that decisions regarding
access to electronic records should be capable
of being mutually reached between the state
and the taxpayer.  These decisions should re-
flect the needs and preferences of both par-
ties and facilitate the efficient conduct of an
examination.  In cases where there is an irrec-
oncilable dispute between the taxpayer and
the state taxing authority as to the manner in
which access is to be provided, state law will
control the outcome.

Section  7. Taxpayer Responsibility and
Discretionary Authority

Subsection 7.1 provides that in meeting its
obligations under the regulation, a taxpayer
may create special files for use by the tax au-
thority.  This procedure would be used, for
example, if a taxpayer chose to create an ex-
tract of the transaction-level details in its
records for the state taxing authority to use
in a computer-assisted audit, instead of allow-
ing the taxing authority to access the records
directly.  In such a case, the taxing authority
would specify the records and data elements
it wished to have extracted.   Subsection 7.2

provides that a taxpayer may use a third party
to provide record management services.  In
such cases, a taxpayer retains the obligation
to meet the requirements of the regulation.

Section 8. Alternative Storage Medium
Subsection 8.1 provides generally that as an
alternative to the retention of paper docu-
ments and records, taxpayers may convert
such records to microfilm, microfiche and
other alternative "storage-only imaging sys-
tems." By definition (Section 2), a storage-only
imaging system is one that is not designed to
and does not include the ability to manipu-
late or process information in the imaged
record other than to print a hard copy of such
record, If the requirements of section 8 are
met, the taxpayer is not required to retain
hard-copy documents converted to alterna-
tive storage media for tax purposes.

Subsection 8.2 outlines the specific require-
ments that such records storage and conver-
sion systems must meet.  They include the
availability of documentation of the system
(§8.2.1), procedures for identifying, process-
ing and storing the imaged documents
(§8.2.2), access to facilities for reading, locat-
ing and reproducing the stored documents
(§8.2.3), standards for readability and legibil-
ity of the stored records (§8.2.4), an ability to
trace individual documents and records
(§8.2.5), and ability to assure the integrity of
the records (§8.2.6).

Section 9. Effect on Hard-copy
Recordkeeping Requirements

This section generally outlines that unless
otherwise provided, the regulation does not
relieve the taxpayer of retaining hard-copy
records received or produced in the normal
course of business.  Subsection 9.1 provides
that the hard-copy records and documents
that have been converted to an alternative
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storage medium in accord with Section 8 need
no longer be retained for tax purposes.  Sub-
section 9.2 provides that if hard-copy records
are not created or produced in the normal
course of business, such hard-copy records
need not be created.  Subsection 9.3 provides
that hard-copy records generated at the time
a transaction is entered into using debit cards
or credit cards (i.e., sales receipts) must be
retained unless all the details necessary to
determine correct tax liability regarding the
transaction are later received and retained by
the taxpayer.  The information required
would include the vendor, item purchased,
tax paid, shipping details, etc.  It should not
be assumed by taxpayers that the periodic
billing statements associated with a credit or
debit card will normally provide the required
information.  Subsection 9.4 establishes that

computer printouts produced for control or
validation purposes need not be retained.
Subsection 9.5  allows the state tax authority
to require production of hard-copy records in
lieu of machine-sensible records during an
examination.

Section 10. Record Retention Periods
This section provides that required records
shall be retained for the period required un-
der state law unless the state taxing author-
ity provides in writing that they are no longer
necessary.
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1 Some states have expressed a preference for address-
ing this situation through a records retention limita-
tion agreement with taxpayers.
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