Formal Issue Paper Number 00 - 050

AGENDA — December 12, 2000 Business Taxes Committee Meeting
Proposed Revisions to Audit Manual Chapter 8, Bars and Restaurants

Action 1 — Consent Item(s)

Proposed revision to Audit Manual Chapter 8, Bars and Restaurants,
other than Sections 0806.42, 0806.43, 0806.55, and 0806.60.

Adopt proposed revisions as agreed upon by interested parties and
staff (illustrated in Exhibit 3).

Action 2 —
Overpour and Spillage For Liquor (0806.42)

Exhibit 2, pages 1 -2

Adopt either:

1) Staff’srecommendation to maintain the 8% overpouring and
spillage alowance as previoudy published in the Audit Manual,
or

2) Industry’s proposal to increase the overpouring and spillage
allowance to 25%.

Action 3—
Overpouring, Spillage, and Spoilage for Wine (0806.43)

Exhibit 2, pages2 - 3

Adopt either:

1) Staff’s recommendation to incorporate language to provide for a
standard 3% wine allowance (representing wine loss due to
overpouring, spillage, and spoilage), or

2) Industry’s proposal to incorporate language to provide for a
standard 21% wine allowance (representing wine loss due to
overpouring, spillage, and spoilage).

Action 4 —
Draft Beer- Drink Size and Product L oss (0806.55)

Exhibit 2, pages 3-8

Adopt either:

1) Staff’s recommendation to incorporate language to provide for a
standard 3% allowance on draft beer (representing draft beer
overpour, spillage, and waste), or

2) Industry’s proposal to incorporate language to provide for a
standard 29% allowance on draft beer (representing draft beer
overpour, spillage, and waste).

Action 5 —
Allowance for Bottled Beer (0806.60)

Exhibit 2, pages8 -9

Adopt either:

1) Staff’s recommendation to not incorporate an additional
allowance for loss of bottled beer, or

2) Industry’s proposa to incorporate language to provide for a
standard 15% allowance on bottled beer (representing spillage,
breakage, and theft).
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AGENDA — December 12, 2000 Business Taxes Committee Meeting
Proposed Revisions to Audit Manual Chapter 8, Bars and Restaurants

Action 6 — Approval to Publish

Approve the publication of the proposed revisions to Audit Manual
Chapter 8, Bars and Restaurants, as adopted in the above actions.

Operative Date:.  None
Implementation:  Upon Board approval.

6 10 ¢ abed
epuaby

0G0 - 00 JsgwnpN Jaded anss| jfew.oH



AGENDA — December 12, 2000 Business Taxes Committee Meeting
Proposed Revisions to Audit Manual Chapter 8, Bars and Restaurants

Action ltem

Staff and Industry’s Proposed Regulatory L anguage

Action 1 — Consent Item(s)

Proposed revisions to Audit Manua
Chapter 8, Bars and Restaurants, other
than Sections 0806.42, 0806.43, 0806.55,
and 0806.60

Refer to Exhibit 3 for revised text.
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AGENDA — December 12, 2000 Business Taxes Committee Meeting
Proposed Revisions to Audit Manual Chapter 8, Bars and Restaurants

Action Item L anguage Proposed by Staff Language Proposed by Industry

ACTION 2 - OVERPOUR AND SPILLAGE FOR LIQUOR (0806.42) | OVERPOUR AND SPILLAGE FOR LIQUOR (0806.42)
Afterthe size- ot the drink-s-established-aAn 8% Afterthe size ot the drinkisestablished; A 25% overpour

Overpour and overpodrand-spithage alowance is given to the extent of | and-spillage allowance is given to the extent of total

Spillage for total distilled spirits purchased (excludes beer and wine). | distilled spirits purchased (excludes beer and wine). This

Liquor This dlowance is commonly referred to as an allowance is commonly referred to as an “ overpouring

(Section “overpouring and spillage allowance. The “overpouring | and spillage alowance. The " overpouring and spillage

0806.42) and spillage allowance” accounts for factors such as allowance” accounts for factors such as overpouring,
overpouring, spillage, waste, and breakage. Any spillage, waste, and breakage. Any adjustment greater
adjustment greater than 8% for overpouring and spillage | than 25% for overpouring and spillage must be clearly
must be clearly explained in the audit working papersand | explained in the audit working papers and well
well documented by the taxpayer. The Useefthetables documented by the taxpayer. The Use-of-the tables at the
at the end of this chapter in Exhibits 7 — 10 automatically | end of this chapter in Exhibits 7 — 10 automatically
provides for this 8% allowance. provides for this 25% allowance.

ACTION 3- OVERPOURING, SPILLAGE, AND SPOILAGE FOR OVERPOURING, SPILLAGE, AND SPOILAGE FOR
WINE (0806.43) WINE (0806.43)

Overpouring, A 3% alowanceis provided to the extent of total wine A 21% allowance is provided to the extent of total wine

Spillage, and purchased. This alowance is commonly referredto asan | purchased. This allowance is commonly referred to as an

Spoilage for “overpouring, spillage, and spoilage” allowance, and “overpouring, spillage, and spoilage” allowance, and

Wine represents the variations in pour size and wine that has represents the variations in pour size and wine that has

(Section been discarded. Any adjustment greater than 3% for been discarded. Any adjustment greater than 21% for

0806.43) overpouring, spillage, and spoilage must be clearly overpouring, spillage, and spoilage must be clearly
explained in the audit working papers and well explained in the audit working papers and well
documented by the taxpayer. documented by the taxpayer.

ACTION 4 - DRAFT BEER-DRINK SIZE AND PRODUCT LOSS DRAFT BEER-DRINK SIZE AND PRODUCT LOSS

Draft Beer-Drink
Size and Product
Loss

(Section
0806.55)

(0806. 55)

(0806.55)

when—seltveel—t&theeustemePThe audltor must be aware

whelq—sep\feel—te%heeustemelLThe audltor must be aware
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AGENDA — December 12, 2000 Business Taxes Committee Meeting
Proposed Revisions to Audit Manual Chapter 8, Bars and Restaurants

Action ltem

L anguage Proposed by Staff

Language Proposed by Industry

of other factors that affect the drink size for draft beer.

of other factors that affect the drink size for draft beer.

Thefirst factor isthe “head” of foam served in a glass of

Thefirst factor isthe “head” of foam served in a glass of

beer. Depending on the height-of-the-head type of beer

beer. Depending on the height-of- the-head type of beer and

and the shape of the glass, thisgain the “head” of foam
served in aglass of beer can range from one-half to two
ounces. The*head” of foam in aglass of beer will offset

the shape of the glass, this-gain the “head” of foam served in
aglass of beer can range from one-half to two ounces. The
“head” of foam in aglass of beer will offset |osses sustained

| osses sustained from overpouring, spillage, beer leftin

from overpouring, spillage, beer left in the keg, etc.

the keg, etc.

To quantify the effects of the offset allowed inthe “head,” a

To quantify the effects of the offset dllowed inthe “head,” a

bar may serve draft beer in atwel ve-ounce glass with as

bar may serve draft beer in atwe ve-ounce glass with as

much as atwo ounce head in each glass. However, the

much as atwo ounce head in each glass. However, the

auditor will still use the twelve-ounce glass sizeto
determine the number of drinks served from the keg of beer.

auditor will still use the twelve-ounce glass sizeto
determine the number of drinks served from the keg of beer.

This method amounts to a 20% allowance for losses
sustained from overpouring, spillage, beer left in the keg,

This method amounts to a 20% allowance for losses
sustained from overpouring, spillage, beer left in the keg,

€fC.

However, this method does not account for any loss if

€fC.

However, this method does not account for any loss if

thereis very little “head” of foam in the glass of beer. To

thereis very little “head” of foam in the glass of beer. To

account for draft losses, a standard 3% overpour and
spillage allowance is provided. The 3% overpour and

account for draft losses, a standard 29% overpour and
spillage allowance is provided. The 29% overpour and

spillage allowance accounts for draft beer overpour,
spillage, and waste (e.g., inaccessible beer |eft in the keg,

spillage allowance accounts for draft beer overpour,
spillage, and waste (e.g., inaccessible beer |€eft in the keg,

cleaning or flushing keg lines, waste in tapping a new keg

cleaning or flushing keg lines, waste in tapping anew keg

or re-tapping, etc.) Self-consumption or pilferage are not

or re-tapping, etc.) Self-consumption or pilferage are not

included in this alowance as they are adjusted separately

included in this alowance as they are adjusted separately

and the salf-consumption should be noted on the Bar Fact

and the salf-consumption should be noted on the Bar Fact

Sheet. This 3% overpour and spillage allowance should not

Sheet. This 29% overpour and spillage allowance should

be made separately in the audit working papers since the

not be made separately in the audit working papers since the

tablein Exhibit 12 incorporates this 3% allowance.
Therefore, the alowance for overpour and spillage will be

tablein Exhibit 12 incorporates this 29% alowance.
Therefore, the alowance for overpour and spillage will be

the combination of an allowance created by the “head” of

the combination of an allowance created by the “head” of

foam in each glass and the 3% allowance provided in the

foam in each glass and the 29% allowance provided in
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AGENDA — December 12, 2000 Business Taxes Committee Meeting
Proposed Revisions to Audit Manual Chapter 8, Bars and Restaurants

Action ltem

L anguage Proposed by Staff

Language Proposed by Industry

table.

In addition to self-consumption (including the treating of

thetable.

In addition to self-consumption (including the treating of

customers) and pilferage, the following list of account

customers) and pilferage, the following list of account

variables may affect the percentage of draft beer |oss.

variables may affect the percentage of draft beer |oss.

With the exception of the tapping/retapping of akeg and

With the exception of the tapping/retapping of akeg and

the cleaning of thelines, the loss attributable to the
remaining variables can be controlled by the taxpayer

the cleaning of thelines, the loss attributable to the
remaining variables can be controlled by the taxpayer

through proper installation, temperature and mai ntenance

through proper installation, temperature and mai ntenance

of the equipment along with the proper training of bar

of the equipment along with the proper training of bar

personnel.

» Tapping and Retapping: When a keg goes empty
(referred to as “blowing akeg”), a certain amount of
beer islost in the ling, the down tube and dish. The
tapping/re-tapping of akeg can equateto acertain

loss per each foot of line, depending on the length and

personnel.

» Tapping and Retapping: When a keg goes empty
(referred to as “blowing akeg”), a certain amount of
beer islost in the ling, the down tube and dish. The
tapping/re-tapping of akeg can equateto acertain
loss per each foot of line, depending on the length and

diameter of theline, because the taxpayer must refill

the down tube and the beer line in addition to purging

of f the excess foam. However, kegs tapped in a series

lose considerably |ess beer (i.e., multiple kegs are
connected in a series through the draft lines).

e Thebeer manufacturers require that the draft lines be
cleaned on a periodic basis (e.g., once every two
weeks). The beer distributors generally make
arrangements with the bar owner (taxpayer) to
comply with the manufacturer’ s requirements on the

frequency of the cleanings per month. The amount of

diameter of the line, because the taxpayer must refill
the down tube and the beer line in addition to purging
off the excess foam. However, kegs tapped in a series
lose considerably |ess beer (i.e., multiple kegs are
connected in a series through the draft lines).

e Thebeer manufacturers require that the draft lines be
cleaned on a periodic basis (e.g., once every two
weeks). The beer distributors generally make
arrangements with the bar owner (taxpayer) to
comply with the manufacturer’ s requirements on the
frequency of the cleanings per month. The amount of

beer loss is dependent on the number of cleanings, the

beer loss is dependent on the number of cleanings, the

length of the lines, and diameter of the beer lines.
Thisinformation may be confirmed by an
examination of the invoicesfor the beer lines. In

addition, the beer distributors recommend that at |east

length of the lines, and diameter of the beer lines.
This information may be confirmed by an
examination of the invoices for the beer lines. In
addition, the beer distributors recommend that at |east

one beer per line be discarded after each cleaning to

one beer per line be discarded after each cleaning to
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AGENDA — December 12, 2000 Business Taxes Committee Meeting
Proposed Revisions to Audit Manual Chapter 8, Bars and Restaurants

Action ltem

L anguage Proposed by Staff

Language Proposed by Industry

assure that all cleaning/rinse solution has been
removed from the line.

The “first-off-beer” generaly refersto thefirst glass
of beer from each line that is poured off each morning

assure that all cleaning/rinse solution has been
removed from the line.

The “first-off-beer” generdly refersto thefirst glass
of beer from each line that is poured off each morning

(i.e., discarded). The beer industry recommends that
each morning at least one glass of beer from each line

(i.e., discarded). The beer industry recommends that
each morning at least one glass of beer from each line

be poured off to assure the flavors picked up by the
beer lying in the line overnight are purged from the
system.

Draft beer must be kept at a constant temperature,
idedlly in the range of 35 to 39 degrees Fahrenheit.
Fluctuations in temperature can affect the pour and
create unnecessary foaming. The warmer the beer
becomes, the more foam waste. Thisisamore
difficult variable to measure, in that the taxpayer
would have to collect the waste and compare it to the
total dispensed.

Pressure in the keg beer system needs to be balanced
to the keg box temperature. |f the temperature
fluctuates during the day, foaming problems can
OCCUr causing waste.

Condition of glassware can effect foaming. The ideal
glassis one that has been cleaned with beer
compatible soap and prechilled to the same
temperature as the beer. If the glassis not prechilled,
foaming may occur the glassisfrosted, it may cause
foaming. While the frost may feel smooth to the
touch, it is actually very rough and causes the beer to
boil (foam).

Restriction of the line can influence foam. The shorter
the beer line, the more restriction, which creates foam.
Adding additional beer line will dow down the flow
rate of the beer, thereby reducing the agitation, which
reduces the foaming.

be poured off to assure the flavors picked up by the
beer lying in the line overnight are purged from the
system.

Draft beer must be kept at a constant temperature,
idedlly in the range of 35 to 39 degrees Fahrenheit.
Fluctuations in temperature can affect the pour and
create unnecessary foaming. The warmer the beer
becomes, the more foam waste. Thisisamore
difficult variable to measure, in that the taxpayer
would have to collect the waste and compare it to the
total dispensed.

Pressure in the keg beer system needs to be balanced
to the keg box temperature. |f the temperature
fluctuates during the day, foaming problems can
OCCUr causing waste.

Condition of glassware can effect foaming. The ideal
glassis one that has been cleaned with beer
compatible soap and prechilled to the same
temperature as the beer. If the glassis not prechilled,
foaming may occur. If the glassisfrosted, it may
cause foaming. While the frost may feel smooth to the
touch, it is actually very rough and causes the beer to
boil (foam).

Restriction of the line can influence foam. The shorter
the beer line, the more restriction, which creates foam.
Adding additional beer line will dow down the flow
rate of the beer, thereby reducing the agitation, which
reduces the foaming.
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AGENDA — December 12, 2000 Business Taxes Committee Meeting
Proposed Revisions to Audit Manual Chapter 8, Bars and Restaurants

Action ltem

L anguage Proposed by Staff

Language Proposed by Industry

e Thebartender’ s pouring habits can effect beer loss.
Beer taps are typically set to pour a certain amount of
beer per second. If the bartender’ s practiceisto run the

e Thebartender’ s pouring habits can effect beer loss.
Beer taps are typically set to pour a certain amount of
beer per second. If the bartender’ s practiceisto run the

faucet (tap) for asecond or two prior to catching the
beer, aquantity of beer can be run down the drain.

Therefore, ataxpayer with numerous beer lines and/or

faucet (tap) for asecond or two prior to catching the
beer, aquantity of beer can be run down the drain.

Therefore, ataxpayer with numerous beer lines and/or

linesin excess of the average length (approximately ten

linesin excess of the average length (approximately ten

feet) may claim that the draft lossis greater than the 3%

feet) may claim that the draft lossis greater than the 3%

standard overpour and spillage allowance. An adjustment

standard overpour and spillage allowance. An adjustment

for additional loss may be provided when theclaimis

for additional loss may be provided when theclaimis

documented and supported by evidence (e.g., invoices on

documented and supported by evidence (e.g., invoices on

the number, length, and diameter of beer lines, frequency

the number, length, and diameter of beer lines, frequency

of cleaning, etc.) from the taxpayer or representative(s).

of line cleaning, etc.) from the taxpayer or

Since the 3% overpour and spillage allowanceis
incorporated into the table (Exhibit 12), if the taxpayer

representative(s). Since the 3% overpour and spillage
alowanceisincorporated into the table (Exhibit 12), if

provides evidence of loss in excess of the 3% standard

the taxpayer provides evidence of lossin excess of the 3%

alowance, the auditor must make an adjustment for the

standard allowance, the auditor must make an adjustment

loss already provided for in the table, and state the
percentage allowed in the audit working papers.

The auditor should clearly explain and document the
method used to establish beer |oss in excess of the
combination of the allowance created by the “head” of

for the loss aready provided for in the table, and state the
percentage allowed in the audit working papers.

The auditor should clearly explain and document the
method used to establish beer |oss in excess of the
combination of the allowance created by the “head” of

foam and the 3% allowance provided in the table. Since
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AGENDA — December 12, 2000 Business Taxes Committee Meeting
Proposed Revisions to Audit Manual Chapter 8, Bars and Restaurants

Action ltem

L anguage Proposed by Staff

Language Proposed by Industry

ACTION5—

Allowance for
Bottled Beer
(Proposed
Section 0806.60)

None.

ALLOWANCE FOR BOTTLED BEER (0806.60)
An allowance of 15% is provided to represent the |oss of

bottled beer due to breakage.
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BOE-1489-J REV. 2 (1-00) STATE OF CALIFORNIA
FORMAL ISSUE PAPER BOARD OF EQUALIZATION

Issue Paper Number 00-050

~ BOARD OF EQUALIZATION

~’. KEY AGENCY ISSUE

[] Board Meeting

XI Business Taxes Committee
[] Customer Services and
Administrative Efficiency
Committee

[] Legislative Committee

[] Property Tax Committee
] Other

EPC

Proposed Revisionsto Audit Manual Chapter 8,
Barsand Restaurants

I ssue

Should staff’ s proposed revisions to Chapter 8, Bars and Restaurants, be incorporated into the Sales and
Use Tax Department’s Audit Manual ?

Staff Recommendation

Staff recommends that the proposed revisions as illustrated in the attached draft of Chapter 8 (Exhibit 3)
be incorporated into Chapter 8 of the Audit Manual. No operative date is proposed since the revisions
formalize current administrative policies and recommend appropriate standard auditing procedures.

Other Alternative(s) Considered

A. Alternativel

As proposed by Industry, publish proposed Chapter 8, but with amendment/addition of the following
sections:

Overpouring and Spillage for Liquor (0806.42)
Overpouring, Spillage, and Spoilage for Wine (0806.43)
Draft Beer — Drink Size and Loss of Product (0806.55)
Bottled Beer — Loss of Product (proposed section 0806.60)

The proposal provides that the allowance for distilled spirits be increased to 25%, wine to 21%, draft beer
to 29%, and an allowance be established for bottled beer in the amount of 15%. Industry recommends no
operative date.

B. Alternative?2

Do not incorporate recommended revisions in Chapter 8.
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V. Background

EPC

The Audit Manual (AM) isthe Board of Equalization’s (Board) guide for conducting sales and use tax
audits. The thirteen chapters contained within the AM incorporate procedures and techniques that have
evolved over the years and been proven to be sound and practical. Field auditors are required to carefully
study these procedures and technigques in order to ensure that audits are conducted, and reports are
prepared, in aclear and uniform manner consistent with approved audit policies and procedures.

Chapter 8, currently entitled Bars, provides the Board’ s guidelines for auditing bars and comprehensive
information on the standard industry practices, and establishes the special audit procedures specific to the
bar industry. However, since numerous bars also serve food, and because there are issues and procedures
unique to restaurant auditing that are not addressed elsewhere in the Audit Manual, it has been
recommended that the Board include a new section within Chapter 8 addressing restaurant auditing.
Accordingly, the proposed chapter is renamed Bars and Restaurants. It provides general topics related to
both bars and restaurants, as well as provides for specific sections on bar auditing and restaurant auditing.

The audit methodology used in a bar and/or restaurant will depend primarily on the records provided by
the taxpayer and the auditor’ s analysis of these records. It has been found that the records maintained for
these establishments vary from no records at all to a complete set of double entry computerized journals
with supporting documentation. Notwithstanding that the records should normally be segregated between
bar and restaurant sales, sales from the bar may be credited with receipts from the restaurant. The reverse
isalso true; food served in the bar may be included in the a coholic beverage sales. In addition, there are
many other factorsto consider when auditing a bar and/or restaurant, which are unique and require special
consideration. Such factorsinclude: spillage, spoilage, breakage, pour size, glass size, type of drink,
entertainment/promotional pricing, the “treating” of customers, self-consumption, specials, cold food,
salestax reimbursement, etc. While total gross receipts from abar and/or restaurant are generally subject
to sales tax, there may also be receipts from exempt or nontaxable sales.

Staff met with interested parties to discuss the proposed revisions on August 25, 2000 and

October 17, 2000. Subsequent to the first interested parties meeting, Mr. Abe Golomb, Associated Sales
Tax Consultants Incorporated, submitted written comments regarding the staff’ s proposed 3 percent
allowance for draft beer overpour and spillage (Section 0806.55). Included in Mr. Golomb’s
correspondence was a 1996 document written by an employee of a major brewing company regarding the
“account variables” that may affect the amount of draft beer loss. Much of the information set forth in the
document, having been independently corroborated through staff research, has been incorporated into AM
section 0806.55.

Prior to the second interested parties meeting, staff received written correspondence from Mr. Greg
Turner, California Taxpayer’s Association and Mr. Jot Condie, California Restaurant Association. Their
letter primarily addressed concerns with respect to: (1) loss of product, (2) the Bar Fact Sheet, (3) internal
controls, and (4) miscellaneous issues such as mixes, theft of cash, and pour size. Staff has modified and
amended several sections within the AM to accommodate most of the recommendations stated in the
above correspondence.
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At the second interested parties meeting, staff received written correspondence from Mr. Kai Mickey,
Premier Sales and Use Tax Consultants, primarily addressing the loss of product and the undercover pour
test. Severa of Mr. Mickey’s suggestions have been incorporated into the AM.

In addition, at the second interested parties meeting, Mr. Condie and Mr. Turner provided a survey
performed by a San Diego Bevinco franchisee. Bevinco, an inventory control company, providesits
servicesto bar and restaurant owners nationally and worldwide. Bevinco’'s survey of 60 franchisees
located in the United States and Canada provided information with respect to “shrinkage,” which
represented the loss experienced between the expected and recorded sales based on the volume of
purchases (includes theft of product, self-consumption, treating of customers, unrecorded sales, aswell as
theft of cash).

The proposed revision to AM Chapter 8 is scheduled for consideration by the Business Taxes Committee
on December 12, 2000. This chapter was revised by staff and placed into a clearance process, allowing
various staff, managers, and interested parties to review the chapter and recommend additional changes.
Many of the interested parties’ suggestions and recommendations as well as those made by staff and
managers have been incorporated into the chapter.

Proposed revisions to Chapter 8 focus primarily on four areas. (1) deletion of out-dated and gender-
specific language, (2) clarification of existing audit techniques, procedures and policies, (3) inclusion of
statutory or regulatory changes that occurred since the last mgjor revision, and (4) the addition of the
entire section on restaurant auditing. As mentioned above, many of industries’ suggestions have been
incorporated. The following discussion provides an overview of the substantive revisions proposed to be
incorporated into this chapter.

GENERAL
INSPECTION OF PREMISES (0801.10)

Section 0801.10 was expanded to state “ If the auditor does not observe the business operations or is
unable to observe the business operations, an explanation must be provided in the audit working papers.”

SPECIAL PROCEDURES (0801.15)

Section 0801.15 now requires the auditor to document in the audit working papers information with
respect to the characteristics of the business, such as the hours of operation, days of operation, number of
tables and chairs, type of facility, etc.

LOSSES BY FIRE (0801.35)

This section was modified to state that the 1% pilferage allowance does not include loss from fire. In
addition to the pilferage allowance, the auditor should make an adjustment for claimed loss due to fireiif it
is supported by evidence from the taxpayer.

LOSSES RESULTING FROM NATURAL DISASTERS (0801.40)

This section was modified to state that the 1% pilferage alowance does not include loss from natural
disasters. In addition to the pilferage allowance, the auditor should make an adjustment for claimed loss
due to natural disastersif it is supported by evidence from the taxpayer.
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BAR AUDITING
BAR FACT SHEET (0802.15)

Section 0802.15 was expanded to incorporate the following recommendations from both staff and
interested parties.

The form must be completed at the beginning of the audit.

When possible, the Bar Fact Sheet should be completed with the assistance of afull-time bartender
who has been employed for a significant length of time since this bartender will be very familiar with
the bar’ s standard operations.

If someone other than the taxpayer provides the information, the form should also be read and signed
by the taxpayer.

If an absentee-taxpayer provides the information for the Bar Fact Sheet, the auditor should request the
taxpayer’s permission to verify the accuracy of the information with a full-time bartender who has
been employed by the taxpayer for alength of time.

Whenever possible, the auditor should attach a copy of the drink price menu to the bar fact sheet.

The information documented on the Bar Fact Sheet may be modified/revised by additional
information or estimates provided by the taxpayer. If the changes are significant, arevised Bar Fact
Sheet should be prepared for the taxpayer’ s signature. If there are minor changes, the auditor should
have the taxpayer or representative initial and date the changes. The auditor may not alter the
information written upon the Bar Fact Sheet without the taxpayer’ s knowledge and permission.

It is recommended that the Bar Fact Sheet be reviewed by the audit supervisor to ensure theform s
properly filled out, signed and dated before the audit is completed.

If the audit conclusion is based on information other than that contained in the Bar Fact Sheet, such
information must be fully documented in the audit working papers and discussed with the taxpayer.

In addition, form BOE-1131-B, Bar Fact Sheet (chapter Exhibit 2), was redesigned to become more “ user-
friendly” in capturing the essential information needed to perform an audit of abar. The form isnow two
pages and includes a notice at the bottom, which informs the taxpayer that the information contained on
the Bar Fact Sheet may be used to establish audited bar sales. The notice also states that the Bar Fact
Sheet may be modified/revised by additional information or estimates provided by the taxpayer.

POUR COST PERCENTAGE (0802.52)

Section 0802.52 was incorporated into the audit manual to discuss the analysis of the pour cost
percentage. Knowledge of the taxpayer’s expected pour cost percentage will assist the auditor in
determining the taxpayer’ s expected markup on liquor, beer, and/or wine sales. Exhibit 14 was
incorporated into the audit manual to provide a conversion chart from pour cost percentage to profit
margin to markup.
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BAR SHORT TEST (0802.60)

The Bar Short Test, form BOE-1131-A (chapter Exhibit 4), has been expanded to include six categories of
sales: well drinks, call drinks, cocktails, wine/liqueurs, beer - domestic, and beer - draft. If abar short test
isto be performed in a bar audit, the schedule or form used should be retained as a subsidiary schedule to
support the markup analysis, whether or not a deficiency exists. Exhibit 15 is an example of abar short
test.

TOLERANCE (0802.65)

A section with respect to bar tolerance was previously included in the Board’s Audit Policy and
Management Guide; however it has now been incorporated into the AM. The auditor isinstructed to
accept recorded sales of “on sale” distilled spirits, beer and wine if the audit findings disclose a potential
under-reporting of less than 10%, unlessit can be established by other means that an actual
understatement exists. The 10% tolerance does not apply to establishments selling beer and wine only
since the markup for beer and wine can be more accurately computed. A determination should be issued
for the full amount for these types of establishments when reported sales are outside the tolerance. See
Saff Recommendation for further discussion of the tolerance.

ANALY SIS OF AUDIT FINDINGS (0802.70)

Section 0802.70 was expanded to state that when an audit approach other than the markup method is used,
apost audit mark-up analysis should be performed to support the reasonableness of the audit findings.
Regardless of the audit procedures used by the auditor, if atax deficiency has been established, an
alternative method must be used and documented in the audit working papers to support the

reasonabl eness of the audit findings. Thisis generaly referred to as a reasonableness short test.

PILFERAGE (0804.47)

Taxpayers claiming pilferage shall be given a standard 1% pilferage allowance, unless evidence supports
ahigher allowance. Evidence is considered to include documentation from the police, detective agencies,
insurance claims, and reports from inventory control companies or similar service firms.

MIXES AND SUPPLIES (0804.65)

Examples of mixes were expanded to include items such as lime juice, pineapple juice, grenadine syrup,
margarita mix, tom collins mix, sweet & sour mix, haf & half, tomato juice, grapefruit and cranberry
juice, bloody mary mix, triple sec, and blue curacao. Tabasco sauce, whipped cream, straws, and cocktail
napkins were added to the list of examples that are considered supplies.

SALES OF OFF-SALE BEER (0805.20)

Often the taxpayer will sell certain types of beer to be consumed away from the taxpayer’ s premises (“ off-
sal€e’). For instance, canned beer may be off-sale whereas bottled beer isfor sale on the premises. Sales
of off-sale beer in single bottles/cans or packs at a price less than charged at the bar must be supported by
the taxpayer. The auditor should discuss off-sale beer with the taxpayer/bartender or representative at the
beginning of the audit, and the volume of sales and the prices should be noted on the Bar Fact Sheet.
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SALES OF PREMIUM BEER AND KEG CONVERSION CHART (0805.22)

It was noted that not all kegs contain 1,984 ounces of beer, and certain imported (premium) beers and
microbrewery beers are sold in kegs, which may be less than 15.5 gallons. The auditor is instructed to
determine the type of beer sold and the correct number of gallons per keg by examining the purchase
invoices, through discussion with the taxpayer or bartender, or by contacting the beer distributor.

ESTABLISHING SIZE OF DRINK-GENERAL (0806.05)

Establishing the number of ounces of alcohol served in each drink is essential in the audit of abar. Thisis
often referred to as the “pour size” and is critical when verifying ataxpayer’ s reported sales. Section
0806.05 was modified to state that the method used to determine the pour size must be clearly stated in
the audit working papers and if the audit conclusion is based on information other than pour size
information contained in the Bar Fact Sheet, such information must be fully explained in the audit
working papers.

In addition, the auditor should avoid establishing the pour size based solely on “auditor’s judgement” or
“auditor’s knowledge of the industry.” The auditor however may accept an average pour size up to 1.5
ounces without testing; however, when the auditor accepts a pour size in excess of 1.5 ounces, this must
be supported by detailed audit comments and/or documentation such as the performance of an average
pour test or an undercover pour test.

AVERAGE POUR TEST (0806.30)

Appendix B, which describes procedures to use when conducting an average pour test, was added to the
AM to assist the auditor in conducting an average pour test.

UNDERCOVER POUR TEST (0806.30)

Appendix C, which describes procedures to use when conducting an undercover pour test, was added to
the AM to assist the auditor in conducting an undercover pour test.

OVERPOURING, SPILLAGE AND SPOILAGE FOR WINE (0806.43)

An alowance of 3% is proposed for overpouring, spillage, and spoilage of wine. See Saff
Recommendation for further discussion of allowances.

ALLOWANCE FOR COCKTAILS, SPECIALTY, AND EXQOTIC DRINKS (0806.45)

Section 0806.45 was expanded to include a discussion of specialty and exotic drinks. A definition, as
well as examples, of cocktails, specialty, and exotic drinksis provided. The auditor should give
consideration to these types of drinks as the size of the pour and the price charged might vary according to
type of drink sold, which would affect the markup calculation.

ALLOWANCE FOR “SPECIAL EVENT” SALES (0806.52)

Section 0806.52 was added to incorporate the bar industry practice of offering special events at which
time the bar either increases the size and/or selling price of the drink or decreasesthe price. The auditor is
instructed to make allowances for special events in calculating the weighted markup. If the auditor does
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not make an allowance for specia events, the auditor isinstructed to provide detailed commentsin the
audit working papers.

DRAFT BEER - DRINK SIZE AND PRODUCT LOSS (0806.55)

Section 0806.55 was revised to provide an additional 3% allowance for beer loss due to inaccessible beer
left in the keg, cleaning or flushing of keg lines, and waste experienced in tapping and retapping kegs, etc.
See Saff Recommendation for further discussion of allowances.

BARS SELLING AN APPRECIABLE AMOUNT OF FOOD (0808.30)

Even though the records should normally be segregated, sales from the bar may include receipts from the
restaurant. Thereverseisalso true; food served in the bar may be included with the acoholic beverage
sales. If thisisoccurring, the bar or restaurant markup may appear inadequate. In many instances, after
an adjustment has been made correcting the sales segregation, both departments show an adequate
markup. The auditor isinstructed when auditing businesses of this type, to determine whether the sales
have been properly segregated and if errors have been made.

Should it be determined that, after the sales have been properly segregated by department, the markup in one
department, the bar for example, istoo low but the recorded food sales indicate an adequate markup of goods
purchased, it is proper to apply the markup method to the bar cost of salesto determine audited bar sales.
The audited understatement in the bar should then be included in the audit report even though the food sales
are accepted as correct. The auditor should make detailed comments in the audit working papersif the
restaurant sales are accepted and the bar sales have been established using the markup method.

RESTAURANT AUDITING

Sections 0809.00 through 0812.30 have been added to include the issues and procedures unique to
restaurant auditing. The sections are broken down into four main categories: (1) Restaurant Auditing, (2)
Restaurant Audit Procedure, (3) Specific Tax Application, and (4) Special Factors. Each section provides
valuable information in analyzing recorded/reported sales information and establishing audited restaurant
sales. Following isasummary of each section.

80/80 RULE (0809.10)

Section 0809.10 covers the statutory and regulatory guidelines set forth in Regulation 1603 with respect
to sales of cold food on a“take-out” order (commonly referred to as the 80/80 rule).

EMPLOYEE MEALS (0809.15)

If an employer furnishes a meal to an employee and makes a specific charge for the meal, the charge for
the meal is part of gross receipts and subject to tax. This section defines a“ specific charge.”

EMPLQOY EE TIPS (0809.20)

The auditor isinstructed to discuss with the taxpayer the business policy with respect to tipping. Optional
tips are not included in gross receipts and are not subject to tax. However, mandatory tips, such as those
applied by arestaurant when a party isin excess of a specific number of patrons, are considered part of
gross receipts and subject to tax.
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SELF-CONSUMPTION (0809.25)

The taxpayer is the consumer of all food and beverages that are self-consumed. Use tax will apply to the
consumption of non-food items, such as alcoholic beverages and sodas. Self-consumption in excess of
3% of taxable cost of goods sold should be fully explained or documented in the audit working papers.

PILFERAGE, SPOILAGE, AND WASTE (0809.30)

An alowance for pilferage, also known as “shrinkage,” in the amount of 1% of the cost of goods sold is
alowed. Pilferageisan adjustment made for inventory purchases that were not sold due to some type of
loss, such as employee theft of merchandise, customers not paying for meals, etc. Pilferage in excess of
1% isalowableif the taxpayer provides evidence such as police reports, insurance claims, reports from
inventory control companies or similar service firms.

Spoilage and waste does occur in most restaurants and the amount of spoilage and waste will depend on
the type of restaurant and food served. The auditor should discuss the amount or percentage of spoilage
and waste with the taxpayer at the beginning of the audit and document the taxpayer’ s information and/or
estimates in the audit working papers. If the auditor is going to disregard some or all of the information
provided by the taxpayer with respect to spoilage and waste, the reasons must be clearly stated with
detailed comments and/or supported by documentation. Any adjustment made by the auditor for spoilage,
which may appear excessive to those reviewing the audit, should be clearly explained and well
documented in the audit working papers. In the audit working papers, the auditor should comment on any
adjustment made for spoilage and waste, and express the spoilage and waste as a percentage of the taxable
cost of goods sold.

If the markup method is used to establish audited taxable sales, the auditor should make a separate
adjustment for pilferage and for spoilage. In the audit working papers, the auditor must express the
amount of pilferage and spoilage in dollars and as a percentage of the taxable cost of goods sold.

RESTAURANT AUDIT PROCEDURE (0810.00 SECTIONS)

Sections 0810.05 through 0810.35 cover discussions of the following audit procedures: reconciliation of
reported and recorded sales (0810.05), bank deposit reconciliation (0810.10), credit card projection of
sales (0810.12), analysis of the achieved markup percentage (0810.35), computation of cost of sales
(0810.20), shelf tests (0810.25), observation tests (0810.30), and establishing audited total and/or taxable
sales. In addition, the staff has recommended that an example be provided on how to cost out a menu
item. Exhibit 16 in the audit manual provides such an example.

SPECIFIC TAX APPLICATION (0811.00 SECTIONS)

Sections 0811.05 through 0811.40 discuss specific types of restaurant activities that generally require
special analysis and application of specialized audit procedures. Topics include:

Drive-ins (0811.05)

Food Courts (0811.10)

Ice Cream Parlors/Bakeries/Coffeehouses (0811.15)
Caterers/Banquets (0811.20)
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Catering Trucks (0811.25)
Food Carts (0811.30)
Student Meals (0811.35)
Places where admission is charged (0811.40)
SPECIAL FACTORS (0812.00 SECTIONS)
Sections 0812.05 through 0812.30 include discussions of :

Daily specials (0812.10)

Discount coupons (0812.15)

Packaged plans (0812.20)

Complimentary meals (0812.25)

Hotels providing coupons to guests (0812.30)

AM section 0812.25 specifically addresses the application of tax to complimentary food and beverages
provided to guests by hotels. Proposed chapter Exhibit 17, a decision chart, has been provided to assist
the auditor in analyzing the taxability of complimentary meals and beverages.

NEW APPENDICES AND EXHIBITS

In addition to the new section on restaurant auditing, three new appendices have been incorporated into
Chapter 8, along with several new exhibits:

Appendix A, Audit Program for Bars

Appendix B, Audit Procedures for Average Pour Test

Appendix C, Audit Procedures for Undercover Pour Test
Exhibit 3, Statement of Internal Controls

Exhibit 14, Pour Cost Percentage Chart

Exhibit 15, Bar Short Test - Case Problem

Exhibit 16, Costing Out a Menu Item

Exhibit 17, Decision Chart: Complimentary Food and Beverages
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A.

Description of the Staff Recommendation

Staff recommends that the proposed revisions, asillustrated in the attached draft of Chapter 8
(Exhibit 3), be incorporated into Chapter 8 of the Audit Manual. No operative date is proposed
since the revisions formalize current administrative policies and recommend appropriate standard
auditing procedures.

An “alowance’ is an adjustment made to cost of goods sold to adjust for various types of inventory
losses. Currently, AM Chapter 8 provides for an 8% spillage alowance on distilled spirits (Section
0806.42), an overall alowance for pilferage of up to 3% (0804.47), and a self-consumption
allowance of up to 3% (0802.45). As part of updating and revising Chapter 8, staff is proposing to
include a 3% allowance for wine overpour, spillage, or spoilage (0806.43) and a 3% allowance for
draft beer overpour, spillage and waste (0806.55).

In regard to draft beer, the Sales and Use Tax Department’ s longstanding position has been that
although there isaloss of product (beer) associated with cleaning, waste and overpouring, this loss
ismore than offset by the “head” of foam that forms on each glass. Depending on the height of the
head and the shape of the glass, this“head” can range from one-half to two ounces. (For a 16-ounce
mug of beer, thisis between a 3% and 12.5% factor. For a 12-ounce mug, the range is 4% to
16.6%.) However, upon further review and recognition of atrend to serve beer with a smaller
“head” of foam, a standard 3% overpour/spillage allowance is now incorporated into the table
(Exhibit 12) which establishes the anticipated proceeds from the sale of one keg (1,984 ounces).
Therefore, practically speaking, the loss for spillage will be the combination of an allowance
created by the head of foam in each glass and the 3% allowance provided in the table. However, if
ataxpayer clamsthat the draft loss is greater than the overpour and spillage allowance, an
adjustment for additional loss may be provided when the claim is documented and supported by
evidence from the taxpayer or representative(s). Information has been included in proposed Section
0806.55 to provide the auditor with information on the variables that may affect the loss of draft
beer.

Staff has not recommended an additional allowance for loss of bottled beer because it is already
provided for in Section 0804.47 (pilferage). Generally, bars do not normally experience a high rate
of bottle breakage, and if bottled beer is broken by the distributor, it isreplaced. However, bottled
beer may be stolen or provided to customers outside the bar’s normal “ customer-treating” policy. If
the taxpayer maintains awritten policy with respect to the treating of customers, beer provided in
excess of the written policy is considered theft and should be adjusted through the pilferage
allowance.

Recognizing that there may be unaccounted for variables affecting the calculation of audited taxable
sales, a10% “tolerance” is used to evaluate whether the reported taxable sales are within an
acceptable range as compared to audited taxable sales (0802.65). If after the allowances are made,
the resulting difference (if any) between audited and reported taxable salesis equal to or less than
10% of reported taxable sales, the reported taxable sales are accepted.
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Since the inventory loss percentages (shrinkage) provided by the Bevinco survey were substantially
higher than the allowances currently in use or proposed by staff, additional research into several
areas related to the allowances and tolerance was performed by staff, and are summarized as
follows:

Audit Data

In order to understand the overall results of bar/restaurant audits using current auditing procedures,
statistical data from the most recent three-year period was analyzed. During this period, 3.86% of
all eligible bar/restaurant accounts were audited. 1n 40.4% of these audits, the reported taxable
sales were either accepted or resulted in refunds. Next, staff specifically identified the non-
compliance errors occurring in bar/restaurant audits completed during the period July 1, 1999 to
June 30, 2000. During this period, of the 661 total bar/restaurant audits completed, only 381
resulted in deficiencies. Of those 381 deficiency audits, 176 (46.2%) were derived using the
markup method. Thus, it isimportant to note that the deficiencies in the bar/restaurant audits were
not all generated from the use of the markup method, but included other non-compliance errors as
well. Further analysis revealed that only 26.6% (176/661) of the total bar/restaurant audits resulted
in deficiencies based on the markup method, using the current allowances and 10% tolerance. Since
around 40% of al bar/restaurant audits did not result in deficiency assessments, staff believes this
was due in part to the current allowances and 10% tolerance and was a strong indicator that the
current allowances are essentialy fair.

Other States

The allowance factors provided by the Board are more generous than those allowed by other states.
Board staff contacted the sales and use tax audit divisions of eleven states to learn what allowances
and tolerances are provided by other statesin bar audits. The other state’s policies vary
considerably. Floridaand New Mexico have no set allowance or tolerance. New Y ork, Illinoisand
Ohio have allowances of 15%, 10% and 9% respectively, but no tolerance. New Jersey appliesa
tolerance of 10%, but they have no standard alowances. Texasisthe only other state polled that
gives both an allowance (6 to 8%) and evaluates the audit results with atolerance (5 to 7.5%). The
other four states polled (Pennsylvania, Arizona, Georgia, and Utah) do not audit bars in a method
comparable with California. None of the states contacted make a separate additional allowance for
pilferage or self-consumption, asis donein California.

Analysis of the 10% Tolerance

Although the 10% tolerance is used as a cut-off technique (decision tool), a concern was expressed
that the 10% tolerance provided for in Section 0802.65 equated to only 10% of the 8% spillage
allowance provided on distilled spirits. In other words, the 10% tolerance only equated to a
maximum of 0.8% allowance to the audited cost of goods sold. However, based on analysis
conducted by staff, the 10% tolerance on audited taxable sales has the same effect as a 10%
allowance on cost of goods sold. Therefore, California s 8 percent allowance for distilled spirits
and the 10% tolerance equate to atotal of 18% (10% + 8% not including pilferage up to 3% and
self-consumption up to 3%).
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I nventory Shrinkage

Staff’ s research found there are several bar inventory control companies, numerous advanced
software programs (e.g., wireless liquor-control systems utilizing software that is tied to point of
saleinformation), and other inventory loss control mechanisms (e.g., video surveillance programs),
currently available to the bar industry to help minimize loss.

Excerpts taken from several of Bevinco's own advertisements/articles state that a bar’ s inventory
shrinkage can be significantly reduced from the high 20’ s to within 5 to 7 percent. It should also be
noted that the bottled beer and wine loss percentages presented by the Bevinco survey represent
primarily the “treating” of customers outside of the bar owner’ s treating policy.

Pilferage is defined in Section 0804.47 as “an adjustment made for inventory purchases that were
not sold due to some type of loss, such as employee theft, customers not paying, free drinks served
outside of the bar’s written policy on ‘treating of customers,” and spillage.” Pilferage in excess of
1% will be allowed if supported by documentation or evidence from the taxpayer. Documentation
would include reports from inventory control companies. |If the taxpayer provides awell-
documented report from an inventory control company, this section recommends that the auditor
consult with his or her supervisor to determine a reasonabl e percentage attributable to theft of
product as opposed to self-consumption, treating of customers, unrecorded sales, and theft of cash.
A reasonable percentage should be developed based on any information available to the auditor,
such as the information contained on the Bar Fact Sheet, the Statement of Interna Controls,
employee records, police reports, or other documents or evidence the taxpayer is able to provide.

It appears the companies included in the Bevinco survey believed their businesses to be
experiencing a severe “shrinkage” problem, which Bevinco’s data proved. However, the |osses
incurred by the businesses in the survey also appear to represent the high end of the loss spectrum
and not the norm. Furthermore, the amounts reported by Bevinco as “ shrinkage” are not quantified
in any way, but smply represent the gap between the expected and recorded sales based on volume
of purchases, and the loss is expressed as a single percentage of loss representing differing
categories of losses related to shrinkage and not just overpouring or spillage. Bevinco’'s shrinkage
percentages include loss of product due to self-consumption, treating of customers, unrecorded
sales, theft of product, as well as theft of cash; and the theft of cash is not deductible for sales and
usetax. Industry has conceded that these amounts may very well include valid sales that have not
been recorded by the bar owner. In contrast, the alowance percentages proposed by the Board are
segregated into categories such as pilferage, self-consumption (includes treating of customers),
allowance for overpour and spillage, and unrecorded sales. These allowances are intended to
represent the norm and not a high or low end. To increase the staff’s proposed allowances to reflect
the allowances proposed by Industry would in effect double count the allowances already provided
for pilferage and self-consumption and provide an unwarranted allowance for theft of cash.

Regardless of the source of the shrinkage factors reported in the Bevinco survey, Bevinco's own
information indicates that once their services are retained, the bar owner can expect to decrease
losses to between 5 and 7 percent. Therefore, we believe the 8% liquor spillage allowance is
adequate in conjunction with the other allowances for pilferage and self-consumption, and when
these allowance percentages are taken into consideration along with the 10% tolerance, the overall
allowance is well above 18% (8% allowance on liquor + 10% adjustment to cost of goods sold).

Page 12 of 17



BOE-1489-J REV. 2 (1-00)
FORMAL ISSUE PAPER

Issue Paper Number 00-050

EPC

Staff has proposed the 3% wine allowance to represent the variations in pour size, and wine that has
been discarded. Staff believes the new 3% allowances for both wine and draft beer adequately
provide for loss of these products.

The text of the AM Chapter 8 revisions proposed by staff other than those on which staff and
Industry concur, can be found in the comparison table in Exhibit 2.

Pros of the Staff Recommendation

» Issuance of appropriate guidelines and auditing procedures are an essential part of the effective
administration of California s self-assessed sales and use tax program. Maintaining an accurate,
complete, and up-to-date Audit Manual is necessary to accomplish this goal. Incorporation of
these proposed revisions into the Audit Manual will further the Board’s commitment to
maintaining an efficient and effective tax program implemented by knowledgeable and qualified
staff, aswell as providing guidance and information to the public.

* The proposed changes to Chapter 8 formalize administrative policies and recommend
appropriate current standard auditing procedures.

* Provides genera and specific guidance to auditors in determining the application of tax to sales
by bars and restaurants.

» The proposed allowances to distilled spirits, wine, and draft beer provide fair adjustments for
the various types of inventory shrinkage.

* Numerous changes proposed by industry and accepted by staff have been incorporated into
staff’ s proposed revisions.

Cons of the Staff Recommendation
* Doesnot aleviate Industry’ s concerns regarding loss percentages.
Statutory or Regulatory Change
No statutory or regulatory change is required.
Administrative | mpact
* Requires notification of staff.
* Requiresrevisionsto Tax Tip Pamphlet.
Fiscal | mpact
1. Cost Impact
Negligible
2. Revenue Impact

Negligible. See Exhibit 1
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G. Taxpayer/Customer I mpact
None.
H. Critical Time Frames

No operative date is proposed. Upon Board approval, revised AM Chapter 8 will be posted on the
Board's website and distributed to staff.

VI. Alternativel
A. Description of the Alternative

As proposed by Industry, publish proposed Chapter 8, but with amendment to the following
sections:

» Overpouring and Spillage for Liquor (0806.42)

» Overpouring, Spillage, and Spoilage for Wine (0806.43)

» Draft Beer — Drink Size and Product Loss (0806.55)

* Bottled Beer — Loss of Product (proposed section 0806.60)

The proposal provides that the overpour and spillage allowance for distilled spirits be increased to
25%; the overpour/spillage/spoilage allowance for wine increased to 21%, the allowance for draft
beer to 29%, and an allowance of 15% be established for bottled beer. Industry contends the
percentage of allowance provided by the current proposed revisions to Chapter 8 are inadequate
based upon their members’ experience and the survey conducted by Bevinco.

Whether in the form of shrinkage/pilferage or overpouring/spillage, the single largest issue faced by
the restaurant and bar ownersis the allowance for loss of product. Many bar/restaurant owners
nationally and worldwide use the services of inventory control companies. The inventory datathese
companies generate are used for internal management purposes but aso provide a much more
accurate assessment of actual sales. Based on a national survey of their auditors, one San Diego
inventory control company’s combined percentage of loss due to both pilferage and spillageis, at
the lower ranges, 25% for liquor, 11% on wine, 13% on bottled beer, and 24% on draft beer. While
the audit manual does provide a mechanism to establish allowances higher than 9%, (8% allowance
on distilled spirits + 1% pilferage), to suggest that the taxpayer would have police reports or some
other specific documentation to establish such an amount ignores the basic premise that the
allowance is intended to recognize a systematic loss of product, not single or multiple events that
would warrant police involvement or other specific documentation.

The text of the AM Chapter 8 revisions proposed by Industry other than those on which staff and
Industry concur, can be found in the comparison table in Exhibit 2.
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B.

Pros of the Alternative

I ssuance of appropriate guidelines and auditing procedures are an essentia part of the effective
administration of California s self-assessed sales and use tax program. Maintaining an accurate,
complete, and up-to-date Audit Manual is necessary to accomplish this goal. Incorporation of
these proposed revisions into the Audit Manual will further the Board’s commitment to
maintaining an efficient and effective tax program implemented by knowledgeable and qualified
staff, aswell as providing guidance and information to the public.

The proposed changes to Chapter 8 formalize administrative policies and recommend
appropriate current standard auditing procedures.

Provides genera and specific guidance to auditorsin determining the application of tax to sales
by bars and restaurants.

The proposed allowances to distilled spirits, wine, draft beer, and bottled beer provide fair
adjustments for the various types of inventory shrinkage.

Addresses Industry’ s concerns regarding the allowances for loss of product.

Cons of the Alternative

The shrinkage rates as shown by Industry’ s survey are inclusive of theft of product aswell as
self-consumption, treating of customers, unrecorded sales, and theft of cash. Therefore, the
allowances proposed for liquor, beer, and wine do not solely represent the overpour and
spillage. Adopting Industry’s proposed allowances would cause a double counting of the
allowances already provided for self-consumption (includes treating of customers) and

pilferage.

A standard 1% allowance is already provided for shrinkage (pilferage) without documentation.
However, with documentation, such as areport from an inventory control service, a greater
allowance may be given. Accordingly, to make an adjustment for shrinkage and a separate
adjustment based on the Industry’ s percentages would amount to doubling the effect of the
allowances.

A separate allowance for bottled beer would overstate the actual 1oss of product due to overpour
or spillage, since the 1% pilferage allowance proposed by staff includes loss of bottled beer.

The shrinkage rates provided by industry do not represent the average loss (norm), but
represent the high end of the loss spectrum.

Increasing the allowance percentages will overstate the average loss.

Statutory or Regulatory Change

None proposed.

Administrative | mpact

Requires notification of staff.
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* Requiresrevision of Tax Tip Pamphlet.
F.  Fiscal Impact
1. Cost Impact
Negligible
2. Revenue Impact
See Revenue Estimate (Exhibit 1)
G. Taxpayer/Customer | mpact
None.
H. Critical Time Frames

None.

VII. Alternative 2
A. Description of Alternative
Make no changes to Audit Manua Chapter 8
B. Prosof theAlternative
None.
C. Consof the Alternative
e Audit Manual Chapter 8 would not be consistent with current policies and procedures
» Doesnot address Industry’ s concerns regarding allowances for loss of product.
D. Statutory or Regulatory Change
None.
E. Administrative Impact
None.
F.  Fiscal Impact
1. Cost
None.
2. Revenue

None.
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G. Taxpayer/Customer I mpact
None.
H. Critical Time Frames

None.

Prepared by: ~ Program Planning Division, Sales and Use Tax Department
Current asof:  11/29/00
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REVENUE ESTIMATE STATE OF CALIFORNIA
BOARD OF EQUALIZATION

/" BOARD OF EQUALIZATION
A REVENUE ESTIMATE

PROPOSED REVISIONS TO AUDIT MANUAL CHAPTER 8,
BARS AND RESTAURANTS

Staff Recommendation

Staff recommends that the proposed revisions as illustrated in the attached draft of Chapter 8
(Exhibit 3 of the issue paper) be incorporated into Chapter 8 of the Audit Manual. No operative
date is proposed since the revisions formalize current administrative policies and recommend
appropriate standard auditing procedures.

Alternative 1:

As proposed by Industry, publish proposed Chapter 8, but with amendment/addition of the
following sections:

Overpour and Spillage for Liquor (0806.42)

Overpour, Spillage, and Spoilage for Wine (0806.43)

Draft Beer — Drink Size and Loss of Product (0806.55)
Bottled Beer — Loss of Product (proposed section 0806.60)

The proposal provides that the allowance for distilled spirits be increased to 25%, wine to 21%,
draft beer to 29%, and an allowance be established for bottled beer in the amount of 15%. This
proposal has no operative date.

Alternative 2:

Do not incorporate recommended revisions in Chapter 8.
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Background, Methodology, and Assumptions

Staff Recommendation:

The staff recommendation would revise Chapter 8 to delete out-dated language, clarify existing
audit techniques, procedures and policies, include statutory and regulatory changes and add a
section on restaurant auditing. These revisions, for the most part, update the Audit Manual to
reflect current practice and, therefore, would not have any revenue impact.

The revisions recommended by staff would, however, add an additional allowance (3%) for draft
beer loss due to inaccessible beer left in the keg, cleaning or flushing of keg lines, and waste
experienced in tapping and retapping kegs, etc., and an allowance of 3% for wine overpouring,
spillage and spoilage. These proposals could have the potential to impact revenue. However,
an analysis of recent bar audits indicates that the potential revenue loss would be negligible.

Alternative 1:

Alternative 1 would increase the allowances for liquor, beer and wine. An “allowance” is an
adjustment made to cost of goods sold to adjust for various types of inventory shrinkage.
Current practice and the staff recommendation include general allowances of 1 to 3% for
pilferage and 1 to 3% for self consumption on all types of alcoholic beverages as well as
specific allowances for distilled spirits, draft beer and wine. The allowances recommended by
staff and the allowances proposed by industry are as follows:

Type Staff Industry
Distilled spirits 10 to 14% 25%
Draft beer 5t0 9% 29%
Bottled beer 2to 6% 15%
Wine 5t0 9% 21%

Staff's allowances are the combined specific allowance plus the general allowances for
pilferage and self-consumption. These allowances are used in audits that are based on markup
of costs. Audit statistics for the past fiscal year show that the Board conducted 176 deficiency
audits of eating and drinking establishments selling alcoholic beverages based on the markup
method. The additional sales and use tax determined on these audits amounted to $3.4 million.
While this amount includes markup on food and other products, the majority of this amount is
for alcoholic beverages.

A 10% “tolerance” is used to evaluate whether the reported taxable sales are within an
acceptable range from audited taxable sales. This tolerance is used to recognize that there may
be unaccounted for variables affecting the calculation of audited taxable sales. In conducting an
audit on the mark-up method, if after adjustments have been made for the allowances, the
resulting difference (if any) between audited and reported taxable sales is equal to or less than
10% of reported taxable sales, the reported taxable sales are accepted. An analysis of a
number of these mark-up audits shows that adopting Industry’s allowances would result in
nearly all mark-up audits of bars and restaurants serving alcoholic beverages to fall within the
Board’s 10% tolerance, and therefore, either a “no-change” or “field waiver” report would be
issued in place of a determination.



Formal Issue Paper Number 00-050 Exhibit 1
Revenue Estimate Page 30f4

An analysis of audit statistics for deficiency audits completed during the 1999-2000 fiscal year
on eating and drinking establishments serving alcoholic beverages, shows that the average
number of hours per audit was 78.74. The estimated number of hours needed to perform the
176 audits mentioned above would be 13,858 hours. (176 audits x 78.74 hours per audit =
13,858 hours.) The average tax change per hour on these audits would have been $245.34.
($3.4 million / 13,858 hours = $245.35) The audit statistics for no-changes and field waivers of
bar audits during the same period was on average 19.32 hours per audit. Since some time
would be spent determining that an audit would not result in a tax change, the audit staff would
have spent only 3,400 hours (176 audits x 19.32 hours per audit = 3,400 hours) on these
audits. If the audit staff were to redirect the remaining 10,458 hours (13,858 hours — 3,400
hours = 10,458 hours) to perform other audits, the amount of audit determinations is estimated
to be $1.7 million, using the tax change per hour at the margin, namely $160.00 per hour.
(10,458 hours x $160 per hour = $1.7 million.) This results in a reduction of audit determinations
of $1.7 million. ($3.4 million - $1.7 million = $1.7 million.)

Alternative 2:

Alternative 2 would have no revenue impact.

Revenue Summary

Staff Recommendation:

The revenue impact of the staff recommendation would be negligible.

Alternative 1:

Adopting the allowances proposed by the Industry’s revision to Chapter 8 would result in nearly
all audits of eating and drinking establishments serving alcoholic beverages based on the
markup method falling within the 10% tolerance and thus no audit determinations would be
issued. During the past fiscal year, the Board performed 176 such audits resulting in
determinations of $3.4 million. Redirecting audit staff to conduct other audits once a no-change
or field waiver report was issued would result in audit determinations of $1.7 million, a reduction
of $1.7 million.

Alternative 2:

Alternative 2 has no revenue effect.
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Preparation

This revenue estimate was prepared by David E. Hayes, Research and Statistics Section,
Agency Planning and Research Division. This revenue estimate was reviewed by Ms. Laurie
Frost, Chief, Agency Planning and Research Division and Ms. Charlotte Paliani, Program
Planning Manager, Sales and Use Tax Department. For additional information, please contact
Mr. Hayes at (916) 445-0840.

Current as of November 28, 2000
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Exhibit 2

Action Item L anguage Proposed by Staff Language Proposed by Industry Summary Comments
ACTION 2- OVERPOUR AND SPILLAGE FOR LIQUOR OVERPOUR AND SPILLAGE FOR LIQUOR Staff’s position is that
Overpour and (0806.42) (0806.42) the 8% remains
Spillage for After the size of the drink is established. aAn 8% After the size of the drink is established. A 25% adequate and fair in
Liquor overpodrand-spitlage alowance is given to the overpodrand-spitlage alowance is given to the conjunction with the
(Section extent of total distilled spirits purchased (excludes | extent of total distilled spirits purchased (excludes | other alowancesfor
0806.42) beer and wine). This allowance is commonly beer and wine). This allowance is commonly pilferage (0804.47)

referred to as an “ overpouring and spillage
dlowance. The “overpouring and spillage
alowance” accounts for factors such as
overpouring, spillage, waste, and breakage. Any

referred to as an “overpouring and spillage
dlowance. The “overpouring and spillage
alowance” accounts for factors such as
overpouring, spillage, waste, and breakage. Any

adjustment greater than 8% for overpouring and
spillage must be clearly explained in the audit
working papers and well documented by the
taxpayer. The Useefthetables at the end of this
chapter in Exhibits 7 — 10 automatically provides
for this 8% alowance.

adjustment greater than 25% for overpouring and
spillage must be clearly explained in the audit
working papers and well documented by the
taxpayer. The Useefthetables at the end of this
chapter in Exhibits 7 — 10 automatically provides
for this 25% allowance.

and self-consumption
(0802.45).

The 25% allowance
proposed by industry
is based on survey
results that simply
represent the gap
between expected and
recorded sales based
on the volume of
purchases. The 25%
does not represent only
the loss from overpour
and spillage, but
includes self-
consumption, treating
of customers,
unrecorded sales,
pilferage, and theft of
cash.

Industry contends the
8% alowanceis

outdated and does not
represent the true loss
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Proposed Revision to Audit Manual Chapter 8, Bars and Restaurants

Comparison of Current and Proposed L anguage
Current as of November 28, 2000

Action Item L anguage Proposed by Staff Language Proposed by Industry Summary Comments
experienced by the bar
industry, which the
survey indicatesis
25% on the average.

ACTION 3- OVERPOURING, SPILLAGE, AND SPOILAGE | OVERPOURING, SPILLAGE, AND SPOILAGE | Recognizing that the
Overpouring, FOR WINE (0806.43) FOR WINE (0806.43) Board did not

Spillage, and A 3% allowance is provided to the extent of total A 21% allowance is provided to the extent of total | previously provide for
Spoilage for wine purchased. This allowanceis commonly wine purchased. This allowanceis commonly wine overpouring,
Wine referred to as an “overpouring, spillage, and referred to as an “overpouring, spillage, and spillage, and spoilage,
(Section spoilage” allowance, and represents the variations | spoilage” allowance, and represents the variations | the staff recommends a
0806.43) in pour size and wine that has been discarded. Any | in pour Size and wine that has been discarded. Any | 3% allowance be

adjustment greater than 3% for overpouring,
spillage, and spoilage must be clearly explained in

adjustment greater than 21% for overpouring,
spillage, and spoilage must be clearly explained in

the audit working papers and well documented by

the audit working papers and well documented by

the taxpayer.

the taxpayer.

provided. The3% is
applied to total wine
purchases. The 21%
alowance proposed by
industry is based on
survey results that
simply represent the
gap between expected
and recorded sales
based on the volume
of purchases. The
21% does not
represent only the loss
from overpour,
spillage, and spoilage,
but includes self-
consumption, treating
of customers,
unrecorded sales,
pilferage, and theft of
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Proposed Revision to Audit Manual Chapter 8, Bars and Restaurants

Comparison of Current and Proposed L anguage
Current as of November 28, 2000

Action Item

L anguage Proposed by Staff

L anguage Proposed by Industry

Summary Comments

cash.

Industry states the 3%
dlowanceis
inadequate and
recommends the
alowance be increased
to 21% based on the
results of survey
presented.

ACTION 4 -
Draft Beer-Drink
Size and Product
Loss

(Section
0806.55)

DRAFT BEER-DRINK SIZE AND PRODUCT
LOSS (0806.55)

The auditor must be aware of other factors that .
affect thedrink size for draft beer. Thefirst factor

DRAFT BEER-DRINK SIZE AND PRODUCT
LOSS (0806.55)

audltor must be aware of other factors that affectﬁ

drink sizefor draft beer. Thefirs factor isthe“head”

isthe “head” of foam served in aglass of beer.
Depending on the height-ef-the-head type of beer
and the shape of the glass, thisgai the “head” of
foam served in a glass of beer can range from one-
half to two ounces. The “head” of foam in aglass

of foam served in aglass of beer. Depending on the
height-of the-head type of beer and the shape of the
glass, thisgain the “head” of foam served in aglass
of beer can range from one-half to two ounces. The
“head” of foam in aglass of beer will offset losses

of beer will offset losses sustained from
overpouring, spillage, beer left in the keg, efc.

To quantify the effects of the offset allowed in the
“head,” abar may serve draft beer in atwel ve-ounce

sustained from overpouring, spillage, beer left in the
keg, etc.

To quantify the effects of the offset allowed in the
“head,” abar may serve draft beer in atwel ve-ounce

glass with as much as atwo ounce head in each glass.

glass with as much as atwo ounce head in each glass.

Not all bars experience
the same amount of
loss. It dependson
many factors. The
standard alowance for
overpour and spillageis
the combination of an
allowance created by
the head of foamin
each glass and the 3%
allowance as provided
inthetable. However,
the audit manual
providesthat an
additional loss may be
provided when the
claim is documented
and supported by
evidence. The29%
alowance proposed by
industry is based on
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Proposed Revision to Audit Manual Chapter 8, Bars and Restaurants

Comparison of Current and Proposed L anguage
Current as of November 28, 2000

Action Item

L anguage Proposed by Staff

L anguage Proposed by Industry

Summary Comments

However, the auditor will still use the twel ve-ounce

However, the auditor will still use the twel ve-ounce

glass size to determine the number of drinks served

glass size to determine the number of drinks served

from the keg of beer. This method amounts to a 20%

from the keg of beer. This method amounts to a 20%

alowance for |osses sustained from overpouring,
spillage, beer |eft in the keg, etc.

However, this method does not account for any loss

alowance for |osses sustained from overpouring,
spillage, beer |eft in the keg, etc.

However, this method does not account for any loss

if thereisvery little “head” of foam in the glass of

if thereisvery little “head” of foam in the glass of

beer. To account for draft losses, astandard 3%
overpour and spillage alowanceis provided. The

beer. To account for draft losses, astandard 29%
overpour and spillage alowanceis provided. The

3% overpour and spillage allowance accounts for

29% overpour and spillage allowance accounts for

draft beer overpour, spillage, and waste (e.q.,
inaccessible beer |eft in the keg, cleaning or
flushing keg lines, waste in tapping a new keg or

draft beer overpour, spillage, and waste (e.q.,
inaccessible beer |eft in the keg, cleaning or
flushing keg lines, waste in tapping a new keg or

re-tapping, etc.) Sdf-consumption or pilferage are

re-tapping, etc.) Sdf-consumption or pilferage are

not included in this allowance as they are adjusted

not included in this allowance as they are adjusted

separately and the salf-consumption should be noted

separately and the salf-consumption should be noted

on the Bar Fact Sheet. This 3% overpour and
spillage dlowance should not be made separately in

on the Bar Fact Sheet. This 29% overpour and
spillage adlowance should not be made separately in

the audit working papers since the table in Exhibit 12

the audit working papers since the table in Exhibit 12

incorporates this 3% allowance. Therefore, the
alowance for overpour and spillage will be the
combination of an alowance created by the “head”

incorporates this 29% dlowance. Therefore, the
alowance for overpour and spillage will be the
combination of an alowance created by the “head”

of foam in each glass and the 3% allowance
provided in the table.

In addition to self-consumption (including the
treating of customers) and pilferage, the following

of foam in each glass and the 29% allowance
provided in the table.

In addition to self-consumption (including the
treating of customers) and pilferage, the following

list of account variables may affect the percentage

list of account variables may affect the percentage

of draft beer loss. With the exception of the
tapping/retapping of akeg and the cleaning of the

of draft beer loss. With the exception of the
tapping/retapping of akeg and the cleaning of the

lines, the loss attributable to the remaining

lines, the loss attributable to the remaining

survey results that
simply represent the
gap between expected
and recorded sales
based on the volume
of purchases. The
29% does not
represent only the loss
from overpour,
spillage, and waste but
includes self-
consumption, treating
of customers,
unrecorded sales,
pilferage, and theft of
cash.

Industry contends the
allowance proposed by
staff is not adequate.
Industry recommends
the draft loss
percentage be increased
from 3% to 29%.
Industry basesits loss
percentage on the
survey results.
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Proposed Revision to Audit Manual Chapter 8, Bars and Restaurants

Comparison of Current and Proposed L anguage
Current as of November 28, 2000

Action Item

L anguage Proposed by Staff

L anguage Proposed by Industry

Summary Comments

variables can be controlled by the taxpayer through

variables can be controlled by the taxpayer through

proper installation, temperature and maintenance of

proper installation, temperature and maintenance of

the equipment along with the proper training of bar

the equipment along with the proper training of bar

personnel.

Tapping and Retapping: When akeg goes
empty (referred to as “blowing akeg”), a
certain amount of beer islost in the line, the
down tube and dish. The tapping/re-tapping of

personnel.

Tapping and Retapping: When akeg goes
empty (referred to as “blowing akeg”), a
certain amount of beer islost in the line, the
down tube and dish. The tapping/re-tapping of

akeg can eguate to a certain loss per each foot

akeg can eguate to a certain loss per each foot

of line, depending on the length and diameter of

of line, depending on the length and diameter of

the line, because the taxpayer must refill the
down tube and the beer line in addition to
purging off the excess foam. However, kegs
tapped in a series lose considerably |ess beer
(i.e., multiple kegs are connected in a series
through the draft lines).

The beer manufacturers require that the draft
lines be cleaned on a periodic basis (e.g., once
every two weeks). The beer distributors
generally make arrangements with the bar
owner (taxpayer) to comply with the
manufacturer’ s requirements on the frequency
of the cleanings per month. The amount of
beer loss is dependent on the number of
cleanings, the length of the lines, and diameter

the line, because the taxpayer must refill the
down tube and the beer line in addition to
purging off the excess foam. However, kegs
tapped in a series lose considerably |ess beer
(i.e., multiple kegs are connected in a series
through the draft lines).

The beer manufacturers require that the draft
lines be cleaned on a periodic basis (e.g., once
every two weeks). The beer distributors
generally make arrangements with the bar
owner (taxpayer) to comply with the
manufacturer’ s requirements on the frequency
of the cleanings per month. The amount of
beer loss is dependent on the number of
cleanings, the length of the lines, and diameter

of the beer lines. This information may be
confirmed by an examination of the invoices
for the beer lines. In addition, the beer
distributors recommend that at |east one beer
per line be discarded after each cleaning to

assure that all cleaning/rinse solution has been

of the beer lines. This information may be
confirmed by an examination of the invoices
for the beer lines. In addition, the beer
distributors recommend that at |east one beer
per line be discarded after each cleaning to
assure that all cleaning/rinse solution has been
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Proposed Revision to Audit Manual Chapter 8, Bars and Restaurants

Comparison of Current and Proposed L anguage
Current as of November 28, 2000

Action Item

L anguage Proposed by Staff

L anguage Proposed by Industry

Summary Comments

removed from theline.
The “first-off-beer” generdly refersto thefirst

removed from theline.
The “first-off-beer” generdly refersto thefirst

alass of beer from each line that is poured off
each morning (i.e., discarded). The beer
industry recommends that each morning at |east

alass of beer from each line that is poured off
each morning (i.e., discarded). The beer
industry recommends that each morning at |east

one glass of beer from each line be poured off
to assure the flavors picked up by the beer lying

one glass of beer from each line be poured off
to assure the flavors picked up by the beer lying

in the line overnight are purged from the
system.

Draft beer must be kept at a constant
temperature, ideally in the range of 35 to 39
degrees Fahrenheit. Fluctuationsin
temperature can affect the pour and create
unnecessary foaming. The warmer the beer
becomes, the more foam waste. Thisisamore

in the line overnight are purged from the
system.

Draft beer must be kept at a constant
temperature, ideally in the range of 35 to 39
degrees Fahrenheit. Fluctuationsin
temperature can affect the pour and create
unnecessary foaming. The warmer the beer
becomes, the more foam waste. Thisisamore

difficult variable to measure, in that the
taxpayer would have to collect the waste and
compare it to the total dispensed.

Pressure in the keg beer system needsto be
balanced to the keg box temperature. |f the
temperature fluctuates during the day, foaming

difficult variable to measure, in that the
taxpayer would have to collect the waste and
compare it to the total dispensed.

Pressure in the keg beer system needs to be
balanced to the keg box temperature. |f the
temperature fluctuates during the day, foaming

problems can occur causing waste.
Condition of glassware can effect foaming. The

problems can occur causing waste.
Condition of glassware can effect foaming. The

ideal glassis one that has been cleaned with
beer compatible soap and prechilled to the same

ideal glassis one that has been cleaned with
beer compatible soap and prechilled to the same

temperature as the beer. If the glassis not
prechilled, foaming may occur the glassis
frosted, it may cause foaming. While the frost
may feel smooth to the touch, it is actualy very

temperature as the beer. If the glassis not
prechilled, foaming may occur. If the glassis
frosted, it may cause foaming. While the frost
may feel smooth to the touch, it is actualy very

rough and causes the beer to boil (foam).
Redtriction of the line can influence foam. The
shorter the beer line, the more restriction, which

rough and causes the beer to boil (foam).
Redtriction of the line can influence foam. The
shorter the beer line, the more restriction, which
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Comparison of Current and Proposed L anguage
Current as of November 28, 2000

Action Item

L anguage Proposed by Staff

L anguage Proposed by Industry

Summary Comments

creates foam. Adding additional beer line will
slow down the flow rate of the beer, thereby
reducing the agitation, which reduces the
foaming.

e The bartender’ s pouring habits can effect beer
loss. Beer taps aretypically set to pour acertain

creates foam. Adding additional beer line will
slow down the flow rate of the beer, thereby
reducing the agitation, which reduces the
foaming.

e The bartender’ s pouring habits can effect beer
loss. Beger taps aretypically set to pour acertain

amount of beer per second. |If the bartender’s
practiceisto run the faucet (tap) for a second or
two prior to catching the beer, aquantity of beer

amount of beer per second. |If the bartender’s
practiceisto run the faucet (tap) for a second or
two prior to catching the beer, aquantity of beer

can be run down the drain.

Therefore, ataxpayer with numerous beer lines
and/or lines in excess of the average length
(approximately ten feet) may claim that the draft

can be run down the drain.

Therefore, ataxpayer with numerous beer lines
and/or lines in excess of the average length
(approximately ten feet) may claim that the draft

lossis greater than the 3% standard overpour and

lossis greater than the 3% standard overpour and

spillage allowance. An adjustment for additiona

spillage allowance. An adjustment for additiona

loss may be provided when the claim is
documented and supported by evidence (e.q.,
invoices on the number, length, and diameter of
beer lines, frequency of cleaning, etc.) from the
taxpayer or representative(s). Since the 3%
overpour and spillage alowance is incorporated
into the table (Exhibit 12), if the taxpayer provides

loss may be provided when the claimiis
documented and supported by evidence (e.q.,
invoices on the number, length, and diameter of
beer lines, frequency of line cleaning, etc.) from the
taxpayer or representative(s). Since the 3%
overpour and spillage alowance is incorporated
into the table (Exhibit 12), if the taxpayer provides

evidence of lossin excess of the 3% standard
alowance, the auditor must make an adjustment for

evidence of lossin excess of the 3% standard
allowance, the auditor must make an adjustment for

the loss already provided for in the table, and state

the loss already provided for in the table, and state

the percentage allowed in the audit working papers.

the percentage allowed in the audit working papers.

The auditor should clearly explain and document

The auditor should clearly explain and document

the method used to establish beer loss in excess of

the method used to establish beer loss in excess of

the combination of the allowance created by the
“head” of foam and the 3% allowance provided in

the combination of the allowance created by the
“head” of foam and the 3% allowance provided in

the tahle. Since the losses and gains vary frombar to

the tahle. Since the losses and gains vary frombar to
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Proposed Revision to Audit Manual Chapter 8, Bars and Restaurants

Comparison of Current and Proposed L anguage
Current as of November 28, 2000

Action Item L anguage Proposed by Staff Language Proposed by Industry Summary Comments
bar 4 ; T heiugified p—— bar ; T heiugified p——
when-computing-draft-beermarkups: when-computing-draft-beermarkups:

ACTION5- None. ALLOWANCE FOR BOTTLED BEER (0806.60) | Staff does not propose
Allowance for An allowance of 15% is provided to represent the anew section be
Bottled Beer loss of bottled beer due to breakage. incorporated for loss
(Proposed of bottled beer, since
Section 0806.60) bars do not experience

an enormous amount
of breakage.
Shrinkage of bottled
beer is provided in the
1% pilferage
allowance (0804.47).
The 15% allowance
proposed by industry
IS not representative of
loss of product due to
breakage and the
majority of theloss
represents treating of
customers or pilferage.

Since the staff has not
recommended a new
section on bottled beer
loss, the Industry
proposes a new section
be incorporated to
address loss of bottled
beer. The survey
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Comparison of Current and Proposed L anguage
Current as of November 28, 2000

Action Item

L anguage Proposed by Staff

L anguage Proposed by Industry

Summary Comments

presented indicates
that the average loss
due to shrinkage of
bottled beer is 15%.

AM-8 IP Exhibit 2.doc
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CHAPTER 8

BARS_ AND RESTAURANTS 0800.00

INTRODUCTION 0801.00

GENERAL 0801.05

It is the purpose of this section of the manual to include information to assist in the audits of
bars, restaurants, and other similar establishments. Notwithstanding the information included in
Audit Manual Chapter 4, General Audit Procedure, this section is intended to assist the auditor in
developing and applying the standard and speciadlized audit techniques to bars and restaurants.
This section will initially address those topics applicable to both bars and restaurants, followed
by sections specifictobarand restaurant auditing respectively, 1 he auditor should recognize that
there are many vanjatigrsdn ﬂve auditing pwoedura_‘/vhiﬁﬁr&e rheptated by the application of
the law, rules, requlati :)ns,\ the taxpg\te/ ﬁmﬁhodbtrep ing, nd types of records encountered.
By the very nature of the Iiusmc* ( lﬁar and?‘(fneﬂéurant , mpst sales are generally subject to tax.
Therefore, in bar and restauyant auhitinb, ifwill d)ften e necessary to verify or establish gross
receipts and make alfowances fo@'empﬁ)r‘rﬁﬁta_x\atfsal es.——

A preliminary review of the business operationsis essential in bar and restaurant auditing.
Although a restaurant may contain a bar or sell alcoholic beverages, not all bars contain
restaurants or sell food. Some bars may have a full service restaurant while others provide
a minimal_selection of food as a courtesy or complimentary to its patrons. In many bars
that sell food, the premises where the food is served are separated from the bar. In ether
case, food and bar sales should normally be segregated in the taxpayer's records. When
performing an audit of a bar combined with restaurant activities, it is imperative that the
auditor _separates the two activities. The procedures that follow are not intended to be a
substitute for independent thinking and sound judgement on the part of the auditor. All
information used to establish sales must beincluded in the audit working papersto support
the auditor’s recommendation.

QD

INSPECTION OF PREMISES 0801.10

Whenever possible, the auditor should inspect; and, if practical, perform the audit at the business
premises._If the audit is not conducted at the business premises, the auditor should make an effort
to observe the bar and/or restaurant in operation. |If the auditor does not observe the business
operations or is unable to observe the business operations, an explanation must be provided in the
audit working papers.

When the audit is to be transferred to another district, a bBar fFact sSheet and other significant
information regarding the business should be prepared by the district in which the bar and/or
restaurant islocated, and all the information should be forwarded with the assignment_and a Waiver
of Limitations, when appropriate.

SPECIAL PROCEDURES 0801.15
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! , Prudent tax auditing requwesthat
the audltor als&observe and eval uate factors outS| de the accounting records,_and document in the
audit working papers information on the following:-such-as;

-the Pphysical characteristics of the business premises;

e Number of days of operation

e Hoursof operation

o Typeof facilities available (number of chairs, tables, stoals, etc.)

e Number of cash registers
*  Nnaumber of employeesthe
*  Ttype of patronage;

¢ thellifestyle of the taxpayer;
o Eexpected sales based-on the auditor’ s observation efthe business activityete:
¢ Changesthat haye oarcurr%dtmvgfthe auditperi eé e@/ J/ rLansi on of the business)
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Chapter 4 of the Audit Manual describes genera auditing procedures whichthat may be useful in
any sdles tax audit. Many of these procedures are applicable to audits of bars and restaurants:;

Hhowever, additional procedures and techniques have been developed in response to
issuesproblems whichthat are pecdhar-unique to the bar and restaurant industry. Mest-ef-tThese

techniques and procedures velve-guantitative-analysis—Fhey—are described in the following
sections.

Additional information may also be obtained by contacting other agencies, such as the local
Alcoholic Beverage Control or Employment Development Department.  The auditor should be
aware that industry-wide reports are available detailing historical studies on average food costs,
average pour costs, sales volume per seat, sales volume per employee, and other operating ratios.
Comparison of audited and reported operating results with recognized industry averages may
indicate whether reported or audited results are reasonable. The auditor should consult with his or
her supervisor with respect to industry averages. In addition, current and historical telephone
directory yellow pages, which can be found at local libraries, may be useful in determining the start
date of a segment or second location of ataxpayer’s business.

ADEQUACY AND COMPLETENESS OF RECORDS 08021.250

The auditor should include comments in the working papers describing the procedures used by the
taxpayer to record business transactions,_ methods and procedures used for reporting, what records
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were made available, and whether the records available for audit were complete. At a minimum,
the auditor should review the following records.

e Federa incometax returns (FITR'S), including all schedules

* Profit and loss statements

+ All journals and books of account

+ Salesand usetax returns and all supporting documentation, including daily worksheets

« Bank statements and cancelled checksif available

e Purchaseinvoices (including cash paid outs)

e Cashregiger tapes

e Documentation regarding self-consump @ g/Lbn

«  Source document c%rﬂcé of i d expenses

 Documentation to| supgort o r e| ed from non-operating sources (i.e.,
loans, i hsurtande pfoteetis, Vi derﬁam% and other Vending machines, etc.)

—+

In addition to supperti al sales, tapes arean-Hmportant part of the records of a bar
and/or restaurant. The cash register tapes may be used to support price changes, cocktail sales,
"happy hour" sales,_specials, two-for-one promotions, and price increases during periods when
entertainment is provided, etc. If the taxpayer contends that the business operations have changed
during the audit period, a review of the cash register tapes may also provide the documentation
needed. In addition, in any bar audit, if the taxpayer contends that no liquor, beer, or wine was sold
during a specific period of the audit, the auditor should contact the Alcoholic Beverage Control to
verify the type(s) of licenses issued to the taxpayer and the corresponding date(s) each license was
issued. Thisinformation must be documented in the audit working papers. The auditor should also
verify purchases of liquor, beer, and wine with local vendors.

ADJUSTMENTS FOR SELF-CONSUMED MERCHANDISE 08041.235

Almost every bar and restaurant has self-consumed merchandise. Some of the more common uses
are:

» Giftsof package goods

*  Home consumption by ewner{sjtaxpayer(s)
» Drinksand/or food consumed by ewnertaxpayer on premises

* Drinks consumed by employees on premises
* "Treating" customers

Employee medls

¢ Food used for complimentary hors d’ oeuvres

Sdlf-consumption of both food and beverages should be discussed at the beginning of the audit with
the taxpayer and the amount of acohol noted on the Bar Fact Sheet (Exhibit 2). Effect-Adjustments
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should always be given for self-consumed merchandise in auditing bars and restaurants, except in
stuations as found in Section 0801.30. Since taxpayers seldom maintain records of
self-consumption, the auditor should, with the aid of the taxpayer, estimate the amount as
redistically as possible. \When-differences|f an under statement in self-consumed merchandise areis
established, they-it should be shown separately in the audit report.

Note: Usetax should be assessed on salf-consumed merchandise when material.

SELF-CONSUMED MERCHANDISE DISCLAIMED 08041.430

Often-aA taxpayer, being-fearful that he or she has committed anillegal act, willmay falsely tell the
auditor that they do not have any self-consumption, especially of alcoholic beverages. The auditor
should point out to the taxpayer the effect self-consumption has on sales computed by the mark-up
method. If the taxpayer ill insists no food or beverages are consumed in any manner, no
adjustment should be made for this item in computing sales, and the auditor should make
comments to this effect in the audit working papers. However, if the taxpayer later states that they
actualy did have some self-consumption, an adjustment should be made for the amount of self-
consumption. The Bar Fact Sheet (if applicable) should also be revised to reflect any changesin the

amount of self-consumption[purported by the taxpayer. ﬁ yd
LOSSES BY ?H-EFI'—GF%-FI@ \ : @ J)en 08041.355
j has b

Occasionally, taxpayers wil| state shat cr‘and' destroyed by fire. The
1% pilferage alowance disgussed in ions 0804. d 0809.30\does not include loss from
fire. In addition to the allowanceTor pilferage, trk*alﬁl or should giﬁereﬁeet-make an adjustment
for theseclaimed loss due to fire if [t is supported by
evidence from the taxpayer or representative(s). Examples of such support include:

* A report to the police department giving the date of the fire and approximate loss

o A fire department report

A clamfor lossfiled with an insurance company

Losses of money : ' geby fire cannot be allowed-offset
againg taxable sales since the sal e has a ready beelcrmaele—taken place and thus the tax is owed to
the state.

LOSSES RESULTING FROM AN-ACTFOFHGOB-NATURAL DISASTERS  08041.640

Lessesof-thistype-arecabsed-Earthquakes, floods, and hurricanes are examples of |osses by natural
disasters. The 1% pilferage allowance discussed in Sections 0804.47 and 0809.30 does not include
natural disasters. In addition to the allowance for pilferage, the auditor should make an adjustment
for claimed loss resulting from natural disastersif it is supported by evidence from the taxpayer or
representative(s). In many instances, the taxpayer will have insurance to cover such losses, and
documentation concerning a settlement with the insurance company will be sufficient evidence of
loss. Inthe event the taxpayer does not have insurance, a reasonable allowance should be made
based upon any valid information obtainable.
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SALES TAX INCLUDED 08091.645

On—or—after—January—1,—1979—Ceertain presumptions concerning the addition of sdes tax
reimbursement are created by Civil Code Section 1656.1. It shall be presumed that the parties

agreed to the addition of sales tax reimbursement to the sales price of tangible persona property
sold at retail to apurchaser if: eertain-conditions-are-met—See-Regdlation-1700(a)-

» Theagreement of sale expresdy provides for such addition of salestax reimbursement;

+ Saestax reimbursement is shown on the sales check or other proof of sale; or

* Theretaler postsin his or her premises in alocation visible to purchasers, or includes
on a price tag or in an advertisement or other printed materia directed to purchasers, a
notice to the effect that reimbursement for salestax will be added to the sales price of all
itemns or certain items, whichever is applicable.

It shall be presumed that th& property, the gross reé@ fr/ om the sale of which is subject to sales
tax, is sold at a price|which mclud@e aal‘és?ax m emt if the retailer posts in his or her
premises, or incl udzles bn a pride ahi\lfertlsethent A'Nhichever is applicable) one of the

following notices: _j aZ L ( L
o« “All prices of takadle item mgtde sdes|tax reﬁ\bursement computed to the nearest

mill.” o

* “Theprice of thisitem includes sales tax reimbursement computed to the nearest mill.”

Seet+en—69}2—ef—the4a#NotW|thstand| ng the above |t is the overwhel ming custom of the bar trade

to serve alcoholic beverages tax included. Some bars with restaurants sell their drinks for a “tax-
included” price at the bar, but in the restaurant sell the drink without tax reimbursement for the
same price and separately add tax reimbursement.  The auditor must be aware of the different ways
for handling sales tax reimbursement to ensure the proper selling price is obtained. The auditor
should aso verify whether the recorded sales in both restaurants and bars are ex-tax or tax-included
by conducting arandom test of salestickets or cash register tapes.

PREEHWHNARY-BAR AUDITING-PROCEDURE 0802.00

GENERAL 0802.05
A prellmlnary review of the business operatlons |s essentlal in bar auditi ng Ihe#e#ew—preeedulc&s

be aeeepteel—and—used asagui delln&s in maklng a determlnatlon as to the accuracy of the recorded
sales._ While acceptable, any deviation from the established review procedures must be fully
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documented and explained in the audit working papers. Due to the variety of retail establishments
that serve alcoholic beverages, the Audit Program for Bars, Appendix A, is provided as a quideline
to assist the auditor in planning and conducting a routine bar audit.

All Fhiskind-ef-information used to establish sales mustsheudtd be included in the audit working
papers to support the auditor's recommendation.  Although the importance and utility of
guantitative analysis in computing audit deficiencies cannot be discounted, such an approach should
be used only when there are adequate reasons for disregarding the taxpayer’ s recorded sales.

If the taxpayer’s recorded sales are impeached and sales are established by generally accepted
tax-auditing procedures (i.e., the mark-up method or other auditing technique), the auditor must
explain why it was necessary to disregard the taxpayer’ s records.

DEFINITION 8012.105

For purposes of this chapter, a bar is defined as any retall establishment serving alcoholic
beverages. Exhibit 1 identifies the various types of acoholic beverage retailers.

BAR FACT SHEET 0802.4615

The preparation of Form BOE-13118B, Bar Fact Sheet 2, I$ an essential and required
preliminary_step in any bal auﬁ TheBar Hagt—Sheet, will asgst the auditor and taxpayer in
documenting the essential information eeded#olsep@m 2 bar audh"t. This form isto be used as a
tool to gather information i cdndyctirig|bar] audits, agwell ps o ehsufe the taxpayer is aware of
important considerations that might ir;r{pact the ahdiM he|Bar Ract\Sheat provides documentation
for many areas that affect abar markup, such as. —

* Pour size and glass sizes (including changes during entertainment, “happy hour” and

specia events)

* Drink prices (including changes during entertainment, “ happy hour” and special events)

+ Estimated percentage of sales by category, (i.e., mixed drinks, cocktails, or “on-the-
rocks’)

* Theft (pilferage), fire loss, and loss due to natural disasters

o Sdf-consumption

This form must be completed at the beginning of the audit. The information to be entered on the
Bar Fact Sheet must be securedobtained from the ewnertaxpayer or someone authorized to act on
his or her behalf._ When possible, the Bar Fact Sheet should be completed with the assistance of a
full-time bartender is-en-duty-who has been employed for a significant length of time, which would
allow him or her to be very familiar with the bar’s standard operations. The completed fact sheet
should be read and signed by the person who provided the information. If someone other than the
ownertaxpayer provided the information, the form should also be read and signed by the
oewnertaxpayer. |If an “absentee-taxpayer” provides the information, the auditor should request the
taxpayer’s permission to verify the accuracy of the information with a full-time bartender who has
been employed by the taxpayer for a length of time. If there is an inconsistency between the
information provided by the absentee-taxpayer and the bartender, the auditor should discuss the
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differences with the taxpayer and if the taxpayer isin agreement, arevised Bar Fact Sheet should be
prepared for the taxpayer’ s signature that reflects the change(s). However, if the taxpayer declines
the auditor’s request to verify the information presented or if the taxpayer is in disagreement with
the bartender’s statements, the auditor should document such disagreement in the audit working

papers.

The size of drinks reflected on the Bar Fact Sheet should be consistent with the size of the jiggers
and glasses used at the bar. If drink sizes were changed during the audit period, purchase invoices
may be available that reflect new glassware or jigger size-purchases. Changes in selling prices,
sales at lower prices during “happy hours,” and sdles a higher prices when entertainment_is
provided or a specia event is heldis-previded can often be established from cash register tapes.
Whenever possible, the auditor should attach a copy of the drink price menu to the Bar Fact Sheet.

The Bar Fact Sheet will provide much of the information that will be needed later to complete the
audit working paper documentation and comments/ Th?a it ormation documented on the Bar Fact
Sheet may be modifiedirevised-by additierainferméten imates provided by the taxpayer
based upon infornatipn &)btaﬁ ned Vdufiéq e idit. I Lsignificant changes are necessary to the
original Bar Fact Shqaet,}a de isaﬁl B act Bheet| should be prepared for the taxpayer’s or
representative’ s s natlire/ Tb{e woids “/REVIBED” should bewyritten in the top right hand corner of
the document. A ¢opy of Hothlthe ori &Lnal |_and\revi Fact Sheet should be provided to the
taxpayer and/or representative.  The auditor may not alter the information on the Bar Fact Sheet
without the taxpayer’s knowledge and permission. If there are minor changes to the origina Bar
Fact Sheet, the auditor should have the taxpayer/representative initial and date the change(s). The
original Bar Fact Sheet and any revised Bar Fact Sheet(s) must be included in the audit working
papers as asubsidiary schedule.

It isimportant that the taxpayer is made aware that the Bar Fact Sheet data may be used to establish
audited bar sales and the auditor must disclose this fact to the taxpayer before preparing the form.
The statement at the bottom of the Bar Fact Sheet states:

Please Read Before Signing:

The completion of the Bar Fact Sheet is a collaborative effort by the auditor and
taxpayer to document the essential information needed to perform an audit of a
bar, and this information may be used to establish audited bar sales. If
someone other than the taxpayer has provided the information, the form should
aso be reviewed and signed by the taxpayer. The information documented on
this form _may be modified/revised by additiona information or estimates
provided by the taxpayer. If an audit conclusion is based on information other
than that contained in this Bar Fact Sheet, such information must be fully
documented in the audit working papers and discussed with the taxpayer.

Therefore, if the audit conclusion is based on information other than that contained in the Bar Fact
Sheet(s); such information must be fully documented in the audit working papers and discussed
with the taxpayer. Additionaly, if the auditor is going to disregard some or al of the information
contained on the Bar Fact Sheet(s) (e.g. size of pour), the reasons must be clearly stated with
detailed comments and/or supported with testing.
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To ensure the accuracy and to prevent any misunderstanding of the information provided, this form
should be completed in the presence of the auditor with the information and estimates provided by
the taxpayer. The auditor should not influence the taxpayer’ s responses to the questions on the Bar
Fact Sheet. Unless unavoidable, the Bar Fact Sheet should not be mailed or |eft with the taxpayer
for completion. In addition, it is recommended that the auditor have the Bar Fact Sheet reviewed
by the audit supervisor to ensure the form is properly filled out, signed and dated before the audit is

completed.

BUSINESS LOCATION, FACILITIES, AND PATRONAGE 0802.2016

The auditor should observenete and provide a genera description ofevaluate the bar’'s fellewing
characteristics as set forth in Section 0801.15, such as:

* Thebusinesslocation (e.q., residential, industrial, urban, suburban, etc.)

» The physicd facilities (e.q., number of cash registers, tables, chairs, dance floor, sound
system, TV, age and condition of equipment and &-furnishings, &tc.)

The genera nature of the customers (e.g., local residents, local employees, transent,

y T \4|~JI I_y wlltl\a

may—leasl—te%aret&esn&es In addltl on, Fthis k| nd of mformatlon often |nd| cates the voI ume of sales,

size of drinks, types of drinks, and selling prices which might be expected. 1t may alse-be useful in
estimating cocktail sales, "Hhappy Hhour" sales, sales during entertainment periods, and self-
consumption._The information may also be useful in analyzing losses incurred and/or the varying
degrees of internal controls, etc.

Since a preliminary review of the business operations is essential in bar auditing, if the auditor is
unabl e to visit the business premises, an explanation must be provided in the audit working papers.

EMPLOYEE INFORMATION 0802.215

Through discussion with the taxpayer or his.or her representative(s), and by examining the available
records, the auditor should determine the number of paid bartenders and serversaaitresses, the
shifts worked by each, the rate of employee turnover, the level of salaries, and whether any
employees have been discharged for dishonesty. Such information is valuable in judging the
existence of any employee theft: and determining whether all employee wages are recorded in the
books. Employees working “off the books” may be a source of unreported sales that are used to
pay their wages.

COMPLIMENTARY AND EMPLOYEE DRINK POLICY 0802.320
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Discussion with the taxpayer or the representative(s) and review of the taxpayer’s written policies
will enable the auditor:s to determine:

*  The amount of sdf--consumption by ewnertaxpayer/employee

*  Thetaxpayer' s policy regarding complimentary drinks to customers

» |f documentation is available to support the above items

DO|ICI€S if any, and discussing the DI‘&C’[IC@S regarding self consumptl on and complimentary drinks

may aso provide some insight into the degree of care exercised by employees in pouring drinks,
ringing up sales, etf._If posdible, an estimate of the Amo nt6f| self-consumption and complimentary
drinks should be |disOssed \wjth, each bertender. a-hls dr her practice may differ from the
ownertaxpayer’s poli ' l

CIGARETTE SALES ﬁ 0802.35

Some bars may sé#eiqaﬂeées erther th\‘euqﬁ\ve\"l | méshm& or over the counter. The auditor
should first determine if the taxpayer sells cigarettes or other tobacco products. The Bar Fact
Sheet contains a question regarding cigarette-vending sales. If the taxpayer does sell cigarettes or
other tobacco products, the auditor should discuss such sales with the taxpayer and review
purchase invoices. The auditor should obtain clarification on the following issues:

* Arecigarette (tobacco) saes segregated?

What arethe selling prices? Tax-included or ex -tax?
* Rebates and incentives (as discussed in Section 0902.45).
A comment should be made in the audit working papers with respect to cigarette sales.

INTERNAL CONTROLS 0802.430

The existence, or lack, of comprehensive and effective interna controls is an extremely significant
factor in tax audits of bars. If such controls have been combined with a sound accounting system, it
is very-dnlikelymore likely that recorded sales are not understated, unless the records have been
deliberately altered. -The auditor should determine the extent and nature of internal controls through
discussions with the ewnertaxpayer or manager, observation, physical inspection, and examination
of pertinent records._Exhibit 3 contains a “ Statement of Internal Controls’ that the auditor may
complete with the assistance of the taxpayer. Completing a “ Statement of Internal Controls’ will
assist the auditor (and others reviewing the audit) in understanding what type of internal controls
are present in the taxpayer’s business. A *Statement of Internal Controls’ should be completed at
the same time as the Bar Fact Sheet and, if prepared, it should be signed and dated by the taxpayer
and included in the audit working papers.

The following suggest some of the internal controls used in the bar industry.
a) Cash Controls
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H-Are cash register drawers closed after each sale?

2Do the cash registers print salestickets?

3)-Are sales tickets given to customers?

{4)-1s access to the register tapes restricted?-and 1 so, to whom?

{5)-Are the cash registers checked out at the end of each shift? ;-ang-lf so, by whom?

6)-If two or more bartenders work simultaneously, do they use the same or different
cash registers?

£AH-Are beginning and ending register tapes (Z-tapes) in sequential order 2ransaction
Aumbers-compared?

8)-Areregister-tape tears-matehed?Does the recorded time on the register (Z-tape) tape

correspond to the bar’ s closing time?

Do receipts signed by

G3)Isathird par

2)-Is the cash reconci I ed in the bank intact? ;-and
Hf so, at what inte ¢ p

Are survelllance cameras used to monitor sales at the register?

b) Inventory Controls

Who is responsible for purchasing inventory?

How often are purchases made?

Are vendors paid with cash, check or money order?

Areall bottlesin the bar purchased from distributors?

)-Isthe inventory of alcoholic beverages stored in alocked stockroom?
&-Who has access to the stockroom?

3)}Who restocks the bar from the stockroom inventory and at what intervals?
{4)-1sarecord maintained of stock removed from the stockroom?

{5)-Are empty (or broken) bottles from the bar exchanged for full bottles removed from
the stockroom?

£6)-Who checks incoming merchandise into the stockroom?
£A-Are the contents of incoming cases verified?

£8)-At what intervals are physical inventories of merchandise in both the stockroom and
the bar taken, and by whom?
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*  {9)IsanAre automatic liquor dispensing devices used?

*  (10)-Is the beginning bar inventory, plus stockroom withdrawals, less ending bar
inventory periodically extended to retail prices and compared to recorded receipts?

* {11)Does management demand a certain gross profit margin_or pour cost?
o (A2-Isawritten record maintained of complimentary and self consumed drinks?

* |f the taxpayer operates two or more locations, is the inventory commingled or
transferred between locations?

SELF-CONSUMPTION 0802.45

Sdlf-consumption should be discussed at the beginning of the audit and amounts noted on the Bar
Fact Sheet (Exhibi2—Fq support the amount of self-gonsymed merchandise, the auditor should
include a schedul e showi nq\the number and type qff dﬂ-hl(( beer wine, and liguor) in each of the

following categorigs:
» oaf-consumed by tax |I
» consumed by empl ove%/ u

e treating of customers

Each category should then be totaled to arrive at the total self-consumption alowance. The dollar
value of al sdf-consumed acohol should be calculated as a percentage of total taxable cost of
saes, and the percentage should be noted in the audit working papers. Generdly, this amount
should not exceed 3% of total taxable cost of sales without supporting evidence.The auditor should
make detailed comments in the audit working papers if the amount of audited self-consumption
differs from the amount scheduled on the Bar Fact Sheet.

PROFIT AND LOSS STATEMENTS 0802.5035

Operating statements for the business, preﬁerably—m con|unct| on wrth frem-the income tax returns,
should be analyzed for the audit period

addit-period-f-avarable. If the net profrt and return on mvested caprtal is hrgh,i it |sI I|kely that
recorded saleﬁ are understated /EFY =

, ; On the other hand if the profrt
produced by the bus ness does not constrtute a rewonabl e return on the ewner staxpayer's invested
time and capital, or the cash available-flow from the business is insufficient to support the
oewner-staxpayer's life style, and he or she has no other income, it is possible that recorded sales and
net profit are understated._It would be prudent, whenever possible, to compare the recorded sales to
observed sales to ensure that the records reflect economic redlity.

In analyzing the return on invested capital, the hours worked in the business by the ewnertaxpayer
and his or her family should be considered. What appears to be a reasonable profit and return on
capital may in fact be compensation for long hours of work.

To compute the cash flow for the business, use the following formula:

Net Income:
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* Depreciation

* |ncreasein accounts payable

* Decreasein itnventory

» Capital expenditures

* Decreasein accounts payable

* Increase in ithventory {Cent-}-0802.40

Equals.
Cash How from Business Operations

[
ala alalaa i N OHRA atall alfalalaTa l-"a i a alalaa i a -
v wvaeee v v viv Doy aioic,arc—aNYy co Critory-

business operations is insuffjci SUppart the ewne ’axer e and the ewnert taxpayer
contends that the difference [repiresents Ibarrotingf or iacome from|sources other than sales, then he
the taxpayer should be requ asked | to [subgaptiate such ¢ontent ons. The auditor should
document such contentions and Hclude any evide! ceﬂth lhg audlit

Pour Cost Percentage 0802.52

The pour cost percentage is an indicator of profit and loss performance because it analyzes the
relationship between costs and sales. The pour cost percentage is obtained by dividing the cost of
goods sold by sales (portion cost/selling price). Thus, a 20% pour cost means that it costs the
taxpayer $.20 to generate $1.00 of liguor sales, which trandates to a gross profit margin of 80% and
amarkup on cost of 400%. Since liguor, beer, and wine each vary in their respective sales prices
and costs, a pour cost percentage should be caculated separately for each category if the
information is available. Many taxpayers will attempt to achieve a certain pour cost percentage,
and the auditor should discuss the pour cost percentage with the taxpayer at the beginning of the
audit.

Knowing the taxpayer’s expected pour cost percentage will assist the auditor in determining the
taxpayer’s expected markup on liquor, beer, and/or wine saes. Exhibit 14 provides for the
conversion from pour cost percentage to profit margin to markup. From this information, the
auditor can perform a preliminary analysis to determine whether or not a more detailed review of
the taxpayer’ s records will be necessary.

MARKUPS 0802.545

N Da - alalaVala alalaallla Ml aTaWallV7a' a ala'dala'

Was—aeatalJrabLe—ter—sae—A markup is the amount added to cost to obtaln the sales price, and
generaly isreferred to in terms of percentages. The percentage of markup is computed by dividing
gross profit by cost of goods sold: G.P./C.G.S.=% of M.U. Taxpayers often discuss gross profit in
terms of percentages based on sales (e.q., profit margin = G.P./Sales) but seldom discuss the
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markup on cost. The auditor should make certain the taxpayer understands the difference between
the markup on cost and profit margin. (See Exhibit 14).

For example:

Sales= $1,000 Cost of Goods Sold= $400
Gross Profit= $1,000-400= $600

Markup on Cost= $600/400=150%

Profit Margin= $600/1,000= 60%

the taxpaver S recorded sdes should be eval uated in

developed, such a5 the data on the Bar Fact Sh he auditor's experience with smilar

businesses, to determi her the rec ed sdes(a nsistent with the established cost of
(Senact E

merchandise sold. i n08 7.

ust| be r/%to whether thel records account for al merchandise
which-that was availab In ond amark-up IS to be meaningful, it isimperative
for the auditor to Mexi habes are\QQr:de ete. The auditor should become

familiar with the products sold in the establ ishment and verify that all items are accounted for when
reviewing purchase invoices.

To the extent that it is practica to do so, based on available records, the mark-up should be
computed separately for each class of merchandise (beer, distilled spirits, food, etc.), for each year
in the audit period rather than on a composite basis for the entire audit period.

In a bar audit, consideratjon

BAR SHORT TEST 0802.650

The Bar Short Test (Exhibit 4) provides a preliminary analysis to determine whether or not a more
detailed review of the taxpayer’s records will be necessary. A Bar Short Test, Form BOE-1311-A,
is provided to assist the auditor in performing a quick test of ataxpayer’s markup. The auditor may
use BOE-1311-A or an equivaent form at hig’her discretion. If a short test is to be performed in a
bar audit, the schedule or form used should be retained as a subsidiary schedule to support the
mark-up analysis, whether or not a deficiency exists.

The Bar Short Test is divided into six categories: well drinks, call drinks, cocktails,
wine/ligueurs, beer domestic and beer premium/microbrew. The auditor should take the most
popular drink sold by the establishment from each category and develop a weighted mark-up
percentage. Input from the taxpayer or representative(s) is essential to the accuracy of this
analysis. The percentage of total purchases may be based upon a discussion with the taxpayer or
the representative(s). The auditor may want to perform purchase segregation for a purchase cycle
if the expected mark-up percentages differ substantially for each category of drinks. The
expected markup should be based upon a supporting schedule that lists the selling price of the
drink used from each category and the cost per drink. The reference used for establishing the
cost of the drink must be noted on the form. To establish the cost of the drink, the auditor should
reference recent purchase invoices.
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The mark-up percentages from the Bar Short Test must then be compared to the mark-up
percentages achieved based upon the taxpayer’s records. The auditor should indicate whether the
achieved markup per record istax included or ex tax, as well as the mark-up percentages developed
in the Bar Short Test. The auditor must comment on any differences between the markups and
whether or not further analysis is warranted. The auditor should always seek his’her supervisor's
guidance if there is uncertainty on whether to proceed with an audit or accept reported saes. An

example of aBar Short Test is provided in Exhibit 15.

TOLERANCE 0802.65

When performing a mark-up anaysis, there are many factors that may potentially affect the
results. For example, pour sizes, self-consumption, “happy hour” and entertainment prices all
affect abar's markup. As a result, atolerance of 10% is used in analyzing bar audit findings on
an annualized basis.

The auditor should accept riecorded Sales of “on sal€” distil@gi rn"tg, beer and wine if the audit
findings disclose a potential undey-repoffing of A6ss than [10%;]{inless]it can be established by
other means that an actual mdérstzlaterrhent exrété\ft% 1d°}’cﬂ tol gramce abplies only to on-premise
saes for establishments seryi ndl di/stillbd spi’rits.m;dom ﬂloﬂ apply [to establishments selling beer
and wine only since the markup fgf beer anld MQ cian be coputed more accurately. A
determination should be issued for the full amount for these types of establishments when
reported sales are outside the tolerance.

The 10% tolerance for bar audits can provide assistance to the auditor in applying cut-off
techniques when analyzing a short test (see Sections 0405.15 and 0405.35).

ANALYSIS OF AUDITPREEHHNARY FINDINGS 0802.7055

The information developed through procedures outlined in the preceding sections should be
carefully documented and evaluated by the auditor_and included as part of the audit report. If it is
concluded that a tax deficiency greater than the tolerance discussed in Section 0802.65 may exists,
the auditor should proceed to establish the amount of the deficiency using generally accepted tax
auditing procedures sueh—as(e.q., the mark-up method of computing sales, an analysis of bank
deposits, gross profit and net worth analysis, cash flow anaysis, See-Sections—0405.25—and

0406.40)¢tc.).

When an audit approach other than the mark-up method is used, a post audit mark-up analysis
should be performed to support the reasonableness of the audit findings. Thisis done by adding the
amount of the deficiency to the reported sales and computing the mark-up percentage on the cost of
sales.

Regardless of the audit procedures used by the auditor, if atax deficiency has been established, an
dternative method must be used and documented in the audit working papers to support the
reasonableness of the audit findings. This is generdly referred to as a reasonableness short test.
Alternative methods for supporting audit findings may include an analysis of the taxpayer’s net
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income (Section 0803.15), cash flow anadlysis, analysis of bank deposits (Section 0405.25), and
gross profit and net worth analysis (0406.40), etc.
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MARK-UP METHOD OF COMPUTING SALES 0803.00

GENERAL 0803.05

The Board' s authority to-"ge-behind" impeach the taxpayer’s records is eontemplated-Hauthorized
by Revenue and Taxation Code Ssection 6481.-of the-Sales-and-Use Fax-Law Specifically, Fthe
validity of using the mark-up method of computing sales, when there is a basis for disregarding
recorded sales, was sustained-upheld by the court in Maganini v. Quinn, (1950) 99 Cal. App. 2d I.

Even though the taxpayer’ s books and records are comprehensive and in agreement with each other,
the Board is not required to accept such evidence as conclusive and may use recognized and
standard accounting procedures to establish audited sades. Where the Board establishes a
deficiency, the burden of proof is upon the taxpayer to explain any disparity between their books
and records and the results of the Board's audit (Riley B’s, Inc. v State Board of Equalization
(1976) 61 Cdl. App. 3d 610).

The use-ef-the-mark-up method presumes-may only be used when there is support that the
taxpayer’s records are inadgquate. ¥ the taxpayer’s recorded sales fle impeached and sdes are
established by generally acdeptad-tax auditing-procesires (i.£., rhark-up-method), the auditor must
explain why it was necessaly to dikregaid the fakpayey’ s\réroch] L The_¢omments on the back of
Form BFOE-414-A, under the cﬂn "IBookis angkRecords”’ (Segtion 0206.36), should explain why
it was necessary to disregard theTecoyds| The do ts|should neverindicate that the records
were adequate when it was to put t ar k- ethod. Such a comment
isinconsistent with the use of the mark-up method.

B

ACCURACY 0803.10
The accuracy of the bar mark-up method depends upon the following factors:

o {a)CorrecthessAccuracy of cost of saes.

* {b)yAccuracyCerrectness of drink sizesand al selling prices.

* {e)Accuracy of al calculations.

» {d)-Correct weighting of the various types of drinks and other merchandise sold.

* {e)Adequacy of teststo determine the markups.

REASONABLENESS 0803.15

were unreported sal% durlnq the audit perlod an additional analvss must be utilized to evaluate
and reinforce the assessment whenever possible (i.e., reasonabl eness short test).

A preferred method is an analysis of the taxpayer’s net income (per income tax returns or financial
statements). This will include a schedule showing the deficiency per audit added to the taxpayer’s
income per financial statements or income tax returns. In the example below, a taxpayer’s $50,000
annua recorded income is added to a hypothetical audit assessment which projects additional
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annual unrecorded sales of $150,000. This results in an audited annual income of $200,000 for the
taxpayer.

1999 Income
Reported Net Incomeper FITR $ 50,000
Add: Unreported Salesper Mark-udp Analysis 150,000
Audited Income $ 200,000

The reasonableness of the computed understatement should be evaluated as a whole and as to the
amount per month, the amount per day or shift, etc._In this case, we have income of $200,000 per
year, or approximately $16,667 per month, or $3,846 per week, etc.

Consideration should be given to adjustments for unrecorded cash payments, such as unrecorded
purchases, employées working “ off the books,” etc.

Example: D
Reported net income

Add: Unreported selespék mérkuplandlysis ] 100,00
Less: Unreported v —

Hours open per day 14
Employees needed for staffing 2
Staffing hours required per day 28
Average hourly wage $ 7
Daily payroll $ 19
Days open per year 360
Employee payrall $ 70,560
Recorded wages per FITR 15,000
Unreported wages 55,560
Audited Income $64,440

The auditor should make specific comments regarding the reasonableness of the audited figures to
explain and reinforce the proposed audit assessment. Comments should be based upon the type and
size of the business as well as the taxpayer’s lifestyle, growth of assets or reduction of personal debt
(e.q., reduction of principal balance of mortgage based on a review of interest clamed on income

tax returns).

AUDIT WORKING PAPERS 0803.20

Audit working papers must include sufficient references so the audit schedules can be traced back
into the taxpayer’s records. For example, schedules of purchase invoices for test periods should
include the name of the vendor, the invoice date, a description of each item of merchandise on the
invoice, the number of units and the purchase price of each type of merchandise— (See—Table
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1Exhibit 5). When facilities are available, this-can-be-accomplished-by-makingphotocopies of the
purchase invoices in the test period should be included as support for the purchase segregation.

Dirafit
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COMPUTATION OF COST OF SALES 0804.00

GENERAL 0804.05
To correctly compute the cost of sales, it is necessary that the auditor determine:;

* {a-Beginning and ending inventories
* {b)Tota purchases
* {e}Adjustmentsfor self-consumed merchandise

o {d)rAdjustmentsfor losses (e.q., pilferage)

* {&-Wh ixes and supplies are includegHn purchases
INVENTORIES 0804.10
Inventories, if sugported |by |detaifed Woltk shed bé accepted as correct. If, however,
inventories present supporfed 9 regson to believe they are mere-estimates, it
would be prefer | the inv constant.  The auditor must include

comments in the audit working papers r& mqt ee types of Stuations. Inventories should be
compared to those reflected in the records and income tax returns of the taxpayer.

TOTAL PURCHASES 0804.15

In cases where the achieved markups based on the taxpayer’s records appear to be reasonable, yet
total recorded sales are lower than expected, it is possible that total purchases may have not been
recorded (in addition to total sales). When there is reason to believe the purchase records do not
properly reflect total purchases, some or all of the following verification should be performed:

¢ {aYAdjust for changes in accounts payabl eftuetuations.

¢ {b}-Examine expense records to determine whether some purchases may have been
concealed therein to improve the relationship between recorded purchases and reported
sales.

* Annualize the segregated purchases (0807.10) and compare the total to recorded annua
purchases. Annualized purchases greater than recorded purchases may indicate that all
purchases are not accounted for in the financial records presented. Annualized
purchases |ess than recorded purchases may indicate that not al purchase invoices were

provided.

2Analyze the

purchas ng cvcl eto determl ne |f vendors arrive at requl ari nterval S.

axpayer’'s

shelves and in inventory are represented on vendors invoices of liquor purchases.
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¢ {H-Compare vendors statements with invoices.

{g)-Verity—ecashpurehasesEnsure that items purchased with cash are accounted for in
recorded purchase summaries.

o |f it appears that purchases may be understated, all liguor distributors in the taxpayer’'s
area should be contacted to obtain a purchase history.

e Consder contacting the Department of Alcohol and Beverage Control or the Bureau of
Alcohol, Tobacco, and Firearms to obtain information regarding purchases from non-
licensed wholesdlers or other violations.

* Review the taxpayer’s purchase invoices for purchases of liquor, beer, or wine made at
wholesale and warehouse stores.

The auditor should be aware that the Bureau of Alcohol, Tobacco, and Firearms (ATF) requires
every retaill dealer who makes saes of distilled spirits, wines, or beer in quantities of 20 wine
galons (75.7 liters) or more to the same person at the same time to prepare and keep a record of
each such sale, which shows the (1) date of sdle, (2) the name and address of the purchaser, (3) the
kind and quantity of each kipeteftguor sold, and (4) the serig-numbers of al full cases of distilled
spirits included in the sal¢. (27 C\F.R. Section 194.234 (2p60).) | These records are to be
maintained for a period of not less t\nan th_Wear;s and\(ﬂ\rr thIS_HEI’IOd_the records are to be made
available at the business premisgs fd)r inspection DY rhq by NTE officers. If it appears that the
taxpayer is purchasing from a rétailer, such fs a(‘wa‘réhouse store,”| the auditor should contact the
“warehouse store” and inquire if tmse/records aréavalablé

v

QUANTITY DISCOUNTS 0804.25

The custom of the liquor industry is to periodicaly alow quantity discounts to retailers. Purchases
are ordinarily recorded net of discount. Sufficient testing of overall purchases should be conducted
to ensure that such discounted purchase prices are representative of the overal purchasing habits of
the taxpayer. If the auditor determines that the sampled discounted purchases are customary or
recur on a regular basis, thentr-sueh-eases; the auditor should list the discounted purchase price
when scheduling purchases for the shelf test. However, if such discounted purchases are not
customary or do not recur on aregular basis, then the non-discounted prices should be utilized in
the shelf test.

CREDIT REGULATIONS 0804.30

irati a fvery whole&ler of alcohol shallmest charge the
retaller 1% of the unpald balance when the invoice is not paid timelyen-the-43rd-day-—and-an
additional-1%for-each-30-days-thereafter. When a delinquency charge is levied pursuant to this
section, Aany such delinquency charge is an interest charge and should not be included in audited
purchases.

SELF-CONSUMED MERCHANDISE OVER-REPORTED 0804.45
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In some instances, taxpayers may report what appears to be an excessive amount of self-consumed
merchandise. The auditor should in all cases verify the amounts reported, and if it is determined the
amount is excessive, the excess should be restored to the cost of sales for purposes of computing
saes by the mark-up method. _Comments must be provided in the audit explaining why the
information provided in the Bar Fact Sheet regarding self-consumption is different.

Self-consumed merchandise is sometimes over-reported because it is rung up at the retail selling
price and included in sales. These amounts should be eliminated from sales and only the cost
considered as salf-consumed merchandise, where applicable.

PILFERAGE 0804.47

An alowance for pilferage, dso known as “shrinkage-in the amount of 1% of the cost of goods
sold is dlowed. Pilferage i§\an adjustment made fér irAJa'fﬁ)nlv purchases that were not sold due to
some type of |0ss, |such pmmrﬁ'ers 'ﬁtjtJ pav'i_mq, free drinks served outside of the
bar’ s written policy on the “tregi nq/ef éust@ber\\s,"— an oilaqle. If the taxpayer does not maintain
a written policy on “fiee drinks’ ar “tvﬁm of customers,”| the total number of drinks provided
without charge shd uld Be coﬁsi dered a{s sélﬂcorwmpti on anehnot as pilferage. Self-consumption
and loss from fire breiorrétural-di sasters arbnet ineludedlin-this amount and should be adjusted
for separately. The pilferage adjustment is made after an adjustment for self-consumption. The
total amount of pilferage alowed should be stated and expressed as a percentage of total taxable
purchases in the audit working papers. See Exhibit 6.

Taxpayers claiming pilferage shall be given a standard 1% pilferage allowance, unless evidence
supports a higher alowance. Any adjustment exceeding the 1% for pilferage must be clearly
explained in the audit working papers and well documented by the taxpayer. Such documentation
may _include police reports, reports from regularly employed private security gquards, private
detective agencies, insurance claims, reports from inventory control companies or sSimilar service
firms. |f the taxpayer provides a well-documented report from an inventory control company, the
auditor should consult with the audit supervisor to determine a reasonable percentage of the loss
attributable to theft of product as opposed to self-consumption, treating of customers, unrecorded
sales and theft of cash. A reasonable percentage should be developed based on any information
available to the auditor, such as the information contained on the Bar Fact Sheet, the Statement of
Internal Controls, employee records, police reports, or other similar documents or evidence
provided by the taxpayer.

ALCOHOLIC BEVERAGES USED IN COOKING 0804.50

DeleteElminate the cost of acoholic beverages used for cooking meals for resde, if significant.
(The amount so used should not be included in_the measure of self-consumption asit isfor resae.)

MIXES AND SUPPLIES 0804.65

The mixes and supplies listed below can be recorded either as supplies or as purchases. It is
important in calculating the rate of mark-up that they beare treated consistently, i.e., if included in
the taxpayer’s purchases, they must be included as purchases in the test base. A more accurate
result would be obtained, however, if they were excluded from both the test and purchases.
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Mixes

Ginger Ale/ other lemon lime sodas

CeeaCola
#YpTonic Water
Soda/Mineral Water
Orange Juice
Lemon Juice

Lime Juice

Pineapple Juice

Grapefruit Juice

Cranberry Juice

Tomato Juice
Half & Haf
*Sweet Vermouth
*Dry Vermouth
Grenadine Syrup
Sweet & Sour Mix
Tom Collins Mix
Margarita Mix
Bloody Mary Mix
*Triple Sec
*Blue Curacao

Supplies
Cherries
Olives
Cocktail Onions
Lemons
Oranges
Angostura Bitters
Orange Bitters
Tabasco Sauce
Cocktail Napkins

Straws
Whipped Cream

ikaitil

* Although Sweet Vermouth, Dry Vermouth, Triple Sec, and Blue Curacao are distilled spirits,

they are generdly considered as mix.
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COMPUTATION OF SELLING PRICES 0805.00

MIXES SOLD AS BEVERAGES 0805.05

Almost al bars sell mixes (ginger ae, lemon lime sodas, Geea—CEcolas,#-Up; etc.) as soft drinks. If |
sales of these mixes are significant, they should be added to total sal% of alcohollc beverages
computed from the mark-up method. If Fal
taxpayer_does not maintain a separate record of such sales, it WI|| be nec&&ary to compute the
dollar value of these sales from any information available.

BARS PROVIDING ENTERTAINMENT 0805.10

Some bars incr \r_beverage prices when 1 rr;ment Is provided. The prices charged |
before and during entertainmyent should be noted W ar |[Fact Sheet and considered in making
the audit. The method f N theweht grege markup for sales made during periods
of entertainment may e computed usingthe same-formtila used in Section 0805.15.

When computing achigv m)ar <upg frm'\é taxpayer s recarded sales, the auditor should exclude

entertainment “ covier charqeé if cnv) ¥ronT tecdrded gales.

A carimed-Salec
TF'VIOIUTTTUU A WY

Rear Nao-_Drinka

A | N NJ
<20.000 d: Rf\ = 22 2212
PLI;OTT OO0
10000 = 2N =12 500
-L\JIVVV DA"A%4 -I-L’\I\J\J
Liauor No— Prinke
I—l\1uu| LI A4 TTTINNY
L2€N 000~ <€ 2N =20 000
YU, U UU W O9U [ A A=A~
10000 = 1 25 = Q N00
-L\JIVVV [= =Ty - 4 UIVVV

) = ) = =
“HAPPY HOUR” & SPECIAL EVENT SALES 0805.15

Many bars, as a means of increasing patronage, feature a period in the late afternoon or early
evening where drinks are sold either at a reduced price or a larger drink is served at the regular
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price._This period is commonly referred to as *“happy hour.” Additionally, many bars have “specia
event” periods (i.e., Superbowl Sunday, Monday Nnight Ffootball, etc.) that may include draft beer
discounted or served in oversized pitchers. The sales during thisse-called-* happy hour” and specia
events will generaly yield alower markup than regular sales. The auditor must give consideration
to thisin establishing the overall weighted markup._“Happy hour” and special event sales should be
discussed with the taxpayer (i.e., the type and frequency of discounts), and the auditor must fully
document thisinformation in the audit working papers.

This dtuation is the reverse of the entertainment Stuationeenditton— (discussed in the

preeedmgw sectlon) where the prlces of drlnks are increased durlng the perlod of

An anaysis of the taxpayer’s register tapes is the best way to determine the percentage of saes
occurring during “happy hour.” However, in some cases, an anaysis using the register tapes may
not be possible. The following is an alternative method for computing the weighted average
markup where there are different price structuresin place.

Mark-up Percentages (based Qn coshof goods sold): d/

\ \ _O[m H Hcﬂ Regular
Mark-up Percentage on L iguar jflxtalx { ﬂ 500% 600%
M ark-up Percentage on Beer_(ex—%a<) J U_\ - Yo 400%

Per Bar Fact Sheet, taxpayer estimates that 25% of total sales are at “happy hour” prices.

Per cent of Purchases per 4 Otr 1999 Pur chase Seqgr egation:

Liguor 35%
Beer 65%
Computation of Average Weighted Mark-up:
Happy Hour (Markup % X % of purchases X estimated % of sales)
Liquor 500% X 35% X 25% = 4375
Beer 300% X 65% X 25% = 4875
Regular
Liquor 600% X 35% X 75% = 1575
Beer 400% X 65% X 75% = 1.950
Weighted Average Markup 4.45
SALES OF OFF-SALE BEER 0805.20

Effect-Adjustments must be givenr-made to account for off-premise sales of beer in_quantity (Six

packs, twelve packs, etc.)-six-canpaeks. These types of sales ear-may be verified from purehasesa
review of register tapes, discussion with the taxpayer/bartender, and a review of the purchase
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invoices. Sales of off-sale beer in single bottles/cans of-beer-or packs at a price less than charged at
the bar must be supported by the taxpayer._Often the taxpayer will sell only canned beer off-sale as
opposed to bottled beer. Off-sale beer sales should be discussed with the taxpayer/bartender or
representative at the beginning of the audit, and the amount and prices so noted on the Bar Fact
Shest.

SALES OF PREMIUM BEER AND KEG CONVERSION CHART 0805.22

The auditor should be aware that not all one-half kegs contain 15.5 gallons (1,984 ounces) of beer.
Certain imported beers and microbrewery beers are sold in kegs, which may be less than 15.5
gdlons. Before calculating the proceeds from a keg of beer (Exhibit 12), the auditor should
determine the type of beer sold and the correct number of galons per keg by examining the
purchase invoices for a representative period, discussion with the taxpayer/bartender, and/or
contacting the beerreistributor.  The auditor should document this type of information in the audit

working papers. — .
\ \ V/Kéq’ NSlzﬁC nversiof) Chart
SizeofKeg | ||/ /d)wnceﬁs ofl/B/e{aj S zegf Keg Ounces of Beer

Yobbl. = 155 gal /1984 T, || B5litek=792 gdl. 845

13504, 1728 vabol. = 7.75 ga. 992

50 Liter=13.2gd 1,690 1/6 bbl. =5.17 gal. 661

30 Liter=7.92 1,014 1/8 bbl. = 3.88 gal. 496

PRICE CHANGES DURING AUDIT PERIOD 0805.25

Changesin prices will affect the markup. The auditor should determine the date and amount of any
price changes. Ordinarily, this information can be obtained from discusson with the
ownertaxpayer, and in some instances can be supported by cash register tapes, menus,
hstsadvertisements, etc. Price changes should be documented on the Bar Fact Shest.
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ESTABLISHING SIZE OF DRINK_AND PRODUCT LOSSES 0806.00

GENERAL 0806.05

Determining the size of drinks as accurately as possible cannot be over-emphasized. One or more
of the following methods can be used as necessary:

e (Glasssize

e Count of pour (free hand)

¢ Measurement of size-ef-jigger size
e Dispenser gun

¢ Average pour test and discussion
¢ Undercover test

The auditor should avoid establishing the pour size based solely on “auditor’s judgement” or
“auditor’s knowledge of the industrV\" The auditor may aqéepl—ém/a\ erage pour Size up to 1.5
ounces without testing; howevef, When\ thie ariditgr aCcedts & pour|§ize imjexcess of 1.5 ounces, the
pour size must be supported |by deta]alled auﬁllt*e@m s amd/ar dU(':umentati on such as the
performance of an average pour t of an dndeﬁver} pour ftest. In qéneral, a separate pour size
must be established for cocktails and/exotic drir\kskﬂ‘he our size \relaTtéd to cocktails and exotic
drinks should be established using one of the methods discussed bel ow or through discussion with
the taxpayer/bartender. The method used to determine the pour size must be clearly stated in the
audit working papers and if an audit conclusion is based on information other than the pour size
information contained in the Bar Fact Sheet, such information must be fully explained in the audit
working papers.

GLASS SIZE 0806.10

The first step in determining any drink size is to obtain the glass size used by the taxpayer for
each drink. The Bar Fact Sheet requires the taxpayer to list the different glass sizes (e.q., beer,
wine, cocktail, and shot glasses). The glass size used to serve a drink is the starting point to
establish the drink size and provides the maximum drink size.

Since most drinks are not filled completely to the top of the glass, one of the following methods,
in conjunction with the Bar Fact Sheet, should be used to determine the drink size.

FREE HAND POURING METHOD 0806.15

Free Hhand pouring is a method by which liquor is poured directly from the bottle into the glass
without using the jigger as a measuring device. To measure the pour size, a bartender will often
count the number of seconds in the pour. The accuracy of this method depends upon the bartender
and the consistency of the type of spouts used on the various bottles. A-jiggeray-er-may-netbe
used-as-a-peuring-aid—Experienced bartenders using this method are usualy very proficient in
consistently pouring the desired amount of liquor. Fhere-has-been—a-trend-to-mere-free-hand
peuring-th-recent-years: If a bartender is using the free hand pouring method, the auditor should
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discuss with the bartender what “ count” the bartender is using to establish a specific pour size and
perform a quick test of the bartender’s method. Information on the pour size established using the
free hand pouring method should be documented in the audit working papers.

JIGGER POURING METHOD 0806.20

The jigger pouring method uses the jigger as a measuring device for the amount of liquor prior to
the pour into the glass._ However, the auditor should note that although ajigger may be used, some
bartenders add a free pour to the drink, a method commonly referred to as “pouring with atail.”

MEASUREMENT OF SIZE OF JIGGER 0806.25
This method assumes the size of the jigger represents the size of the drink poured. H-iseaningless
The jigger sizein
bartenders. This
and/or by actual me

AVERAGE POUR TEST 0806.30
Comprehensive discussion with the taxpayer and/or bartender together with a pour test is
necessarymay be performed to determine the average pour size of drinks. —H-they-are-peured-free
hand._If performed, the average pour test should generaly be conducted at the time the Bar Fact
Sheet is prepared.

In conductingmaking a pour test, the taxpayer and/or bartender sare asked to pour severalene-or
mere representative drinks generally using water. When possible, such tests should be done when a
full-time bartender is on duty that has been employed for a significant length of time. The sizes of
the drinks arets then measured with a pharmaceutical graduate and averaged to determine the
average pour Size. To assist the auditor, the procedure to conduct an average pour test is described
in Appendix B.

UNDERCOVER POUR TEST 0806.40

The prior approval of the District er-Sdbdistriet-Principal Auditor or Branch Office Supervisor is
required for an undercover pour test. The auditor is encouraged to perform an undercover pour test
when the taxpayer has indicated on the Bar Fact Sheet a pour size that exceeds the 1.5 ounces for
mixed drinks, over-the-rocks, and straight shots, and the pour size cannot be verified by other
means.

When an undercover test is conducted, a complete report must be prepared and included in the audit
working papers. This report should include the date and time when-the test was conducted, the
name of the bartender, the approximate number of customers present, the type of drink, how it was
measured, and other pertinent information._When possible, such tests should be done when a full-
time bartender is on duty that has been employed for a significant length of time. In addition, if
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possible, the tests should be conducted during a period (i.e., hour) that is most representative of the
business activity. This may entail conducting the test after normal work hours.

It is important in conducting the test for the auditor to consider that the pour size may vary
according to the type of drink, the proof of the acohol, and the temperature of the drink. The
auditor should also consider that the pour size might vary depending whether or not the customer is
a“regular customer” and whether or not a customer is drinking excessively.

The results of the test should be discussed with the taxpayer and/or bartender at the time it is
completed._To assist the auditor, the procedure to conduct an undercover pour test is described in
Appendix C. Unless an employee of the Department of Justice or the Alcoholic Beverage Control
accompanies the auditor(s), the taxpayer or bartender may legitimately refuse to let the alcohol be
taken off the premises for testing. The auditor may contact the Department of Justice or the
Department of Alcohol and Beverage Control to obtain their assistance or information (e.g., reports
on any prior undercover tests).

OVERPOURING AND SPILLAGE FOR LIQUOR 0806.42

—~Aan 8% ge-allowanceis given to the
extent of total distilled spirits purch (excludes beer and(wing). This alowance is commonly
referred to as an “overpouring and spil lade Bowarice.” e overpouring and spillage allowance”

accounts for factors such as$ overpourii - e,\ and hit‘é'ﬁkaqETr Any adjustment greater

than 8% for the overpouring and spillage aII(Bwané pagst t|>e Clearly explained in the audit working
papers and well documented by the ,té(paver. 'khe%—qh_e tabl ' in
Exhibits 7 - 10 automatically provides for this 8% allowance.

OVERPOURING, SPILLAGE, AND SPOILAGE FOR WINE 0806.43

A 3% allowance is provided to the extent of total wine purchased. This allowance is commonly
referred to as an “overpouring, spillage, and spoilage” allowance, and represents the variations in
pour size and wine that has been discarded. Any adjustment greater than 3% for overpouring,
spillage, and spoilage must be clearly explained in the audit working papers and well
documented by the taxpayer.

ALLOWANCE FOR COCKTAILS, SPECIALTY, AND EXOTIC DRINKS-SERVEB0806.45

A “cocktail” isadrink containing two or more distilled spirits combined with a mixer. This differs
from a “mixed drink,” which contains only one type of distilled spirits combined with a mixer.
Examples of mixed drinks include a gin and tonic, rum and cola, or bourbon and ginger ae
(highball). A “shot” is one form of alcohol only, with no mixer. Cocktails usualy contain more
distilled spirits than mixed drinks or straight shots, and the price charged may be higher. In seme
most cases, a-cheaper less expensive brand of digtilled spirits wit-may be used for cocktails (e.q.
well liquor). Thefollowingisalist of typica cocktails:
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Black Russian Margarita

Brandy Alexander Martini

Brave Bull Pink Squirrel
Grasshopper Rusty Nail
Golden Cadillac Stinger
Godfather Tequila Sunrise
Manhattan White Russian

Many bars serve specialty or exotic drinks, and the distinction between a speciaty drink and an
exotic drink depends entirely on the bar whereiit is served A specialty or exotic drink is qenerallv
determined by the lass used and is often serv. a hurricane, tuli
zombie glass. A specialty ok exotic drink may or contain two types of liguor; however, it
usually contains more‘d'rstill\ad-snu'rts than‘a\mpied [k b straight shot.  An exotic drink is
generaly a blended type drinR Mix it le-CESéHd cantaini ng a garnish (e.qg. pineapple and
an umbrella). However, ispéc at m dr nll( may alsq be a straight shot of multiple liguors
(e.q. tequila poppef, Mexicai flag,|or é B52). Thé follokindare examples of additional specialty
andior exoticdrinks_~ L1 \_ A\ L[]

Brass Monkey Pina Colada
Fuzzy Navel Planters Punch
Long Idand Ice Tea Zombie

Mai Tai

If a considerable number of cocktails, specialty, and exotic drinks are sold, an adjustment for these
types of drinks must be given in the audit. In many cases, estimates by bartenders or
ewnerstaxggyers may be sufficient to determ| ne if such sales are matenal to the audit report:

s s ~ n-estimate. The percentage of
cocktalls, speualtv or exotic dn nks may be computed from the cash regi ster tapes, or the inventory
of glasses maintained for each type of drink may be used to develop an estimate of the percentage
of cocktails, speciaty, or exotic drinks served. The auditor should discuss the sales of cocktalls,
specialty, or exotic drinks with the taxpayer when preparing the Bar Fact Sheet.

In addition to cocktails, it may be necessary; on occasion to give consideration to drinks sold
"overon-the-rocks' (with ice);. Thisis especialy important Hwhen H#-can-be-established-by-the the
taxpayer can establish that the number of ounces served in these drinks exceeds the number of
ounces served in mixed drinks. In some bars, there may be a prevalence of drinks sold
"onver-the-rocks' in which case these sales would have a material effect on the audited amounts.
Mark-ups established by audit should be based on the facts at hand. Adjustments for drinks sold
"onver-the-rocks' should be made only if the auditor's analysis of the situation indicates that such
adjustments are warranted. The reasons for alowing; or not alowing adjustments for drinks sold
"onver-the-rocks’ should be noted in audit working papers.

ALLOWANCE FOR “HAPPY HOUR” SALES 0806.50
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Some bars increase the size of drinks during a specific period of the day or lower the prices. The
auditor must make allowance for thisincreased pour of distilled spirits during this period. If “happy
hour” sales are separately stated in the records, the average weighted markup the-rumber-of-drinks
served-may be computed by using the formula in Section 0805.150. If not, the size and number of
drinks served must be estimated from the best information obtainable._If necessary, atest may be
performed for a period of time to determine the number of “happy hour” sales. This can be done by
having the taxpayer total out (also known as *X” out) the register at the beginning and the end of
“happy hour.”  The percentage of daily sales may be computed and proper weight given in any

anaysis.
ALLOWANCE FOR “SPECIAL EVENT” SALES 0806.52

Some bars increase the size of the drink and/or increase or lower the sdlling prices during “ special
events’ or “promotions.”  The auditor must make alowance for any increased pour of distilled
spirits and/or the size of the beer served. If specia event sales or promotions are separately stated
in the records, the average weighted markup may be computed by using the formula in Section
0805.15. If not, the size and number of drinks served must be estimated from the best information
available. The auditor should discuss with the taxpayer and/or bartender whether special events or
promotions are provided, what type, and how often. If the ta@va pafijcipatesin special events or
promotions, often the taxpayer Willretdinagyertis nqrwhichr\Jvi [l faastst the auditor in verify the type
and frequency of the specigl event or prorr’wtfoﬁﬂe téeson—ﬂ;r alei ng or not alowing an
adjustment for special events or prohtotj ons shoul;d%noted inthe atltdit working papers.

DRAFT BEER-DRINK Si P ucC I 0806.55

eustemelLThe audltor must be aware of other factors that affect the drink size and product I0$ for

draft beer. Thefirst factor isthe “head” of foam served in aglass of beer. Depending on the height
of-the-head-type of beer and the shape of the glass, thisgair-the “head” of foam served in a glass of
beer can range from one-half to two ounces. The “head” of foam in a glass of beer will offset losses
sustained from overpouring, spillage, beer left in the keg, etc.

To quantify the effects of the offset allowed in the “head,” a bar may serve draft beer in a twelve-
ounce glass with as much as atwo ounce head in each glass. However, the auditor will still use the
twelve-ounce glass size to determine the number of drinks served from the keg of beer. In this
example, this method amounts to a 20% allowance for losses sustained from overpouring, spillage,
beer |eft in the keg, €tc.

However, this method does not account for any loss if there is very little “head” of foam in the
glass of beer. To account for draft losses, a standard 3% overpour and spillage allowance is
provided. The 3% overpour and spillage allowance accounts for draft beer overpour, spillage,
and waste (e.g., inaccessible beer |eft in the keg, cleaning or flushing keg lines, waste in tapping
anew keg or re-tapping, etc.) Self-consumption or pilferage are not included in this alowance as
they are adjusted separately and the self-consumption should be noted on the Bar Fact Sheet. This
3% overpour and spillage alowance should not be made separately in the audit working papers
since the table in Exhibit 12 incorporates this 3% allowance. Therefore, the alowance for
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overpour and spillage will be the combination of an allowance created by the “head” of foam in
each glass and the 3% allowance provided in the table.

In addition to self-consumption (including the treating of customers) and pilferage, the following
list of account variables may affect the percentage of draft beer loss. With the exception of the
tapping/retapping of akeg and the cleaning of the lines, the |oss attributable to the remaining
variables can be controlled by the taxpayer through proper installation, temperature and
maintenance of the equipment along with the proper training of bar personnel.

» Tapping and Retapping: When a keg goes empty (referred to as “blowing a keg”), a certain
amount of beer islost in the line, the down tube and dish. The tapping/re-tapping of a keg
can equate to a certain loss per each foot of line, depending on the length and diameter of the
line, because the taxpayer must refill the down tube and the beer line in addition to purging
off the excess[foamm.~However, kegs tapped/in a series lose considerably less beer (i.e.,
multiple kegs are Conneéted in aseries throuqh‘ the’ﬂrﬁft ines).

*  The beer manufacturers requir raftJines be cleaned on a periodic basis (e.q., once
every two weeks) 'ﬁhe beer istr}bﬂtﬁcs enerdly make arrangements with the bar owner
(taxpayer) to camW witILn the mar{ufaﬁy]rer s reguirements on the frequency of the cleanings
per month. The amourtt of loss i ent onvthelnumber of cleanings, the length of
the lines, and diameter of the beer lines. This information may be confirmed by an
examination of the invoices for the beer lines. In addition, the beer distributors recommend
that at |east one beer per line be discarded after each cleaning to assure that all cleaning/rinse
solution has been removed from the line.

*  The"first-off-beer” generally refers to the first glass of beer from each line that is poured off
each morning (i.e., discarded). The beer industry recommends that each morning at least one
glass of beer from each line be poured off to assure the flavors picked up by the beer lying in
the line overnight are purged from the system.

» Draft beer must be kept at a constant temperature, ideally in the range of 35 to 39 degrees
Fahrenheit. Fluctuations in temperature can affect the pour and create unnecessary foaming.
The warmer the beer becomes, the more foam waste. This is a more difficult variable to
measure, in that the taxpayer would have to collect the waste and compare it to the total

dispensed.

* Pressure in the keg beer system needs to be balanced to the keq box temperature. If the
temperature fluctuates during the day, foaming problems can occur causing waste.

» Condition of glassware can effect foaming. The ideal glassis one that has been cleaned with
beer compatible soap and prechilled to the same temperature as the beer. If the glass is not
prechilled, foaming may occur. If the glass is frosted, it may cause foaming. While the frost
may feel smooth to the touch, it is actually very rough and causes the beer to boil (foam).

* Redtrriction of the line can influence foam. The shorter the beer ling, the more restriction, which
creates foam. Adding additional beer line will dow down the flow rate of the beer, thereby
reduci ng the agitation, which reduces the foaming.
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» The bartender’ s pouring habits can effect beer loss. Beer taps are typically set to pour a certain
amount of beer per second. If the bartender’s practice is to run the faucet (tap) for a second or
two prior to catching the beer, a quantity of beer can be run down the drain.

Therefore, a taxpayer with numerous beer lines and/or beer lines in excess of the average length
(approximately ten feet) may claim that the draft loss is greater than the 3% standard overpour
and spillage allowance. An adjustment for additional 1oss may be provided when the claim is
documented and supported by evidence (e.q., invoices on the number, length, and diameter of
beer lines, frequency of line cleaning, etc.) from the taxpayer or representative(s). Since the 3%
overpour and spillage allowance is incorporated into the table (Exhibit 12), if the taxpayer
provides evidence of loss in excess of the 3% standard allowance, the auditor must make an
adjustment for the loss already provided for in the table, and state the percentage alowed in the
audit working papers.

The auditor should clearly explain and document the method used to establish beer loss in excess
of the combination of the allowance created by the “head” of foam and the 3% allowance
provided in the table.

Sin
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COMPUTATION OF MARKUP 0807.00

GENERAL 0807.05

It is essential that the computed markup of purchases be as accurate as possible. If purchases are
segregated by type of merchandise sold, a markup should be computed for each product in the test
period. Mark-up percentages should be calculated to two decimal places. This markup can then be |
applied to each category of purchases for the entire audit period to determine total saes. |If
purchases are not segregated, it will be necessary to compute a weighted average markup for a test
period.

PURCHASE SEGREGATION 0807.10

The purpose of a ourchas\eseqreqation is to eﬁtam/lshi proportion of purchases made in each
beverage category |(e.d., 'quér,mnmm. rSeeExhibit)5. Whenever possible, the auditor
should schedule segregatet plirchased rhad€ dve the adit period. |If a purchase segregation is not
possible, a weighted maikud 20) icabl’(tpq al| gurchases should be computed. For bars, the
following categorigs are com/nc nly| usebl td dével od a purchasesegregation:

A\ ]

LiquorsLiqueurs

*  Wadl drinks
» Call drinks (if applicable)
* Premium drinks
Bottled Beer
» Domestic

¢ |mport/Premium
Draft Beer

e Domestic

e |mport/Premium/Microbrew

Wine
Food (if applicable)

The categories used in performing the purchase segregation should be representative of the
taxpayer’s business, business records, and purchasing cycle. |If for example, no premium liquor is
sold, no premium category is needed. However, it is important to differentiate between draft and
bottled beer purchases, and to give proper weighting to the percentage of sales of draft beer by the
pitcher versus draft beer sold by the glass. Depending on the sophistication of the taxpayer's
records, the auditor may expand the above noted purchase segregation categories. The auditor will
extend the purchases to retail to determine individual markups for each class of merchandise. A
weighted average markup can then be computed that combines the individual markups described
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above. This weighted average markup will later be applied to the audited cost of sales to establish
the measure of audited sales.

In_instances where an accurate purchase segregation is available for the entire audit period,
individua markups will be computed for each class of merchandise and applied to their respective
purchase categories for the entire audit period. If this segregation is not possible, this method
should not be used.

If inventories supported by detailed work sheets are available, the markup is to be applied to the
audited cost of sales. If, however, there is reason to believe the inventories are estimates, it would
be preferable to regard the inventories as being constant and purchases may be considered cost of
goods sold. Appropriate audit comments must be made in the working papers.

PURCHASE INVOICES TO BE EXAMINED
FOR A REPRESENTATIVE PERIOD 0807.156

Many bar-eperatorstaxpayers buy merchandise in quantities to secure larger discounts. This may
represent normal usage for three or even six months.  Sufficient invoices must be examined to be
sure a compl ete purchasing cydﬁ_h§§een covered, and that iations are considered._If
the taxpayer operates more than one Rusiness location, the m Id also verify whether the
taxpayer commingles the ipventory. T_c’(a’%u@ﬁe\&’:»{"I 5 quEhaan cycle, the auditor
should divide the total purchases by the |ryvé1for\QFoPr IHXleLl) b assume that a taxpayer has
$400,000 in purchases for a yepr trar{i nven/tomis Sld)O,COO. The purchasing cycle is four
times a year, or three mgnths. TJ7(e auditor \sho\ﬂf;l ﬂ)cument he domputation and use the
purchasing cycle when analyzing purchase INVOI CeS, -
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COMPUTATION OF TOTAL SALES 0808.00

GENERAL 0808.05

Audited Ftotal sales are determined by applying the computed wei ghted ag markup (Section

0805.15) to the audited cost of goods sold : W 0S
goods-sold-markups-s-acedrate-(Exhibit 6). A percentage of error is calculated and applled to
guarterly recorded totaltaxable sales for the entire audit period._The auditor should verify whether
the audited total sales are tax included or ex tax. Thiswould depend entirely on whether the auditor
applied a tax-included or ex-tax markup to the cost of goods sold. If applicable, an adjustment for
tax included should be made to the audited measure of tax.

CHANGES THAT AFFER 0808.10

T MARK-UP COMR
The following chang ;

e arghtechnar ation:

¢ Changeinthe g change in the price of drinks.
¢ Changein the size of dri a g in the price of drinks.

¢ Change in the price of drinks without a corresponding change in the cost of liquor and/or
changein the size of drink.

If any of the above changes are significant, it will be necessary to compute separate weighted mark-
ups for periods between changes._ If a separate weighted markup cannot be computed, the
percentage of error derived from periods believed accurate may be used and applied.

DIFFERENCES BETWEEN €OMPUTEDREPORTED AND RECORDED SALES0808.15
When reported and recorded bar sales are drfferent—a—pereentageuef—errer—must—beeemputed—by

may eX|st due to nontaxable revenue derived from pool tables, video games, or other mlscellaneous
income. Differences resulting from unreported taxable sales should be scheduled and assessed

accordingly.

compared Wlth ex-tax salaex-taxe&

PROCEDURE WHEN BAR HAS AN OFF-SALE LICENSE 0808.25

Many-Some bars selling alcoholic beverages by the drink also have an "off-sal€" license permitting
them to sell-these-beverages beer or wine by the bottle or can. Normally, separate cash registers are
used to record the sales in the two departments, and separate recordings are made in the sales
journal. In some instances, however, receipts from both departments are commingled, with an
informal record being kept of "off-sales.”

Bars and Restaurants / Chapter 8/-Apri-1979August 2000




The usua audit procedure is to reduce the sales of recorded "off-sales’ to cost and consider the
| balance of the cost of goods sold te-have-been-sold-"on sale,"; unless there is evidence to the
contrary.

BARS SELLING AN APPRECIABLE AMOUNT OF FOOD 0808.30

In this type business, food and bar sales are normally segregated. In many of these places, the
premises where food is served is separated from the bar, and the common practice is to have one
person responsible for the bar operations and another person responsible for the restaurant and
kitchen.

If the achieved markup on recorded total sales appears adequate, but the achieved markups for the
individual operations are inconsistent, the bar markup too low and the food markup too high, for
example; further analysis may disclose that this condition is caused by the restaurant being credited
with receipts from acoholic beverages served to diners. The reverse is true in those instances
where the bar markup is high; the restaurant markup is low. Food has been served in the bar and
included in the acoholic beverage sales. In many instances, after an adjustment has been made
correcting the sales segregation, both departments show an adequate markup.  When auditing
business of this type, the audlitor showld determl ne whether the sales batje been properly segregated
and if errors have been made. H= T o ih-the bar ish ung on the bar

rnru otar and bhavaranec carvear tnith
\/3 MWIUU\IVUUUWWIV M

o wrant ronictar  Thic can caricp
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hor or-restaurant markunc t
\w e v vipe pilapanlv ) I\Ul'J LA

should be adjusted for any stich di

Should it be determined that after the sales have béen properly segregated by departments that the
markup in one department, for example, the bar, is too low but the recorded food sales indicate an
adequate markup of goods purchased, H-res ! iti
proper to_apply the mark-up method to the bar cost of %\Ies to determl ne audlted bar galeﬁ _The
audited understatement in the bar should then be included in the audit report even though the food
sales are accepted as correct.  The auditor should make detailed comments in the audit working
papers if the restaurant sales are accepted and the bar sales have been established based on the
markup method.
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RESTAURANT AUDITING 0809.00

GENERAL 0809.05

The audit methodology used by the auditor will depend on the type of restaurant activity, the
taxpayer’s method of reporting, the records provided by the taxpayer, and/or the records
(information) secured by the auditor. The auditor will encounter a variety of businesses such as the
following that serve food and beverages,

+ Typica sit-down restaurant serving breakfast, lunch, and dinner (e.g. Denny’s, Lyons, IHOP,
etc.)

e Drive-in restaurant

» Bakery
» Ddlicatessen
e Bars

* |cecream parlors
* Coffechouses D
+ CatererdBangquets

» Catering trucks

* Hotels

» Bed and Breskfast Inns
*  Student Meals

*  Placeswhere admission is charged

* Food carts

When performing an audit of a restaurant combined with other activities, it is imperative that the
auditor separates the two activities. This is especidly true when a restaurant also operates a bar.
All purchases and sales activities must be segregated and analyzed separately when performing a
mark-up anaysis. A mark-up analysis should be performed and included in the audit working
papers for both restaurant and bar sales.

The audit working papers should include a description of the type of restaurant activity as noted in
Section 0801.15. A description of the menu items and hours of operation should be included. If
available, a photocopy of the menu should also be included.

80/80 RULE 0809.10

The application of tax to a restaurant’s sales of cold food on a “take-out” or “to-go” order will
generally depend on whether the establishment qualifies under the 80/80 rule (as provided by
Reqgulation 1603(c)(3)). If the taxpayer operates multiple locations or more than one type of food
operation, each individual location must be considered separately in determining if that location
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meets the specified criteria. However, combination locations such as restaurant-bakery or food
court location may be considered one operation for purposes of applying the 80/80 rule. Before
applying the 80/80 rule, the auditor must first determineif:

M ore than 80% of the business' s gross receipts are from the sale of food products (note: although
the sales of alcohol and carbonated beverage are subject to tax, alcohol and carbonated beverages
are not considered food products); and

More than 80% of the retail sale of food products are taxable because they constitute:

o Sales of food products that are furnished, prepared, or served for consumption at facilities
provided by the taxpayer:

e Sdesof meals or hot prepared food products; or

» Sales of food preduets by a “drive-in” (food produgcts spld for immediate consumption at or
near alocation| at whicﬁ\parki ng facilities are brom"d brimarily for the use of the patronsin
consuming thelprodudts, mmﬁl be3pld tczrho).

If a business meets bgth crit Eriao the 0 rule, the sAles of cold food on a “to-go” or “take-
out” basis, in a fpr itaple far cqfngaﬁ”ybtion on thé seller's premises, are subject to tax.
However, with sypporti ng/dowmnt&lioﬁ/,wch s | cash \@ister receipts or sales tickets, the
following exceptions may apply:

» Cold food sold in aform not suitable for consumption on the premises. A cold food product
is not “suitable for consumption on the premises’ if it requires further processing by the
purchaser, or it is sold in a size not ordinarily consumed by one person. In general,
containers larger in size than a pint (excluding milkshakes and similar milk products) are
considered to be in aform not suitable for immediate consumption.

o Effective April 1, 1996, the taxpayer may elect to separately account for sales of cold food
sold on a “to-go” or “take-out” basis. The sales must be separately accounted for and
substantiated by supporting documentation. Without adequate documentation, tax applies to
the gross recei pts with no deduction for these items.

o Sdesfor resale, exempt, or excluded sales, such asto the U.S. Government.

When evaluating sales under the 80/80 rule, atest period of 90 days is recommended. However,
a lesser period of time is appropriate if the business activity appears to have little fluctuation
from month to month. The auditor should make comments in the audit working papers detailing
which periods were selected to test and why the period was representative of the taxpayer's
business operations.

Example:
Hot prepared food products $ 85,000
Cold food products:

Sold to-go 5,000

Sold for consumption

on seller’ s premises 4,000
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Nonfood Sales (alcohol and
carbonated beverages) 6,000
Total Sales $100,000

In the above example, over 80 percent of the taxpayer’s sales are food sales ([$85,000 + $5,000 +
$4,000] / $100,000 = 94%), and over 80% of the food saes are taxable ([$85,000 + $4,000] /
[$85,000 + $5,000 + $4,000] = 95%). Do not include alcoholic and carbonated beverages as part
of the food product sales. Although their sales are subject to tax, alcoholic and carbonated
beverages are not food products. For that business not meeting both criteria for the 80/80 rule,
hot prepared food products are subject to tax, including hot prepared food sold on a “to-go” or
“take-out” basis. A food product is considered a hot food product if it is heated to a temperature
above room temperature. A sale of hot prepared food is taxable even if it has cooled by the time
of sale since it was intended to be sold as hot food. The application of tax to the sale of a cold
food product depends on the form in which it is sold and where it is to be consumed.
Notwithstanding the application of the 80/80 rule, sales of cold food sold on a “take-out” or “to-
go”’ basis are exempt from tax. However, a sale of a combination of hot and cold foods for a
single price is subject to tax—A—cambination package is two-ermoge items sold together for a
single price. The sale of a combi nésjon package is taxablé ifr'r{ ﬁcﬂud&e any of the following
items.

* A hot prepared food (such as ahot sandwich ot b y item

I
* A hot beverage (such aq coffee, bét chogol at&, ortga)

« A carbonated beverage (such as a soda or sparkling water)

 Anacoholic beverage

If a combination package sold “to-go” does not include one of the items listed above, it is not
taxable (for example a cold sandwich and milk sold together for a single price). All carbonated
and acoholic beverages are taxable, whether sold “to-go” or for consumption on the taxpayer’'s
premises. Carbonated beverages include sparkling mineral water and soft drinks.

If a combination of cold food productsis sold in an individual retur nable container, from which
the individual serving is intended to be eaten, the sale is subject to tax. The sale is considered a
sale of aserved meal, which is generally taxable.

For a newly established business, the taxpayer should estimate the percentage of taxable food
product sales. If the estimated percentage is less than 80%, records should be maintained
detailing the nontaxable sales of food products, and at the end of 90 days the actual percentage
should be calculated. If the resulting percentage meets the 80/80 rule criteria for two consecutive
quarters, tax will be due on a prospective basis unless sales are separately accounted for by the
taxpayer. If the resulting percentage does not meet the criteria, the taxpayer should verify
quarterly that the 80/80 rule criteria has not yet been met. The quarterly test of taxable saes
should be performed on a continuous basis or until it has been determined the taxpayer meets the
criteriafor two consecutive quarters. Once the taxable sales meet the established criteria for two
consecutive quarters, tax would be due on a prospective basis. Furthermore, once the criteria has
been met, the sales remain subject to tax unless there is a significant change in the business
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operations, or unless the taxpayer e ects to separately account for the sales and retains the proper
documentation.

EMPLOYEE MEALS 0809.15

If an employer furnishes a meal to an employee and makes a specific charge for the meal, the
charge for the meal is part of gross receipts and subject to tax. A specific charge is made if one
or more of the following condition exits:

+ The employee pays cash for the meal.

+ Thevalue of the medl is deducted from the employee’ s wages

* The employee receives meals in lieu of cash to bring compensation up to legal minimum
wage. (i.e., the employee medl is credited as part of the minimum wage: difference between the
allowable minimum wage and the actual cash W@—eﬂa\igl,/if less).

e The employee has|the opti dn Ty Tecerve cash for m snc\iﬂconsumed.

If the taxpayer furmishes L mea to eeland rén 0f|ﬁ11e above conditions are present, the
meal is considered to have bgen p’oviﬁedfo/n\ acomp iménteiarv basis and the meal will be treated
in the same manner as the ,téxpavevr’ S &df%qnﬂwpti()n; Le. ,vt‘he measure of tax is the cost of the
nonfood product items only, such as the carbonated_bevergﬁé and alcoholic drinks.

Current information on the State minimum wage is available from the local office of the Division
of Industrial Welfare, Department of Industrial Relations, State of California. Information on
Federal regulations can be secured from the Wage and Hour Division, Department of Labor, U.S.
Government.

EMPLOYEE TIPS 0809.20

No employer shall collect, take, or receive any gratuity or part thereof, paid, given to, or |left for
an employee by a patron, or deduct any amount from wages due an employee on account of such
gratuity, or require an employee to credit the amount, or any part thereof, of such gratuity against
and as a part of the wages due the employee from the employer. (Labor Code section 351.) |If
this prohibition is violated, any amount of such gratuities received by the employer will be
considered a part of the gross receipts of the employer and subject to tax.

Optional tips are not included in gross receipts and are not subject to tax.

Mandatory tips, such as those applied by a restaurant when a party exceeds a specific number of
patrons, are considered part of gross receipts and subject to tax. Each restaurant may have its
own policy with respect to the specific number of patrons necessary before a charge for tipping is
mandatory. Ex: “A 17% gratuity will be added to parties of 8 or more.”

The auditor should discuss tipping with the taxpayer and if necessary examine the taxpayer's
payroll records as verification of the taxpayer’s policies.

SELF-CONSUMPTION 0809.25

An allowance for salf-consumption as discussed in Section 0801.25 should always be given in an
audit of arestaurant. The amount of self-consumption should be discussed with the taxpayer and
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include merchandise consumed by the taxpayer, “treating” of customers, and the furnishing of
employee meals (if not otherwise taxable). Since the taxpayer is the consumer of all food and
beverages that are self-consumed, use tax will apply only to the consumption of those non-food
items, such as alcoholic beverages and sodas. The amount of self-consumption should be
expressed as a percentage of the taxable cost of sales. Self-consumption in excess of 3% of
taxable cost of goods sold should be fully explained or documented in the audit working papers.

PILFERAGE, SPOILAGE, AND WASTE 0809.30

An dlowance for pilferage, also known as “shrinkage,” in the amount of 1% of the cost of goods
sold is alowed. Pilferage is an adjustment made for inventory purchases that were not sold due
to some type of loss, such as employee theft of merchandise, customers not paying for meals, €etc.
An alowance for pilferage in excess of 1% may be given if the taxpayer provides evidence such
as police reports, insurance claims, reports from inventory control companies, or Similar service
firms. Pilferage excludes loss due to fire or natural disaster. Documented |osses resulting from
fire or natural disaster should be addressed separately from the 1% allowed for pilferage. Thefts
of cash are more likely to occur in a restaurant than the actual pilferage of the merchandise.
However, no adjustment is-made-for robberies of cash fop-sates tax purposes because tax is
measured by sales. The auditor ml}st express the amount( ofrdlféraqe as a percentage of the

taxable cost of goods sold ih the aldit Workifigb, Ders, j ‘]
Spoilage and waste occurs iin most/restadrants, 1e amouint of spoilage and waste will depend
on the type of restaurant and food sep(/ed The(audﬁdr shoJJId disd;usét\he amount or percentage

of spoilage and waste with 1he{a>q5a{/er atthe behi-nnhﬁbef the-auditand’document the taxpayer’'s
information and/or estimates in the audit working papers. |f the auditor is going to disregard
some or al of the information provided by the taxpayer with respect to spoilage and waste, the
reasons must be clearly stated with detailed comments and/or supported by documentation. Any
adjustment made by the auditor for spoilage that may appear excessive to those reviewing the
audit, should be clearly explained and well documented in the audit working papers. In the audit
working papers, the auditor should comment on any adjustment made for spoilage and waste, and
express the spoilage and waste as a percentage of the taxable cost of goods sold.

If the markup method is used to establish audited taxable sales, the auditor should make a
separate adjustment for pilferage and for spoilage. In the audit working papers, the auditor must
express the amount of pilferage and spoilage in dollars and as a percentage of the taxable cost of

goods sold.
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RESTAURANT AUDIT PROCEDURE 0810.00

RECONCILIATION OF RECORDED AND REPORTED SALES 0810.05

The auditor should conduct a reconciliation between the taxpayer’s recorded sales (including the
sales tax accrual account) and the reported sales, using the taxpayer’s books and records which
include the taxpayer’s federal income tax returns (FITR'S) and profit and loss statements. |If
differences are noted, the differences should be analyzed and discussed with the taxpayer. Any
unexplained differences noted should be well documented. While conducting the reconciliation,
the auditor should also calculate and analyze the taxpayer’s achieved markup based on recorded
sales and reported markups in conjunction with any prior audits conducted on the taxpayer’s
restaurant and/or with industry standards or averages.

RECONCILIATION OR}\P%PEPQS‘FF& 0810.10

A reconciliation of the t&(pak/er’s be(n@déb))si {S a}SGr mended as a preliminary auditing
procedure. 1t sholild be kept in nind thal_bank deppsits afe generally considered tax included,
unless it can be shown thét the) tax{pa\fa/ digd not col\lechsal&e tax_reimbursement. At the
beginning of the auelit,—the/auditepshomd_qdéﬂibr th ta%payér with respect to income from non-
sales sources. If the taxpayer contends that income is deposited into the bank from non-sales
sources, any adjustments should be verified through documentation. The auditor should also
analyze the bank deposits for any transfers between accounts, extraordinary, unusual, or recurring

deposits.

CREDIT CARD PROJECTION OF SALES 0810.12

While performing a reconciliation of the bank deposits, the auditor should consider analyzing
sales by using the credit card deposit information. Since sales made by credit card are required to
be deposited directly into the taxpayer's bank account, the credit card deposits provide a
verifiable source of information. Thus, the credit card projection of sales has proven to be an
effective audit procedure in establishing total sales. The credit card projection of sales can be
used to analyze reported sales, establish audited sales, or provide an alternative method to
support the reasonableness of the audit findings based on another auditing approach. To use the
credit card projection method, the auditor should pick a representative test period. This can be
accomplished either during an observation test or based on a review of daily sales tickets for a
test period. For the test period chosen, the auditor should schedule the sales paid by credit card
and schedule the total sales. The auditor should then compute a percentage of credit card salesto
total sales. Total credit card deposits are scheduled from the bank information for the audit
period, then divided by the credit card sales percentage to establish total sales. Total sales will
generally be considered tax included, unless it can be shown that the taxpayer did not collect tax
reimbursement. Therefore, adjustments for sales tax included, tips, and credit card company
withholds should be taken into consideration, if applicable. The following is an example of the
credit card projection of sales being used to support the audit findings based on the observation
method.
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Example:
Percentage of credit card sales:

Observation test #1 $627
Observation test #2 662
Total ex-tax credit card sales combined observation tests $1,289
Total sales observation test #1 1,298
Total sales observation test #2 1,096
Total ex-tax sales combined observation tests 2,394
Percentage of credit card salesto total sales 53.84%
Total credit card deposits for audit period, tax inc. $ 615,680
Total credit card deposits, ex tax <$615,680 /1.0825> 568,757
Total audited sles for audi{ period (3668.575/53.84%) [ | 1,056,385
Total salesreported for aud|t period, e tm [ 864,236
Unreported sales based on ¢red|t chrd Ji 09ts @ $ 192,149
AN

Unreported sales based on gbservation tast & j 175,720
Difference $ 16,429

ANALYSIS OF ACHIEVED MARK-UP PERCENTAGES 0810.15

Many factors may influence the achieved mark-up percentage on recorded total sales. Generally,
the achieved mark-up percentage is derived from the cost of goods sold and total sales as
indicated on the taxpayer’s FITR's or financia statements. Achieved mark-up percentages will
vary depending on the type of food sold, the location, and clientele. The auditor will have to
determine if the taxpayer's achieved markup on recorded sales is reasonable based on all the
information available such as:

» If the restaurant contains a bar

+ Thetaxpayer's method of recording bar and restaurant sales and costs

¢ Quantity of food salesin the restaurant in comparison to food sold in the bar

* Sizeof the portionsin relation to the sales price of the menu items

The auditor is cautioned to verify the taxpayer’s method of recording sales and costs, because bar
sales/costs may be commingled with food sales/cost or vice versa. If this occurs, the achieved
individua markups on recorded sales may not be representative and the auditor may find it
necessary to perform a segregation of sales and/or purchases before the achieved individual
mark-up percentages can be computed and analyzed.
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Proper weight must be given to the food sales in relation to the establishment, especially if
the audit is of a bar that also serves food. Asan example, some bars have a full restaurant
while other s provide a minimal selection of food as a courtesy to bar patrons. The achieved
mar k-up_percentages on recorded sales should be compared to the mark-up percentages
based on reported sales, with any differences noted in the audit working papers. If the
auditor_believes that achieved mark-up percentages need further support, an estimate of
sales should be performed based upon a “shelf test” of selected menu items (Section

0810.25).

COMPUTATION OF COST OF SALES 0810.20

As with any mark-up analysis, one of the most important factors in calculating the markup will
be the correct computation of the cost of sales. When the auditor performs the initial analysis of
the achieved marktup—on~ecorded sales, the auditor—genesally uses the cost of goods sold as
shown on the ewnértamavé\sfederal income tax returﬁ or|profit and loss statements. If amore
detailed analysis is warrgnted [or h MS con@liﬁplat_hq establishing sales based on the

mark-up method, the quditor must
* Beginning and|enck in\/entor(les. ( a@l

e Total purch

* Adjustments for sealf-consumed merchandise (which includes complimentary meas and hors
d’ oeuvres).

+ Adjustments for pilferage/spoilage.

* Whether supplies are included in purchases.

The reasonableness of reductions made to purchases when computing cost of sales must be
evaluated by the auditor. If the taxpayer’s adjustments appear questionable, the taxpayer should
be asked to provide documentation, such as order tickets to support complimentary meals. |If
self-consumption appears excessive, the auditor should prepare a schedule of the quantity and
type of food that is taken for any given period. Prices may be obtained from purchase invoices to
determine self-consumption or areasonable estimate devel oped from available information.

The auditor may find that the taxpayer does not take a physical inventory or_estimates the
inventory for financial statement purposes. |If no adjustment is made for _beginning or
ending inventory because the information is unavailable or unreliable, the auditor _should
consider purchases as costs of goods sold and provide detailed comments in the audit
working papers.

SHELF TEST 0810.25

A shdlf test is performed to assist the auditor in analyzing the taxpayer's achieved mark-up
percentage(s) on recorded sales and/or to develop a weighted markup to establish total sales when
the auditor feels that the achieved mark-up percentages are not reasonable (i.e., too low). The
auditor should discuss the test in detail with the taxpayer and request the taxpayer’s assistance in
costing out menu items. The auditor should start by costing out the items that the restaurant sells
most (the most popular dishes) including “plate cost” items such as the vegetable, butter, baked
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potato, and sauces. The most popular dishes may be determined from a discussion with the
taxpayer and a review of the quantity of purchases for the primary ingredients. The quantity and
ingredients should be obtained for each serving from the taxpayer. The auditor should note the total
volume/weight of the ingredients to ensure reasonableness.  The quantity of ingredients should be
scheduled, with the cost of each derived from purchase invoices. The total cost of an item should
be carried forward to a schedule summarizing all menu items in the test. The mark-up
percentages should be computed on an individual and aggregate basis to examine consistency.
Exhibit 16 provides an example of how to cost out a menu item.

When the use of the mark-up method is impractical, the auditor may establish sales using
other generally accepted tax auditing procedures such as, but not limited to, the observation
test (0810.30), bank deposit reconciliation (0810.10), or the credit card projection of sales
(0810.12). When an audit approach other than the mark-up method is used, a post audit
mark-up analysis should be performed to support the reasonableness of the audit findings.
Regardless of the audit procedures used by the auditor, if a tax deficiency has been
established, an alternative method must be used and documented in the audit working
papers to support the reasonableness of the audit findings (i.e., a reasonableness short test).
Alternative methods for sppporting audit findings may include anjanalysis of the taxpayer’s
net income (0803.15), analysis-af bink deposits (0810.10, 0405.25). credit card projection of
sales, or agrossprofit and nef worth anafysis(0406.4

OBSERVATION (SITE) TES O 0810.30

-
An dternative method to w-m‘t—reérd cHtotal s&&s’o/r\faﬁablegl a\anc‘/or establish audited total
saes or taxable sdes is the observation (site) test. A site test is the physica observation and
recording of the activity of the business for a specified period of time. Initidly, as a tool in
anayzing recorded total/taxable saes, the site test should be performed for an entire day if possible.
If the Site test is used as the basis to establish audited total and/or taxable sales, to ensure the result
is representative, the observation test should generally include several days; one of which should be
a weekend, if the business is operated on the weekends. |If possible, the auditor should avoid
conducting the observation test immediately preceding or following a holiday.

In performing an observation test, the day(s) most representative of the average sales day should be
used when possible. This day(s) may be chosen based on areview of the cash register tapes, sales
tickets, and/or a discussion with the taxpayer. The auditor should request the taxpayer to maintain
and provide the cash register tape(s) or sales tickets for the test day(s) for later comparison against
the auditor's scheduling of sales. When performing the observation test, the auditor should
schedule the sales as they are rung on the register or at the time the sales ticket is written. For
purposes of the observation test, if the taxpayer or employee asks the customer if an order for cold
food is to be eaten “here” or “to-go” and the customer responds “to-go,” the food is served in a
condition of “to-go,” but subsequent to receiving his’her order consumes a portion of the food at the
facilities of the taxpayer, the auditor should regard this of sale as avalid sale of cold food sold on a
“to-go” basis. The following factors are important in an observation test and should be considered
by the auditor. The auditor should provide documentation and/or comments in the audit working
papers with respect to:

+ Daysof operation
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e Hoursof operation

*  Sedting capacity (i.e., the number or chairs and tables, and whether the seating capacity
has changed during the audit period)

* Employees per shift
e Number of shifts

«  Menu/ priced special pricing (daily specials and two-for-one coupons)

e Banquet room/ catering/ delivery/ take-out and how take-out is rung up

e Cash register controls. How many cash registers? Do they ring out the register after
each shift? Are multiple people using the same register? Does the taxpayer operate
with an open drawer?

e Occurrenceof payouts
e How ale saleg rukm up’>:; re-tak t sales banguet sales, bar sales, etc. recorded

differertlv’.J / I ( th
» |stax charged, istax/includ igmprice, Or isno thx charged?
1 Nz N

e Percentage of credit card sales

* Weather conditions. Rainy days may affect establishments with limited seating capacity
and increase or decrease the amount of sales sold on a“to go” basis.

* Have the business operations changed during the audit period (expanded, contracted,
new menu items added or items deleted)?

» Have there been any unusua circumstances during the audit period that would affect
sales (robberies, fire, and natural disasters)?

In addition to the comments with respect to the above, to avoid any misunderstanding, confusion, or
perhaps the need for further testing, the auditor should state in the audit working papers the criteria
that was used in the observation test to establish taxable or exempt sales. In addition, the audit
work paper schedule of sales for the observation test should include not only a taxable and exempt
column, but if possible should also provide a brief description of the item sold and whether it was
sold “to-go” or for consumption at the facilities. Thefollowing is abrief example:

Description Sdlingprice | Taxable Exempt To-go Dine-in
ex-tax

Toasted bagel | 1.00 1.00 X

Toasted bagel | 1.00 1.00 X

Toasted bagel | 2.00 2.00 X

w/coffee Combination

Toasted bagel | 2.00 2.00 X

w/coffee sold
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Separately

Total 6.00 3.00 3.00

The results of the test should be reconciled to the taxpayer’s records for the day of the test. |If
differences were noted, the differences should be analyzed and discussed with the taxpayer. The
results of the observation test should be extrapolated for a period of time, generaly a year, and
compared to reported/recorded amounts. However, if the taxpayer’s records are not available for a
representative period, the percentage of error developed in the test period may be projected to the
remainder of the audit period. Consideration should be given to the seasonal nature of the business
(if applicable) and any other relevant factors should be clearly explained in the audit working

papers.

If atax deficiency has been established using the observation test, an alternative method must be
used and documented in the audit working papers to support the reasonableness of the audit
findings (i.e., areasonableness short test).

ESTABLISHING AUDITED TOTAL AND/OR TAXABUgSLjﬁE@ 0810.35
If the auditor notices a discrepancy etm@?ecﬁﬂ&\am‘j repgr ed%ales based on the initia

examination/analysis as noted dbove, 3 leor/ﬂ{e‘taxﬁa/er s Tecqrdsjargmot adeguate for sales and
use tax purposes, the auditor m lish to al@,esjand/or taxabl e sales based on one or more
of the following auditing pﬂocedures/ R dleks o\f‘ﬁ;le 3 dlt procedurg used by the auditor, if a
tax deficiency has been establlshed an él_ernatlve method must be Tsed and documented in the
audit working papers to support the reasonableness of the audit findings. This is generaly
referred to as a reasonableness short test. Each of the following methods is described in more
detail in Audit Manual Chapter 4, with the exception of the observation test (Section 0810.30)
and the credit card projection of sales (0810.12):

» Reconciliation of Recorded to Reported sales (0406.35)
» Reconciliation of tax accrual account (0405.10)

» _Reconciliation of FITR’s (0406.50)

» Bank Deposits (0405.25)

» Credit Card Projection of Sales (0810.12)

* Markup method (0407.10)

» Net Worth Analysis/Cost of Living Analysis (0406.40)
* Observation test (0810.30)
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SPECIFIC APPLICATION OF TAX 0811.00

DRIVE-INS 0811.05

Tax applies to sales of food products ordinarily sold for immediate consumption on or near a
location at which parking facilities are provided primarily for the use of patronsin consuming the
products purchased, even though such products are sold on a “take-out” or “to-go” basis and are
actually packaged or wrapped and taken from the premises.

Food products when sold in bulk, i.e., in quantities or in a form not suitable for consumption on
the retailer’ s premises, are not regarded as ordinarily sold for immediate consumption on or near
the location at which parking facilities are provided by the taxpayer.

With the exceptior of salés.of hot prepared food pfoduttsahd sales of cold food under the 80/80
rule, sales of ice cr%dodql* nuts,and _other inxﬂiviff' d faod items in quantities obviously not
intended for consumptionjonlthe t daf\er:,spr nfises, Without eating utensils, trays or dishes and

consumed on the texpayel’s d)r B Ses, ateeierrpt fram flax.| A taxpayer claiming a deduction on
account of food sales « isfvpe must/su@rt the deduction with complete and detailed records.
FOOD COURTS - - 0811.10

Many shopping malls maintain food courts. A food court generally refers to a grouping of small
restaurants that share a common area (i.e., eating facilities). The facilities are provided and/or
maintained by either the mall operator (management) or the participating restaurants. The
taxpayer |eases the specific restaurant area from the mall operator generaly based on the square
footage of its respective restaurant operation, including a portion attributable to the seating area
within the food court. In addition, the taxpayer often pays the mall operator additional fees based
on a percentage of the taxpayer’s total gross revenue. In addition to reviewing the records
provided by the taxpayer, the auditor may also contact the mall operator to secure information on
the total gross revenue reported to the mall operator by the taxpayer. The information may be
provided on amonthly or yearly basis depending on the records of the mall operator.

Generdly, tax applies to sales of food products ordinarily sold for immediate consumption at the
food court, since it generally constitutes facilities of the retailer (taxpayer). In regards to sales of
cold food “to-go” or on a “take-out” basis, the auditor should review the type of food products
sold and apply the result of the 80/80 rule, as provided by Regulation 1603(c)(3), accordingly.

ICE CREAM PARLORS/BAKERIES/COFFEEHOUSES 0811.15

In auditing an ice-cream parlor, bakery, or coffeehouse it is important for the auditor to first
understand the method of reporting used by the taxpayer and to pay specific attention to the type
of merchandise being sold and whether facilities are provided. It may be necessary to test for
whether the business meets the criteria of the 80/80 rule for the purpose of its sales of cold food
“to-go0” or on a “take-out” basis. In addition, the auditor should analyze the reported taxable
sales ratio in relation to total sales. If the taxable sales ratio is low, the auditor should consider
conducting an observation test as described in Section 0810.30.
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If the taxpayer makes asale of a cold food product, which is subsequently heated by the customer
in_ a microwave available for the customer’s use, the sale is not subject to tax as a sale of hot
prepared food. However, if the taxpayer heats the cold food product, the sale is taxable as a sale
of hot prepared food.

CATERERS AND BANQUETS 0811.20

There are special factors to consider when auditing a caterer or restaurant that provides banquet
facilities. The auditor should make specific comments in the audit working papers addressing
any of thefollowing if applicable:

* Chargesfor serviceware, tables, chairs, etc.

* Chargesfor coordinator, consultation, and/or designer fees

* Labor charges and preparation charges for the serving of the meals

* Facility charges (room charges)

* Rental eqguipment, dance floors, stage eguipment, props, etc.

» Parking attendants and $ecurity g
» Entertainment

» Mandatory and optional| gratuiies
* Corkagefees

Many caterers will maintain a job folder for each event. Other documents might include a“Log”
book or copies of the computer sheets that list the events occurring on each specific day. A
careful review of the contract is essential when auditing a caterer.  The contract may contain
elements that will not be billed directly to the caterer’s customer, such as “No-Host” cocktails.
When a “No-Host” bar is involved, the selling price(s) charged to the end-consumer (i.e., the
guest) is generally negotiated between the caterer’s customer and the caterer prior to the event.
The auditor may not be able to determine how many drinks were actually served at the event
unless the caterer maintains a beverage inventory report for each event. Often, “No-Host” sales
will need to be traced to other sales records such as the cash deposits journal or bank deposits.

If a caterer has contracted for an event at a government owned convention facility (e.q., city or
county owned), the auditor may consider reviewing the report issued to the government entity in
an attempt to establish total sales.

If a caterer has contracted with a specific organization based on a “guaranteed minimum,” e.q.,
sandwiches, sodas, snacks and candy, and the minimum was reached, the organization may or
may not receive a separate billing, and the contract may be the controlling document. If a
separate billing is not issued, the receipts may not be recorded in the normal books of account,
such as the caterer’s sales journa. Therefore, a review of the cash receipts journa or bank
deposits is a recommended auditing procedure.

The auditor should be cautious of timing differences when using bank deposits to establish total
or taxable measure (Section 0405.25), because customers may have paid deposits in advance to
secure the caterer’'s services. In addition, when the caterer provides its services “off-site,” e.q.,
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not in the taxing jurisdiction of the caterer’s physical business location, the auditor should verify
that the caterer reported tax based on the rate applicable to where the sale was made.

Tipping may be provided on a mandatory or optional basis. Optional tips are not subject to tax.
Mandatory tips are included in gross receipts. Generdly, a caterer or a banquet facility will
automatically apply a certain _gratuity to parties over a certain number of guests; this is a
mandatory tip. Often the caterer or banquet facility will apply a mandatory “service charge.”
Although the service charges may represent tips, which are later provided to the employees, the
service charges are mandatory and are included in gross receipts.

A charge for corkage fees by the caterer or banquet facility is considered a service in connection
with a sale and part of taxable gross receipts. Corkage fees remain taxable whether the caterer,
banquet facility, or the customer provides the champagne or wine.

CATERING TRUCKS m /I 0811.25

In general, sales madea b Cd% m/t’rtycmb?at\on‘s‘ areLeﬂlbietlfnto tax. Generally, a catering truck
operator makes sales iin designat HOf (ﬁdttes a ebular basis. In conducting an audit
on a catering truck operafor, |t ma(/ be/f@&;sarv o dontpct the catering truck operator’ s vendors
to secure purchasq informatj/on (c )nfifmeﬁldns) Notwithstanding the audit techniques provided
in Audit Manual Chaatemf an'akt .naﬂ‘ve«additlappltéach\toﬂerifvi ng total or taxable salesis the
observation test (Section 0810.30). The auditor would accompany the catering truck operator on
the daily route to observe and document sales. The auditor may find that catering truck operators
generally do not maintain cash register tapes or guest checks. However, the catering truck
operator (taxpayer) should be requested to maintain cash reqgister tapes or daily tickets for the
respective test day(s). During the test, the auditor should schedule sales by providing a brief
description of the item sold along with the selling price. The auditor should also state in the
audit working papers the criteria that was used in the observation test to establish taxable or
exempt sales. Auditors have found it convenient at times to copy the catering truck operator’s
menu with the corresponding prices and then place atick mark beside each item asitissold. The
auditor should compare audited total and/or taxable sales with the taxpayer’s recorded sales for
the period(s) tested. Daily sales should be projected to weekly/monthly/quarterly sales for the

audit period.
It is important that an observation test is conducted for a representative period. This period

should be discussed with the catering truck operator (taxpayer) and documented prior to the
testing. Otherwise, the projection of the results of the observation test may not be representative.

~t

FOOD CARTS 0811.30

For purposes of this section, food carts refer to small self-contained units that are mobile. Food
carts typically offer no seating arrangements, compared to restaurants that have full seating
facilities. Carts are generally located within a building or on a street or sidewalk. In general, the
majority of food cart sales consist of beverages and bakery items, or walk away type food
products sold strictly on a “to-go” basis and served in disposable cups or on disposable plates.
The taxability of the food and beverage sales is dependent on the type of food being sold and
whether facilities are provided.
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Sales of hot beverages such as coffee, tea, cocoa or cider are not taxable if sold for a separate
price on a “to-go” basis. Similarly, bakery items such as bread, croissants, pastries, muffins,
cookies, bagels, and the like are also not taxable if sold on a “to-go” basis. However, when a hot
beverage and bakery item are sold for asingle price, the saleis taxable.

Sales of carbonated beverages are not considered food products for purposes of the Sales and Use
Tax Law. Sales of carbonated beverages and carbonated water are taxable regardless of whether
sold “to-go” or consumed at the facilities provided.

Facilities. If the cart is located within a place where common seating is provided for the
consumption of food (such as a shopping mall food court or a cafeteria) or is located in a place
where admission is charged (such as a county fair) the food sold is generally subject to tax.
Similarly, if food items are served in returnable containers such as crockery mugs or glass
plates, the sale of the food will be subject to tax. The taxpayer should maintain proper
documentation for claimed exempt sales of food (i.e., cold food sold to-go or cold food sold in a
form not suitable for immediate consumption).

If the taxpayer makes asale of acold food product, which is subsequently heated by the customer
in a microwave available ferthe-customer’s use, the sale is pot-subject to tax. However, if the
taxpayer heats the cold fooq prcﬂuct,\he sdle s taxable as akaledf (ot prepared food.

STUDENT MEALS ’] 0811.35

The application of tax to sgles asttudént mealsﬁs @(ﬁlairkec in|Re ulzllti.on 1603(j). Generaly at
issue in an audit that involv mealsis ot them ere sold by aqualifying
group. If a private caterer rather than a qualifying group sold the meals, then the sales may be
subject to tax. The auditor should verify through an examination of the records and/or contracts
who actually contracted with the caterer to provide the meals to the students and whether the
following criteria for exemption have been met:

» The facilities used by the operator to serve the lunches to the students is used by the school
for other purposes such as sporting events and other school activities during the remainder of

the day;

* The fixtures and equipment used by the operator are owned and maintained by the school;
and

» The students purchasing the meals cannot distinquish the operator from the employees of the
schoal.

As provided in the John Chris Mogannam Memorandum Opinion, assuming the response to the
three statements above is in the affirmative, then the sale of the meals is regarded as qualifying
for the exemption provided in Revenue and Taxation Code section 6363.

PLACES WHERE ADMISSION IS CHARGED 0811.40
Tax applies to sales of food products when sold within, and for consumption within, a place the
entrance to which is subject to an admission charge, during the period when the sales are made
with the exception of:
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The auditor should be aware that that the phrase "National and state park and monuments' does

National and state parks and monuments

Marinas

Campgrounds

Recreational vehicle parks

not include city, county, regional, district or private parks.

In addition, the following do not qualify as places where admission is charged:

Places where admission is based on membership dues that among other things, entitle the

member to entrance to a place maintained by the organization;

Places where admissian is based on the use of-asiudent body card (e.g., school auditorium

Places where admi

wheredanceig

bei

ng héd: or

Places where ther]

eis a c1argez p_use\ the |facilitiles, l:\ﬂt no_entrance charge is made for

spectators (e.q.

qol

fcd)ur or OWUHQ/ S|

swapmeets, fairs, é

al
ssion is ¢ arqedqer(era@mcludelh resssporting and music events,
ark i

a
I 1C

texp ave}\'s,#ebponsi bility to document the

exemption for sales of food products that would not likely be consumed within the place where it

was sold. An example of such food products would include cake mixes, spices, boxed recipes,

etc. Nonprofit youth organizations or nonprofit parent-teacher organizations are consumers and

not retailers of the tangible personal property they sell. The auditor should examine the type of

organization and the products being sold before any conclusions on the taxability of the sales are

drawn.
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SPECIAL FACTORS 0812.00

GENERAL 0812.05

Consideration must be granted and audit comments must be made in the audit working papers
reflecting special factors such as:

o Daily specials
« Discount coupons

* Packaged plans

¢ Complimentary food and beverages

+ Hotdsproviding coupons

DAILY SPECIALS 0812.10

In establishing saes, the auditorsheuld take into consideration “dgailyspecids,” if offered by the
taxpayer to the patrons. Daily specialS\generally provide for d specific nenu item(s) to be sold for a
reduced price or sold in a |combination [for’a feduced pide. The audifor should make specific
comments in the audit workjing |pagers with 'gpeﬁ'/to)anv adjusiments Imade due to daily specials.
The auditor should examing salesticket ¢r cash (eqi@ tapes for verification of daily specials and
the application of sales tax reimbursefent. The auditonshbuld dso kerform a reconciliation of the
sales tax accrual account.

DISCOUNT COUPONS 0812.15

Certain restaurants promote two-for-one coupons or other discounts or cards that allow the
customer to purchase food and/or beverages at areduced price (e.g. $4.00 off or 20% off). If the
taxpayer does not receive reimbursement from a third party (e.q. a promoter) for the amount of
the discount, the measure of tax is the amount received from the customer. |f the taxpayer
receives any reimbursement from a third party for the discounted amount, the amount received
from the third party is also subject to tax and must be included in gross receipts.

When there is no indication that the discount was computed on the selling price exclusive of
sales tax reimbursement, it will be presumed that the discount was alowed on the total sales
price including sales tax reimbursement. This is usudly the case with unit or lump-sum
discounts. When there is evidence that the discount was computed by applying a percentage to
the selling price exclusive of sales tax reimbursement, the discount will not be allowed as a
deduction since the taxpayer has retained excess tax reimbursement. (See also Audit Manual
section 0412.10)

The following examples provide for the application of tax to certain situations:

Example A:

A customer provides the taxpayer with a coupon which states, “Buy One Meal Get One of Equal
or Lesser Vaue Free.” The two meals each cost $15.00. The taxpayer bills the customer $15.00.
The measure of tax isthe $15.00.
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Example B:

The same facts as in example A; however one meal is $15.00 and the other meal is $10.00. The
taxpayer bills the customer $15.00. The measure of tax is the $15.00.

Example C:

The customer provides a coupon, which states the holder, is to receive 50% off the reqular meal
price, with a maximum discount of $4.00. The meal served is valued at $15.00. The taxpayer
bills the customer $11.00 ($15.00-$4.00). The measure of tax isthe $11.00.

Example D

Same fact patter as in example A. However, the taxpayer bills the customer for both meas
totaling $30. Sales tax reimbursement of $2.33 is applied (7.75%). The total bill is $32.33. The
taxpayer reduces the bill by the ex-tax price of ope-meal, $15.00. The customer pays $17.33,
which represents the ex-tax\price of one meal ($15) ahad’sdles tax reimbursement of $2.33. In
this instance, the taxpayex h ccﬁmtaﬁ rei'EnEJursahent of $1.16.

The auditor should rey ievb the taxpayer licieq and practices with regard to discounted meals
and perform arecanciliation pof|thd salétex;hccrual accountl

PACKAGED PLANS - 0812.20
Bed and Breakfast Inns, American Plan or other Similar Plans

Many Bed and Breakfast establishments offer what is commonly referred to as the “American
Plan.” The American Plan is generdly offered by an establishment, wherein the establishment
charges the guest a fixed sum by the day, week, or other period for room and meals combined. |f
the establishment offers an American Plan or other similar plan, the establishment must make
segregation in its records between the charges for the room and the charges for the meals, hot
prepared food products, and beverages. In addition, charges for delivering and/or serving the
meals, hot prepared food products, and beverages are also included in the measure of tax,
whether the charges are separately stated or not. If no segregation is made, the auditor should
devel op segregation based on the information available.

COMPLIMENTARY FOOD AND BEVERAGES 0812.25

Lodaging establishments which furnish, prepare, and serve complimentary food and beverages to
guests in connection with the rental of rooms are consumers and not retailers of such food and
beverages when the retail value of the complimentary food and beverages is “incidental” to the
room rental service regardless of where within the hotel premises the complimentary food and
beverages are served. For complimentary food and beverages to qualify as “incidental” for the
current calendar year, the average retail value of the complimentary food and beverage (ARV)
furnished for the preceding calendar year must be equal to or less than 10% of the average daily
rate (ADR) for that year. Exhibit 17 is provided to assist the auditor in analyzing whether the
hotel or similar establishment is the consumer or retailer of the food and beverages.

“Complimentary food and beverages’ means food and beverages (including acoholic and non-
alcoholic beverages) which are provided to transient guests on a complimentary basis and:
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* No segregation between the charges for the room and the charge for the food and beverages
appears on the guests hotel bill; and

« The guest is not given the option to refuse the food and beverage in return for a discounted
room rental rate.

The application of tax to hotels and similar_establishments providing complimentary food and
beverages is explained in Regulation 1603(a). If applying the formula results in the
complimentary food and beverages being ten percent or less, such food and beverages are
deemed incidenta to the lodging, and not subject to sales tax. For example, if the average daily
rate for a hotel in 1995 was $80.00, and the cost of the complimentary food and beverages per
occupied room for the same year was $3.00, the retail value of the food and beverages would be
$6.00 ($3.00 with 100% markup). Thus, the retail value of the food and beverages is less than
ten percent ($6.00/$80.00 = 7.5%). The hotel is the consumer of the food and beverages and tax
appliesto its cost, where appropriate.

Computing the ADR for Concierge floors, club level, or similar programs. If the hotel
provides concierge floors, club levels, or other areas designed to provide for similar programs,
the auditor should apply the—formula separately with respectto the complimentary food and
beverages furnished to the questswﬁ& participated in the cd)nc'ver‘qﬁfloors, club level, or similar
programs. The auditor shquld|treat the] colicigrde floors, [cl ub:lle@el, of similar programs as an
independent hotel separate|and agart from theEfeI)in JvThich it s dﬁerated. To compute the
ADR, the formula would incl only |thg “vérlv/rbom ﬂevenue” a{npl the “yearly number of
rooms rented” from these specific rodmsg Q_\ ||

HOTELS PROVIDING COUPONS 0812.30

If a hotel provides its guests with coupons or similar documents that are exchanged for
complimentary food and beverages that are “incidental” to the room rental service in an area of
the hotel where food and beverages are sold on aregular basis to the general public, the hotel will
be considered the consumer and not the retailer of the food and beverages if the coupons or other
similar documents are non-transferable.  Although the coupon must be non-transferable, pursuant
to a memorandum to the District Principal Auditors from the Program Planning Manager, dated
March 1, 1999, for periods prior to January 9, 1999, the coupon need not identify the quest by
name. Effective January 9, 1999, if the coupons or other documents are transferable or the quest
is not specificaly identified, the food and beverages provided will be considered sold to the
guest(s) at fair retail value of similar food sold to the genera public. The auditor should review
and document the hotel’ s policy with respect to such coupons and/or other documentation.

If a hotel issues its quests coupons, which are to be redeemed at restaurants not operated by the
respective hotel or lodging establishment, the hotel is the consumer of the food and beverages
when the coupons are redeemed by the guests. The restaurant providing the food and beverages
istheretailer and tax will apply to the charge by the restaurant to the hotel.

Exhibit 17 is provided to assist the auditor in anadyzing whether the hotel or similar
establishment is the consumer or retailer of the food and beverages.
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AUDIT PROGRAM FOR BARS

AUDIT OBJECTIVE

The primary objective of the tax audit is to determine, with the least possible expenditure of
time; the accuracy of reported tax. Additionaly, tax audits are to provide information and
assistance for taxpayers to correctly and efficiently report and pay future tax liabilities.

PRELIMINARY REVIEW
1. Review digtrict file.

2. Review pripr audits

3. Consider ah edrly\visit. lﬂf@m%@}eft e bfficial contact if there is reason to

believe that sales may be ﬁdeu‘staf% d'shoml d] be[done only with Supervisor approval.
The purpose is t observd th%neratmns of [ the business: type of drinks, prices, pour,

signs, prorrllotions, ait. J \_kj\_\ U

OBTAIN GENERAL FACTS and INFORMATION
1. Meset at business with taxpayer and bar manager, if applicable.

2. Observe the business in operation.

3. Note the type of establishment and clientele. Is it a neighborhood bar, tourist bar,
business bar, entertainment bar? (Section 0801.10, 0801.15)

How long have employees been there? High turnover? (Section 0801.15)

|s the ewnertaxpayer actively involved in the business?

Prepare Bar Fact Sheet. (Section 0802.15) Know the purpose of the Bar Fact Sheet and
verify the facts. Make sure the taxpayer is aware of the purpose of the Bar Fact Sheet.

7. Know glass size. Measure glasses if necessary. (Section 0806.10)
8. Prepare and do meaningful pour tests. (Section 0806.30)
9. Note the methods and devices used to pour drinks. (Section 0806.00)

10. Develop a percentage of drinks sold by type to be used on Form BOE-1131-A, Bar Short
Test Sheet. (Section 0802.60)

REVIEW RECORDS
Recor ds Available (Section 0801.20)
First, ask the taxpayer to demonstrate the flow of their accounting system and controls from the

time a drink is ordered until the sales tax return is prepared. Note who is responsible for each
function. Are the following documents available:
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Sales and use tax returns and worksheets

Federal income tax returns

Bank statements, deposit worksheets

Reqister tapes

Daily recap sheets
Cash paid outs
Purchase invoices and cancelled checks

Documentation for self-consumption

© [0 N |© |0 |~ W N

Documentation for any income and expenses

=
o

. Documentation to support additional monies received (loans, video games, pool, “cover

charges,” etc) ﬂ | m f/

Cash reqgister tapes can provide[informn Jase 2

Al .

e Changes in prices during the 'b Hit perio te: jprice [changes are often imposed when
the retailer experiences angelin ,OQ:(S, i€, chaﬂlqein @xcike tax on liquor, or the use
of a different glass size, and therefore \may_not \bé indicative bf a change in mark-up
percentages achieved).

* Price and volume of “happy hour” sales and other periods where prices may be different.

* Volume and percentage of types of drinks sold.

e Percentage of credit card sales.

PERFORMING THE AUDIT
General

Reconcile reported total salesto FITR, profit & loss statements, etc.

Perform sales tax accrual analysis.

Review ex-tax purchases of assets and consumable supplies.
Review sales of assets.

5. Document internal controls. (Section 0802.40)
Testing (Section 0802.00)

1. Perform Bar Short Test.

El [\

2. Perform quick purchase segregation.
3. Anayze Bar Short Test. (Section 0802.60)
4. Makedecision if further testing is warranted or accept recorded sales.
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Cost of Goods Sold (Section 0804.00)
1. Examine cost of goods sold. What isincluded and what is not?
2. Determine what is paid for by cash vs. check, and verify that both are recorded.

3. Look for evidence of unrecorded purchases. Are al brands in the bar recorded in the
purchases? Know what isin the storeroom.

4. Veify that al invoices are recorded. Does the vendor come weekly, bimonthly or
monthly? Check that there are invoices recorded on aregular basis.

5. Determineif purchases are segregated by types (beer, wine, tc.).

If purchasgs are nof segregated, perforrr@gu@ BSe segregation for a representative

period of time, (Secti rm
7. Make sure that] pu}ch, S afe reag%d ot pf iscour’t]s
8. Adjust for nveﬁt{)rv hanges |f(thQ:an be su porteJﬂq (Section 0804.10)
9. Areadl empW/lﬁk/ bottles ex\h’cﬁ\e_cﬁor new on
10. Self-consumption (i.e., complimentary and employee drink policy). (Section 0801.25)
Total Sales (Section 0808.00)
1. Compare reported and recorded sales.

2. Note the number and types of registersin use.

3. Note the number of bar stools and chairs.

4. Determine gross profit structure and net income. Are wages shown and to whom do they
belong?

5. Examine register tapes and use them if appropriate for cumulative totals, key breakdown
by type or dollar amount, operating hours.

6. Determine who does the banking, purchasing, closing of registers, and recording of daily
sales.

Examine bank deposits.

~

8. Determine how sales of mixes and sodas are recorded.

9. Verify “off sales’ and sales of quantity packs to go.
Mark--up Test (Section 0807.00)
1. Determine representative purchase cycle for the test period. (Section 0807.15)

2. Determine percentages of brands sold through discussions with the taxpayer and from
examination of records performed above. Perform purchase segregation if needed.
(Section 0807.15).
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3. Refer to and use the Bar Fact Sheet in your detailed markup.

4. Review and/or clarify al the facts obtained from the taxpayer and recorded by you on the
Bar Fact Sheet and in the detailed mark-up.

5. Establish cost of goods sold (net of consumption and allowances not included in Exhibits
7-12)

6. Establish selling price of drinks.

7. Calculate markup. (Section 0807.00)

8. Determine total audited sales by applying calculated markup to COGS (Section 0808.00).

9. Develop a percentage of error and apply to reported taxable measure.

10. Analyze potential audit findings for tolerance (Section 0802.65).
11. Support audit findin: tions 0802.70 and 0803.15

CONCLUSIONS :
1. Project unreported taxalle Ere enaq of ror.

2. Compute material s&#f-clﬁnjsumption not (ep YJ
3. Educate the taxpayer on proper recording and reportlnq procedures (i.e., sdf-

consumption, internal controls)
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The average pour test is an informa method of establishing the typical pour size of a drink(s).

Average Pour Test Procedures

The average pour test should generally be conducted at the time the Bar Fact Sheet is prepared

and performed in the presence of the taxpayer with the assistance of the taxpayer or a bartender

who has been employed by the taxpayer for a significant |ength period of time.

Items Needed:

Pitcher or graduate|of Wﬂ ﬁ
Bar glasses, varlouLa/z&e ighball T Racks

Work areato ¢

Graduated cylinder(s)

Pour Test Steps:

g |d |w N

. Barice

1. Observe the pour size of typica drinks being ordered in the bar.

If the bartender pours using a jigger, record the jigger size and measure the contents of the
jigger using water and the graduate. |f the bartender pours using a jigger and adds a free pour
to the drink (pouring with atail), discuss with the bartender the size of the pour that he/sheis
attempting to achieve and measure the pour using the graduate. |f an automatic pourer (gun)
is used, discuss the preset pour and take measurement of pour.

If the bartender uses a free pour, discuss with the bartender his “count,” (generally every
second equals approximately ¥4 ounce of fluid). Fill graduate with more than enough water
to pour several drinks. Record beginning level of graduate.

Have the bartender line up 2 to 3 glasses on the bar filled with bar ice. Using the graduate
full of water, ask bartender to pour 2 to 3 glasses at once over theice.

Determine the amount of water “poured” (beginning level of graduate minus ending level of
graduate, divided by the number of drinks (glasses) poured in the test.

Repeat test to get atest average.
Repeat same steps for other size/type of drinks, as needed.
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Comments

If the results from pour test using water appear unrealistic, request that the bartender or taxpayer
do a couple pours using alcohol into typical drink(s) glass without any “mix.” Take
measurement of pour. Compare results with test using water. If both methods produce
unrealistic results, the auditor should consider returning for an unannounced undercover pour
test. The auditor should record the procedures used, discussions, persons involved, and the test
findingsin detail in the audit working papers.

Dirafit
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UNDERCOVER POUR TEST PROCEDURES

BEFORE THE TEST

1. Obtain written approval for the test from the District Principal Auditor or the Branch Office

Supervisor.

N

Determine the days and hours of the business operations.

w

Determine a repr@ent&ive day and time to c@ thé

test. Avoid holidays, special events,

happy hour, and erfiéxtai

4. Choose three aud torl; t

m@ onc)

e dl

idit

or assigned to the audit should not

participate in the U nd;ércd/e

r pour téstOneé aldi

or

il

be assigned as the designated driver

and the same auditor shoﬁl q

I nheaé’.]n ng of the pour size.

o

i al$o conduet the dctu
N1

Be sure all participants have both their BOE ID’sand a drlver s license with them.

6. Examine the Bar Fact Sheet to determine the type of drinks sold, and decide beforehand what

drinks will be purchased. Drinks are to be ordered straight or mixed with only water.

7. Decide beforehand whether the testing will be done at the bar by the auditors or sent to a

designated lab for results. However, unless an employee of the Department of Justice or the

Alcoholic Beverage Control accompanies the auditors, the bar taxpayer/bartender may

legitimately refuse to let the alcohol be taken off the premises for testing.

8. Have dl necessary eguipment available (See equipment list). Be familiar with the

equipment before the test by performing several test runs at the office.

EQUIPMENT
4 to 5 ounce graduate

Lo

N

Hydrometer (generally aVan Waters & Rogers Inc. #3417-1)

w

Hydrometer Cylinder: 1 Y4 inches in diameter and 10 inches tall. This is used to float the

hydrometer.
. Thermometer

. Funnd

. Cdlculator

4
S
6. Temperature Conversion Table
7
8

If transporting the container to the lab or delivering the container within 24 hours, the auditor

must keep the drinks in arefrigerated container (cooler w/ice or stored in refrigerator).
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DURING THE TEST

1. Two drinkswill generally be purchased, one call and one well drink (a mixed drink, a straight
shot or "on-the-rocks," or a cocktail, if either is claimed to have significant sales volume).
When testing is done with a hydrometer, only drinks mixed with water can be ordered. Pay
for the drinks. If the assigned designated driver orders a drink (this would be an additional
drink); it should be a straight shot and should not be drunk by the Board of Equalization
(BOE) employee. This drink may be used as a “control test” to test the proof listed on the
liquor bottle if the testing is to be done by a lab; otherwise it may be included as one of the
drinks used to test the pour size if the measurement is done at the business location. The
other two drinks are to be drunk by the BOE employees.

2. Order an identical round of drinks. Pay for drinks.

3. At this point, identify yourself to the bartender. Inform the bartender of your name, where
you work, the reason why you axe there, and what vouf 71}0/ do with the drinks (i.e., to
test the drinks at the busi ne@locéa On—ﬁ),rftlsar)seort\the rln 0 atab). If necessary present

your BOE identification card. O) (\/P J‘L‘ ’LJL‘ j
4. Ask bartender to see the lit bottles drinks e poured. Note the proof

and brand name of each|drink beifig fested.

5. If the taxpayer/bartender has agreed to et the BOE employees remove the drinks from the
premises for testing by alab, pour each drink into a sealable container for transporting to the
lab. When transporting the container to the lab or delivering the container to the lab within
no more than 24 hours, the BOE employees must keep the container cool by storing it in a
refrigerated container (cooler with ice or stored in a refrigerator). Each container submitted
for analysis must be properly labeled with all the pertinent information. (i.e., the proof of the
liquor; if more than one liquor, list each along with ratios, the taxpayer's name, permit
number, brand of liquor, the date sample was obtained, the name of the person obtaining the
sample, bartender’ s name).

6. If the testing is to be done at the business location, request that the bartender notify the
taxpayer and reguest from the taxpayer/bartender an appropriate location to perform the
testing. If possible, avoid using a main room or the bar.

7. Remove any ice from the drinks being tested. Do this by pouring the drink into the graduate,
which has alip for pouring. Pour drink back into glass through a funnel to strain off theice.
Discard theice. The reason for thisis to alow the drink to warm to 60 degrees Fahrenheit.
Pour drink back into graduate being careful not to lose liquid.

8. If the drink was ordered “straight-up,” measure the amount of liquid in the glass. Place
thermometer in the measurement glass. After three to five minutes, record the temperature.
Remove the thermometer and record the liquid volume total. Use recorded temperature,
recorded proof, and the attached conversion table to obtain the correct factor. Multiply the
factor by the liquid volume total. Record you answer as the measured pour.
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9. If drink was ordered on the rocks, chilled, or shaken, pour tap water into measurement glass
until the total amount of liquid equals four to five ounces.

10. Place thermometer in the measurement glass. After three to five minutes, record temperature.
A temperature correction factor is used as hydrometers are calibrated at 60 degrees
Fahrenheit. Remove the thermometer and record the liquid volume total.

11. Pour the liguid into the graduated cylinder.

12. Place the hydrometer in the cylinder. Verify that the hydrometer is buoyant. If the
hydrometer is still touching the base of the cylinder, you will need to add additional water.
Water will have no effect on the outcome of the test.

13. Record the hydrometex reading. If the hydrompeten is spmewhat difficult to read because of
the capillary agtion.of th}g liguid, the reading al{ theT‘l p( of|the capillary curve has been found to
be most accurate.

14. Use the total fest|volume |of [iqui ultipli vghe Evdrometer reading (or _temperature
corrected hydr bmeéter’ rea(di hQ) D{fvid?bv thé Dliooﬂ. ercord your answer as the measured

pour. 7 L |

15. Provide detailed comments on the results of the pour test with all pertinent information: type
of drink(s), method of pour, date, time, proof, bartender’ s name, auditors names, etc. The
auditor may use the “Results of Undercover Pour Test” form or an equivalent form at his or
her discretion.

16. Do not forget to clean and dry all equipment.

FORMULA
Total Test Volume x Hydrometer Reading

Proof

The following is a sample problem, which shows that the temperature of the drink can have a
material effect on the pour size.

Hypothetical Facts

Whiskey and water (after ice melt) 5.9 oz.
Temperature of whiskey and water solution 71 degreesF
Hydrometer reading (after ice melt) 18

Proof of whiskey used 80 proof
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Calculation of Pour Size without Temperature Correction:

5.9 0z. x 18 = 1.33 oz. of whiskey
80 proof

Calculation of Pour Size Adjusting for Temperature

5.90z.x16.1 = 1.18 oz. of whiskey

Using the conversion tabl e

80 proof

5, A hydro?neter reading of 18 woul

duce a reading of 16.1 at 71

degrees Fahrenheit. Consg

que

ntly, the

e subg

ituted in calculating the

drink size.

realling 6f 16.1°¢ould
@,
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Results of Undercover Pour Test

Taxpayer Name: Account No:
DBA: Case No:
Address: Date:

City: Auditor Name:

l. Pre-Test Information:

A. Date and time for test

B. Circletype of te@sired: M easured Pour or I-@dr é
C. _Approved by \ | /OE ~|_‘ ]

—

(DPA or|Branch JfoiJe Supgrviser apprpvall must precede festing)
A (]

Type Brand /| Proof W Miix Straight Comments
w/water Wlice
Well
We;;
Cal
Cal
. Test Results:
A. Dateandtime:
B. Name of Bartender(s):
C. Type of pouring method:
Type | Brand Proof Price | Temp Liquid Hydrometer Mix Pour Notes
volume(oz) Reading w/water | size (0z)
Cal
Cal
Well
Well

Test conducted by:

Test conducted by:

Test conducted by
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BARS AND RESTAURANTS

DESIGNATIONS FORTYPES OF ABC LICENSES

Wholesale and Off-Sale Licenses

01
02
03
04
05

06
07
09
10
11
12
13

14
15
16
17
18
19
20
21
22
23
24
25
26

27
28

29

Beer Manufacturer

Wine Grower

Brandy Manufacturer

Distilled Spirits Manufacturer

Distilled Spirits
Manufacturer Agent

Still

Rectifier

Beer & Wine Importer

Beer & Wine Importer’s General

Brandy Importer

Distilled Spirits Importer

Distilled Spirits Importer’s
General

Public Warehouse

Customs Broker

Wine Broker

Beer & Wine Wholesaler

Distilled Spirits Wholesaler

Industrial Alcohol Dealer

Off-Sale Beer & Wine

Off-Sale General

Wine Blender

Small Beer Manufaeturer

Distilled Spirits Reetifier's General

California Brandy Whelesaler

Out-of-State Beer
Manufacturer Cert.

California Wine Growers Agent

Out-of-State Distilled Spirits
Shippers Cert.

Winegrape Growers Storage
License

40
41
42

43
44
45
47
48
49
50
51
52
53
54
55
56
57
58
59
60
61
62

63

64
65

66
67
68
69
70

75
76

77

EXHIBIT 1

On-Sale Licenses

On-Sale Beer

On-Sale Beer & Wine Eating Place

On-Sale Beer & Wine Public
Premises

On-Sale Beer & Wine Train

On-Sale Beer Fishing Party Boat

On-Sale Beer & Wine Boat

On-Sale General Eating Place

On-Sale General Public Premises

On-Sale General Seasonal

On-Sale General Club

Club

Veteran’s Club

Omn-Sale General Train

On-Sale General Boat

On-Sale General Airplane

On-Sale General Vessel 1,000 ton

Special On-Sale General

Caterer’s Permit

On-Sale Beer & Wine Seasonal

On-Sale Beer Seasonal

On-Sale Beer Public Premises

On-Sale General Dockside,
10,000 ton

On-Sale Special Beer & Wine,
Hospitals

Special On-Sale General Theater

Special On-Sale Beer & Wine,
Symphony

Controlled Access Cabinet Permit

Bed & Breakfast Inn

Portable Bar

Special On-Sale Beer & Wine
Theater

On-Sale General Restrictive
Service

On-Sale General Brew-Pubs

On-Sale General Maritime
Museum Association

Event Permit
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BOE-1311-B, BAR FACT SHEET

BOE-1311-B (FRONT) REV 6 (12-00)

BAR FACT SHEET

AubIT MANUAL

EXHIBIT 2

Pace 1 oF 2

STATE OF CALIFORNIA
BOARD OF EQUALIZATION

NAME ACCOUNT NUMBER CASE NUMBER
DBA PERIOD
From To
AUDITOR DATE
POURING METHOD: [lFree Pour D.]igger L] Automatic Dispenser, Size of Pour: Standard Long
GLASS Pour Size GLASS Pour Size
CONTAINER SIZE REG HH ENT SE CONTAINER SIZE REG HH ENT SE
SHot GLass DrarT GLASS
HiguBaLL GLAsS DRAFT PITCHER
Rocks Grass WINE GLASS
CockralL GLass ‘WINE CARAFE
SELF-CONSUMED MERCHANDISE: . o )
. Distilled Spirits Beer Wine
Self-consumed Is self-consumed merchandise # of Drink |‘C # of Drink C # of Drink C
- of Drinks psf']#Cost per of Drinks per| Cost per of Drinks per| Cost per
reported’? DYES NO O monthg” € month month month month month

merchandise is subject
to use tax. Use tax is
based on the cost of the
merchandise
consumed, not the

retail selling price.

Self-Consumed, Taxpayer

Self-Consumed, Employee

Treating of Customers

Other

Total Number of Drinks and Cost pep/vienth

SELLING PRICES PER DRINK

Period:

LiQuor / WINE

REGULAR

HAPp# Hour

Period:

ENTERTANMENT

SpeciaL EVENTS

REGULAR

Happy Hour

ENTERTAINMENT | SPECIAL EVENTS

Well Standard

‘Well Other

Call Standard

Call Other

Premium Standard

Premium Other

Cocktails

Cocktails

Cocktails

Exotic/Specialty

Over Rocks

‘Wine House

‘Wine Premium

Other

Beer

DowmEsTiC:

Bottled/Canned

OZ.

Off-Sale

OZ.

Draft Glass

oz.

Draft Glass

0Z.

Draft Pitcher

0Z.

Draft Pitcher

OZ.

PREMIUM/MICROBREW:

Bottled /Canned

OZ.

Off-Sale

OZ.

Draft Glass

OZ.

Draft Glass

oz.

Draft Pitcher

Draft Pitcher
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BOE-1311-B, BAR FAcT SHEET

BOE-1311-B (BACK) REV 6 (12-00)

BAR FACT SHEET

ExHiBIT 2
PaGeE 2 oF 2

STATE OF CALIFORNIA
BOARD OF EQUALIZATION

QUESTIONS ABOUT OPERATIONS FOR THE AUDIT PERIOD

1. Did glass size change? [] YES NO []

If yes, date of change to what

2. Did prices change? J vyes no [
If yes, date of change to what

3. Automatic liquor dispenser in use? [] YES NO []
a. For what periods?
b. What distilled spirits?
c. Set for what pour size?

4. Was there a Happy Hour (HH)? [J YEs NO []
a. What days/hours?
b. For what periods?
c. Estimated percentage of sales

5. Was entertainment (ENT) provided? [] YES NO []
a. What days/hours?
b. For what periods?
c. What kind of entertainment?
d. Estimated percentage of sales?

6. Were there special events (SE)? [J] YES N
a. When/How often? N

b. For what periods?
c. What kind of special event(s)?

d. Estimated percentage of sales
7. What are the days & hours of operatia

If days/hours changed, when
8. Estimated percentage of special drink sales to tétal drink sales:

a. Cocktail sales to total sales?

b. Exotic/Specialty drinks to total sales?

c. Rocks drinks to total sales?

9. Was there any inventory loss due to:
Theft? J yEsS NO [

Fire? [J YES NO []
Natural disaster(s)? [] YES NO []

If yes to any of the above, please provide explanation /

documentation & amount of loss

TO

10. Are appropriate tax reimbursement notices displayed per
Regulation 1700? J yes no [

11. Are cigarettes sold? ] YES NO []

If vending machine, who reports cigarette vending receipts?

12. Are customers allowed to run a tab? [] YES NO []

If yes, how are charge sales handled?

How are bad debts handled?
13. Are cash register tapes available?

[] YES NO []

For what period(s)?

14. Does the establishment sell food?
a. If yes, is food sold in separate area?

[] YES NO []
[] YES NO [ |

[] YES NO []

is the pour cost percentage for the following?
Liquor Wine Beer
. Is there a cover charge? [] YES NO []

If yes, when/how much?

For what period(s)?

17. How are complimentary drinks accounted for?

18. Is the bar operated by an absentee taxpayer?
19. What are the well brands?

Whiskey Scotch
Gin Vodka Rum
Brandy Tequila

20. List suppliers names:

21. Is a drink price menu available? ] YES NO []

If yes, please attach.

22. Other

Please Read Before Signing
The completion of the Bar Fact Sheet is a collaborative effort by the auditor and taxpayer to document the essential information
needed to perform an audit of a bar, and this information may be used to establish audited bar sales. If someone other than
the taxpayer has provided the information, the form should also be reviewed and signed by the taxpayer. The information documented
on this form may be modified/revised by additional information or estimates provided by the taxpayer. If an audit conclusion is
based on information other than that contained in this Bar Fact Sheet, such information must be fully documented in the audit

working papers and discussed with the taxpayer

| have reviewed the above information and state that to the best of my knowledge it is accurate and complete.

SIGNATURE OF TAXPAYER OR AUTHORIZED AGENT

DATE

A copy of this form was provided to the taxpayer on

(Date)

Date Published



AubIT MANUAL

STATEMENT OF INTERNAL CONTROLS EXHIBIT 3
Pace 1 oF 2

Cash Controls

YES NO

1 Are cash register drawers closed after each sale?

Date observed

2 Do the cash registers print sales tickets?

Date observed

3 Are sales tickets given to customers?

Date observed

4 Is access to the register tapes restricted, f so, to whom?
Name /Title?

5 Are the cash registers checked ou the d\%h shift, and if so, by whom?
Name /Title?

6 If two or more bartenders work\si }x%ly do they use the same cash
registers?

Date observed

7 Are beginning 1Mransactlon numbers compared?

If yes, by who

8 Are register tape t??a@étched?

If yes, Name /Title?

9 Are cash payments supported by receipts signed by the payee?

Date verified

10 If servers are employed, how are sales by them controlled?

Is a third party retained to conduct periodic checks (e.g., inventory, internal

11 controls, etc.)?

If yes, what is the frequency of the service?

Weekly Monthly Quarterly Other

Is the cash reconciled to the register tapes and deposited in the bank intact, and

12 if so, at what intervals and by whom?
What intervals?
Daily Weekly Monthly

Date Published



BARS AND RESTAURANTS
STATEMENT OF INTERNAL CONTROLS ExniBIT 3
PaGeE 2 oF 2

Inventory Controls
YES NO

1 Is the inventory of alcoholic beverages stored in a locked stockroom?

If not, specify

2 Who has access to the stockroom?
Bartender Servers Shift Manager |Others

3 Who restocks the bar from the stockroom inventory and at what intervals?
Whom Intervals

4 Is a record maintained of stock removed from the stockroom?

5 Are empty bottles exchanged for full bottles removed from the stockroom?

6 Who checks incoming merchandise into ockroom?
Person ‘ Title /

7 Are the contents of incoming cases verifi \>
If yes, by whom? N

8 At what intervals are physi inKv f merchandise in both the stockroom
and the bar taken, an m?
Weekly Monmwwrly Other
By whom? ( (\\\s

9 Are automatic liquordispensing devices used?
Gun type: Automatic rer ‘Other

10 Is beginning bar inventory, plus stockroom withdrawals, less ending bar inventory
periodically extended to retail prices and compared to recorded receipts?
If yes, how often? ‘ By whom?

11 Does management demand a certain gross profit margin?
If yes, what margin is desired?

12 Is a written record maintained of complimentary and self consumed drinks?
Who verifies the amount self-consumed?

13 Is self consumed reported?
If yes, where: Line 1 Line 2

14 Does the taxpayer operate 2 or more locations?

Is the inventory commingled or transferred
between locations?

SIGNATURE OF TAXPAYER OR AUTHORIZED AGENT Date

Date Published



AubIT MANUAL

BOE-1311-A, BAR SHORT TEST EXHIBIT 4

BOE-1311-A REV 3 (12-00) STATE OF CALIFORNIA
BAR SHORT TEST SHEET BOARD OF EQUALIZATION

TAXPAYER NAME ACCOUNT NUMBER CASE NUMBER
DBA TELEPHONE NUMBER

AUDITOR DATE

RECORDS AT

INFORMATION NEEDED TO SUPPORT MARKUP COMPUTATIONS OBTAINED FROM

(A) (B) WEIGHTED
SALES oZ. % oF ToTAL EXPECTED MarkuP
Type of Drink PRICE | SERVED PurcHAsEs Markup (A xB)
Well PRAND % % %

Call PR % % % %

Cocktails ERAND(S) </
(2 or more liquors) P % % %
Wine/ Liqueurs PRAD «‘Q %% % %
BOTTLED/CANNED f\ < % 0/0 %
BOTTLED/CANNED \
OFF-SALE \ \\ % % %
DRAFT GLASS ﬁ < N
% % %
Beer - Domestic  |prarr crass <
N> % % %

DRAFT PITCHER
% % %

NN
DRAFT PTCHER \ ))) ) " " "

N/
BOTTLED/CANNED \ / % % %

BOTTLED/CANNED
OFF-SALE % 0/0 %
DRAFT GLASS
Beer - Premium/ % % %
H DRAFT GLASS
Microbrew % % %
DRAFT PITCHER
% % %
DRAFT PITCHER
% % %
TOTAL WEIGHTED MARKUP [] Tax included Ex Tax[] %
MARKUP PER RECORDS
(Adjusted for Self-Consumed) [OTax included  Ex Tax[]
YEAR OF YEAR OF
% %
YEAR OF AVERAGE
SELF-CONSUMED MERCHANDISE
Self-consumed merchandise of $ /mo, or S /yr. excluded before

computing the percentage of total purchases and the markup per records.

Date Published



paysnqnd 21d

Purchase Segregation

-Distilled Spirits

12A-3 Page 1 of2

SR GH 12-345678

4th Quarter 1999 S. M.
12/08/99
L o [ 8 | c | D E E G H | J K 1 M
Cost Net
Invoice | Invoice Well Well Well Call Call Call of

REF|_Date [ Number Vendor Brand Fifths 750m| Liters Other Fifths 750m| Liters |Discounts| Comments

1 10/04/99 30129 No Wine & Spirits Grand Marnier 2 $ 65.50

2 10/04/99 30129 No Wine & Spirits Walker Schnapps 6 $§ 5355

3 10/04/99 30129 No Wine & Spirits Barton Vodka 36 $ 199.60

4 10/06/99 1234567 Yang's Market Ron Antigua Rum 12 $ 8430

5 10/06/99 1234567 Yang's Market Giro Tequila 12 $ 8320

6 10/06/99 1234567 Yang's Market Absolute Vodka 6 $ 89.50

7 10/06/99 1234567 Yang's Market Dewars Scotch 1 $ 25.60

8 10/06/99 1234567 Yang's Market Johnnie Walker 1 $ 25.60

9 10/11/99 30284 No Wine & Spirits Myer's Dark Rum 4 $  84.40

10 10/11/99 30284 No Wine & Spirits Capt Morgan Rum 2 $  28.80

11 10/11/99 30284 No Wine & Spirits Barton Vodka 12 $ 6520

12 10/14/99 1696988 Yang's Market Gallo Chardonnay 24 $ 66.80

13 10/14/99 1696988 Yang's Market Hennessy Cognac 1 $ 36.65

14 10/14/99 1696988 Yang's Market Seagram's Seven 12 $ 145.60

15 10/14/99 1696988 Yang's Market Jack Daniels 6 $ 8220

16

17

18

19

20

21 Total for 4 Qtr 1999 72 38 496 216 27 14 352 $9.483.13

22 Less: Wine Included in Totals 216 $ 322.80

23

24 Total Distilled Spirits 4 Qtr 1999 12 38 496 0 27 14 352 $9.160.33

25

23 Note: A review of purchase invoices indicate that vendors are recorded consistently on a weekly basis.

28 This exhibit is intended to be one example of a method to perform a purchase segregation. Many

29 different methods exist for performing a purchase segregation.

30

Copy to Taxpayer
Date:
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paysnqnd 21od

Purchase Segregation
-Beer

12A-3 Page 2 of 2

SR GH 12-345678

4th Quarter 1999 S. M.
12/08/99
L a [ B8 | C D E | F G H
Number of Cases Number of 1/2 Barrel Kedas

Invoice Invoice Cost Net of
REF Date Number Vendor Brand Reqular Premium Reqular Premium Discounts
1 10/08/99 1234 Sahara Distributors  Coors Long Neck 12 oz. 15 $ 224.60
2 10/08/99 1234 Sahara Distributors  Coors Light 12 oz. 8 $ 116.40
3 10/08/99 1234 Sahara Distributors  O'Douls 12 oz. 6 $ 54.80
4 10/08/99 1234 Sahara Distributors ~ Sierra Nevada 4 $ 280.00
5 10/08/99 1234 Sahara Distributors  Sam Adams 4 $ 320.00
6 10/08/99 1234 Sahara Distributors  Henieken 6 $ 156.00
7 10/11/99 56789 A.H.B. Distributors Budweiser 12 o2« 30 $ 460.60
8 10/11/99 56789 A.H.B. Distributors Bud Light 12 oz. 15 $ 230.30
9 10/11/99 56789 A.H.B. Distributors Michelob 12 oz 6 $ 90.00
10 10/11/99 56789 A.H.B. Distributors Miller GD 12 oz. 6 $ 96.00
11 10/15/99 1468 Sahara Distributors  Coors Long Neck 12 oz. 15 $ 224.60
12 10/15/99 1468 Sahara Distributors  Coors Light 12 oz. 8 $ 116.40
13 10/15/99 1468 Sahara Distributors  O'Douls 12 oz. 6 $ 54.80
14 10/18/99 57015 A.H.B. Distributors Budweiser 12 oz. 45 $ 690.90
15 10/18/99 57015 A.H.B. Distributors Bud Light 12 oz. 15 $ 230.30
16 10/18/99 57015 A.H.B. Distributors Michelob 12 oz 12 $ 180.00
17 10/18/99 57015 A.H.B. Distributors Miller GD 12 oz. 12 $ 192.00
18 10/18/99 57015 A.H.B. Distributors Bud kegs 10 $ 620.00
19 10/18/99 57015 A.H.B. Distributors Bud Light kegs 10 $ 620.00
20
21
22
23
24
25 Total for 4 Qtr 1999 753 255 55 26 $ 22,262.70
26
27
;g Notes: Purchase amounts include CRV when applicable.
30

Copy to Taxpayer

Date:
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MARKUP ANALYSIS

MarkUp Analysis

EF

© N o Ul A~ WN g

11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30

BARS AND RESTAURANTS

EXHIBIT 6

12A-1

SR GH 12-345678

S. M.

12/08/99

A B C D E [ H |
1997 1998 1999

<per FITR> Purchases (or CGS) 204,738 234,566 255,898
<per purchase segregation> Less: Supplies 2,047 2,346 2,559
<per Bar Fact Sheet> Less:Self-Consumption 1,500 1,500 1,500
(L1-2-3) Adjusted Purchases 201,191 230,720 251,839
(L4*1%) Less: 1% Pilferage 2,012 2,307 2,518
(L4-5) Cost of Sales 199,179 228,413 249,321
<12A-2> Weighted MarkUp (+100%) 389.00% 389.00% 389.00%
(L6*7) Audited Taxable Sales (ex-tax) 774,806~ 888,527 969,859
<per 414> Reported Taxable Sales 541,233  626%254 702,365
(L9-10) Difference 283,573 2623278, 267,494
(L11/10) Percentage of Error 23.16%  41.88%  38.08%

Note: The percentage of error, if any, should be applied to each reporting period.

Copy to Taxpayer

Date:

Date Published



AuDpIT MANUAL

PROCEEDS FROM SALES FROM ONE
FIFTH BOTTLE OF DISTILLED SPIRITS EXHIBIT 7

Anticipated Proceeds From Sale of Drinks

One Fifth Bottle

Pour Size -in Qunces

3/4 7/8 1 11/8111/4(13/81)11/211581(13/4]17/8 2 21/8 | 21/4

Drinks Per Bottle 34.13| 29.26| 25.60| 22.76| 20.48| 18.62| 17.07| 15.75| 14.63| 13.65| 12.80| 12.05 11.38

* 8% Allowance 2.73| 2.34| 205/ 182 164 149/ 137 126/ 117 1.09| 1.02| 0096/ 0091

Net Drinks 31.40] 26.92] 23.55| 20.94] 18.84) 17.13] 15.70| 14.49| 13.46| 1256/ 11.78] 11.09] 10.47
Price per Drink Proceeds From Sales

1.00 31.40| 26.92| 23.55| 20.94| 18.84| 17.13| 15.70| 14.49| 13.46| 12.56| 11.78| 11.09| 10.47

1.25 39.25| 33.65| 29.44| 26.18| 23.55| 21.41| 19.63/ 18.11| 16.83| 15.70| 14.73| 13.86| 13.09

1.50 47.10| 40.38| 35.33| 31.41| 28.26| 25.70| 23.55| 21.74| 20.19| 18.84| 17.67| 16.64| 15.71

175 54.95| 4711 41.21] 36.65| 32.97]._29.98)/ 27.48 \2536| _23.56] 21.98| 20.62] 19.41) 18.32

2.00 62.80| 53.84| 47.10| 41.88| 37.68| 34.26| 31.40| 28.98| 26.92| 25.12| 23.56| 22.18 20.94

2.25 70.65| 60.57| 52.99| 47.12| 42439 38.54N 35.33| 32.60| 30.29| 28.26| 26.51| 24.95| 23.56

2.50 78.50| 67.30| 58.88| 52.35| 47.10| 42.83| 39.25| 36.23| 33.65| 31.40| 29.45| 27.73| 26.18

2.75 86.35]_ 74.03) _64.76] 57.594, 5181\ 4711 243.18| 39.85| 37.02] 34.54| 32.40]._30.50] 28.79

3.00 94.20| 80.76| 70.65| 62.82| 56.52| 51.39| 47.10| 43.47| 40.38| 37.68| 35.34| 33.27| 31.41

3.25 102.05| 87.49| 7654 68.06y 61.23| "55.67| 51.03| 47.09| 43.75| 40.82| 38.29| 36.04| 34.03

3.50 109.90| 94.22| 82.43| 73.29| 65.94| 59.96| 54.95| 50.72| 47.11| 43.96| 41.23| 38.82| 36.65

3.75 117.75/100.95| 88811 7843 70.65) _64.24| 58.88| 54.34| 50.48| 47.10| 4418 41.59] 39.26

4.00 125.60| 107.68| 94.20| 83.76| 75.36| 68.52| 62.80| 57.96| 53.84| 50.24| 47.12| 44.36| 41.88

4.25 133.45| 114.41)100.09| 89.00| 80.07| 72.80| 66.73| 61.58| 57.21| 53.38| 50.07| 47.13| 44.50

4.50 141.30| 121.14|105.98| 94.23| 84.78| 77.09| 70.65| 65.21| 60.57| 56.52| 53.01| 49.91| 47.12

4.75 149.151127.87/.111.86) 99.47| 89.49| 8137, 74.58| 6883 63.94] 59.66| 5596 52.68 49.73

5.00 157.00| 134.60| 117.75| 104.70| 94.20| 85.65| 78.50| 72.45| 67.30| 62.80| 58.90| 55.45| 52.35

5.25 164.85| 141.33| 123.64| 109.94| 98.91| 89.93| 82.43| 76.07| 70.67| 65.94| 61.85 58.22| 54.97

5.50 172.70| 148.06| 129.53| 115.17| 103.62| 94.22| 86.35 79.70| 74.03| 69.08| 64.79| 61.00| 57.59

9.75 180.55]154.79/.135.41) 120.41| 10833/ 98.50, 90.28| 83.32| 717.40] 72.22| 6774 _63.77] 60.20

6.00 188.40| 161.52| 141.30| 125.64| 113.04| 102.78| 94.20| 86.94| 80.76| 75.36| 70.68| 66.54| 62.82

6.25 196.25| 168.25| 147.19| 130.88| 117.75| 107.06| 98.13| 90.56| 84.13| 78.50| 73.63| 69.31| 65.44

6.50 204.10| 174.98| 153.08| 136.11| 122.46| 111.35| 102.05| 94.19| 87.49| 81.64| 76.57| 72.09| 68.06

6.75 211.951181.711158.96] 141.35| 127,17/ 115.63] 105.98| 97.81| _90.86] 84.78| 79.52) 74.86] 70.67

7.00 219.80] 188.44)| 164.85| 146.58| 131.88|119.91] 109.90| 101.43| 94.22| 87.92| 82.46| 77.63| 73.29

* The 8% allowance accounts for overpouring, spillage, waste, and breakage.

Date Published



BARS AND RESTAURANTS

PROCEEDS FROM SALES FROM ONE
QUART BOTTLE OF DISTILLED SPIRITS EXHIBIT 8

Anticipated Proceeds From Sale of Drinks
One Quart Bottle

Pour Size - in Qunces
3/4 7/8 1 118 111/4(138112/2]115/81(13/4]17/8 2 21/8121/4
Drinks Per Bottle 42.67| 36.57| 32.00| 28.44| 25.60| 23.27| 21.33| 19.69| 18.28| 17.07| 16.00| 15.06  14.22
*8% Allowance 341 293| 256, 228 205 1.86) 1.71| 158 146 1.37| 1.28 1.20] 1.14
Net Drinks 39.26| 33.64| 29.44| 26.16] 23.55] 21.41) 19.62] 18.11 16.82] 15.70] 14.72] 13.86] 13.08
Price per Drink Proceeds From Sales
1.00 39.26| 33.64| 29.44| 26.16| 23.55| 21.41| 19.62| 18.11| 16.82| 15.70| 14.72| 13.86| 13.08
1.25 49.08| 42.05| 36.80| 32.70| 29.44| 26.76| 24.53|»22.64| 21.03| 19.63| 18.40| 17.33| 16.35
1.50 58.89| 50.46| 44.16| 39.24| 35.33| 32.12| 29.43| 27.17| 25.23| 23.55| 22.08| 20.79| 19.62
175 68.71] 5887 51521 45.78| 4121\ 3740/ 34.34| 31869 | 29.44| 27.48| 2576 _24.26] 22.89
2.00 78.52| 67.28| 58.88| 52.32| 47.10| 42.82| 39.24| 36.22| 33.64| 31.40| 29.44| 27.72| 26.16
2.25 88.34| 75.69| 66.24| 58.86| 52/991\48.17 \4415| 40.75| 37.85| 35.33| 33.12| 31.19| 29.43
2.50 98.15| 84.10| 73.60| 65.40| 58.88| 53.53| 49.05| 45.28| 42.05| 39.25| 36.80| 34.65| 32.70
2.75 107.971.92511.80.96] 7197 04.76)\58.88] 53.96| 49.80| 46.26] 43.18| 4048 38.12| 35.97
3.00 117.78| 100.92| 88.32| 78.48| 70.65| 64.23| 58.86| 54.33| 50.46| 47.10| 44.16| 41.58| 39.24
3.25 127.60] 109.33| 95768\.85.02y. 76.54| 69.58| 63.77| 58.86| 54.67| 51.03| 47.84| 45.05| 4251
3.50 137.41) 117.74| 103.04| 91.56| 82.43| 74.94| 68.67| 63.39| 58.87| 54.95| 51.52| 48.51| 45.78
3.75 147,231 126,15 110.40/~.98/10| 88.31) .80.29| 73.58| 67.91| 63.08] 58.88| 55.20] 51.98] 49.05
4.00 157.04| 134.56| 117.76| 104.64| 94.20| 85.64| 78.48| 72.44| 67.28| 62.80| 58.88| 55.44| 52.32
4.25 166.86| 142.97|125.12| 111.18| 100.09| 90.99| 83.39| 76.97| 71.49| 66.73| 62.56| 58.91| 55.59
4.50 176.67| 151.38| 132.48| 117.72| 105.98| 96.35| 88.29| 81.50| 75.69| 70.65| 66.24| 62.37| 58.86
4.75 186.49)159.79|.139.84) 124.26) 111.86) 101.70] _93.20| 86.02| 79.90| 74.58| 69.92| 65.84] 62.13
5.00 196.30| 168.20| 147.20| 130.80| 117.75| 107.05| 98.10| 90.55| 84.10| 78.50| 73.60| 69.30| 65.40
5.25 206.12| 176.61| 154.56| 137.34| 123.64| 112.40| 103.01| 95.08| 88.31| 82.43| 77.28| 72.77| 68.67
5.50 215.93| 185.02| 161.92| 143.88| 129.53| 117.76| 107.91| 99.61| 92.51| 86.35| 80.96| 76.23| 71.94
9.75 225.751193.431169.28] 150.42| 135.41| 123.11) 112.82, 104.13| _96.72] 90.28| 84.64) _79.70] 75.21
6.00 235.56| 201.84| 176.64| 156.96| 141.30| 128.46| 117.72| 108.66| 100.92| 94.20| 88.32| 83.16| 78.48
6.25 245.38| 210.25| 184.00| 163.50| 147.19| 133.81| 122.63| 113.19| 105.13| 98.13| 92.00| 86.63| 81.75
6.50 255.19| 218.66| 191.36| 170.04| 153.08| 139.17| 127.53| 117.72| 109.33| 102.05| 95.68| 90.09| 85.02
6.75 265.01]1227.07,198.72] 176.58| 158.96] 144.52| 132.44 122.24| 113.54| 105.98|_ 99.36)._93.56]__88.29
7.00 274.82|235.48| 206.08| 183.12| 164.85| 149.87| 137.34| 126.77]117.74] 109.90| 103.04] 97.02] 91.56

"* The 8% allowance accounts for overpouring, spillage, waste, and breakage.

Date Published



AuDpIT MANUAL

PROCEEDS FROM SALES FROM ONE
750ML BOTTLE OF DISTILLED SPIRITS EXHIBIT 9

Anticipated Proceeds From Sale of Drinks

One 750mlI. Bottle

Pour Size -in Qunces

3/4 7/8 1 118 111/4(138112/2]115/81(13/4]17/8 2 21/8 1 21/4

Drinks Per Bottle 33.81| 28.98| 25.36| 22.54| 20.29| 18.44| 16.91| 15.61| 14.49| 13.53| 12.68| 11.93| 11.27

* 8% Allowance 270\ 232/ 203 180 162 148 135/ 125/ 1.16| 1.08 1.01| 0.95/ 0.90

Net Drinks 31.11] 26.66] 23.33| 20.74] 18.67) 16.96] 1556| 14.36| 13.33] 12.45] 11.67| 10.98] 10.37
Price per Drink Proceeds From Sales

1.00 31.11| 26.66| 23.33| 20.74| 18.67| 16.96| 15.56| 14.36| 13.33| 12.45| 11.67| 10.98| 10.37

1.25 38.89| 33.33| 29.16| 25.93| 23.34| 21.20| 194%| 17.95| 16.66| 15.56| 14.59| 13.73| 12.96

1.50 46.67| 39.99| 35.00| 31.11| 28.01| 25.44| 23.34) 21.54| 20.00| 18.68| 17.51| 16.47| 15.56

175 54.44)| 4666 _40.83] .36.30] 32.67|_29.68) 2723 2513\ 23.33] 21.79| 20.42] 19.22) 18.15

2.00 62.22| 53.32| 46.66| 41.48| 37.34| 33.92| 31.12| 28.72| 26.66| 24.90| 23.34| 21.96| 20.74

2.25 70.00| 59.99| 52.49| 46.67| 420N~3816| 35.0%) 3231 29.99| 28.01| 26.26| 24.71| 23.33

2.50 77.78| 66.65| 58.33| 51.85| 46.68| 42.40| 38.90| 35.90| 33.33| 31.13| 29.18| 27.45| 25.93

2.75 85.55| 7332 64.16/€5704] 151.34| M6\64) 42.79| 3949 36.66| 34.24| 32.09]._30.20 28.52

3.00 93.33] 79.98| 69.99| 62.22| 56.01| 50.88| 46.68| 43.08| 39.99| 37.35| 35.01| 32.94| 31.11

3.25 101.11| 86.65¢ “5.82| 6¥.ALl| “60.68| 55.12| 50.57| 46.67| 43.32| 40.46| 37.93| 35.69| 33.70

3.50 108.89| 93.31| 81.66| 72.59| 65.35| 59.36| 54.46| 50.26| 46.66| 43.58| 40.85| 38.43| 36.30

3.75 116.66] 99.98| 87.49N 11/78| 7001 _63.60] 58.35| 53.85| 49.99) 46.69| 43.76/ _41.18] 38.89

4.00 124.44]106.64| 93.32| 82.96| 74.68| 67.84| 62.24| 57.44| 53.32| 49.80| 46.68| 43.92| 41.48

4.25 132.22]113.31| 99.15| 88.15| 79.35| 72.08| 66.13| 61.03| 56.65| 52.91| 49.60| 46.67| 44.07

4.50 140.00| 119.97| 104.99| 93.33| 84.02| 76.32| 70.02| 64.62| 59.99| 56.03| 52.52| 49.41| 46.67

4.75 147.77]126.641.110.82) 98.52| 8868/ 80.56, 73.91 6821 63.32] 59.14| 55.43| 52.16] 49.26

5.00 155.55|133.30| 116.65| 103.70| 93.35| 84.80| 77.80| 71.80| 66.65| 62.25| 58.35| 54.90| 51.85

5.25 163.33| 139.97|122.48| 108.89| 98.02| 89.04| 81.69| 75.39| 69.98| 65.36| 61.27| 57.65| 54.44

5.50 171.11]146.63| 128.32| 114.07| 102.69| 93.28| 85.58| 78.98| 73.32| 68.48| 64.19 60.39| 57.04

5.75 178.88)153.30]. 134,15/ 119.26] 107.35) _97.52| 89.47| 82.57| 16.65] 71.59| 67.10] _63.14] 59.63

6.00 186.66| 159.96| 139.98| 124.44| 112.02| 101.76| 93.36| 86.16| 79.98| 74.70| 70.02| 65.88| 62.22

6.25 194.44)166.63| 145.81| 129.63| 116.69| 106.00| 97.25| 89.75| 83.31| 77.81| 72.94| 68.63| 64.81

6.50 202.22| 173.29| 151.65| 134.81| 121.36| 110.24| 101.14| 93.34| 86.65| 80.93| 75.86| 71.37| 67.41

6.75 209.99]1179.96,157.48).140.00| 126.02| 114.48) 105.03|_ 96.93| _89.98| 84.04| 78.77)._74.12] 70.00

7.00 217.77]186.62) 163.31]145.18] 130.69| 118.72] 108.92| 100.52| 93.31| 87.15| 81.69| 76.86| 72.59

* The 8% allowance accounts for overpouring, spillage, waste, and breakage.
Date Published



BARS AND RESTAURANTS

PROCEEDS FROM SALES FROM ONE
LITER BOTTLE OF DISTILLED SPIRITS EXHIBIT 10

Anticipated Proceeds From Sale of Drinks
One Liter Bottle

Pour Size - in Qunces
3/4 7/8 1 11/8111/4(13/8)11/211581(13/4]17/8 2 21/8 1 21/4
Drinks Per Bottle 45.09| 38.65| 33.81| 30.06| 27.05| 24.59| 2254/ 20.81| 19.32| 18.03| 16.91| 15.91 15.03
*8% Allowance 3.61] 3.09] 270, 240{ 216] 197 1.80| 1.66| 155 144 135 127, 120
Net Drinks 41.48| 3556) 31.11| 27.66] 24.89] 22.62] 20.74] 19.15] 17.77| 16.59] 15.56] 14.64] 13.83
Price per Drink Proceeds From Sales
1.00 41.48| 35.56| 31.11| 27.66| 24.89| 22.62| 20.74| 19.15| 17.77| 16.59| 1556| 14.64| 13.83
1.25 51.85| 44.45| 38.89| 34.58| 31.11| 28.28| 25.93/\ 23.94| 22.21| 20.74| 19.45| 18.30| 17.29
1.50 62.22| 53.34| 46.67| 41.49| 37.34| 33.93) 31.11| 28.73| 26.66| 24.89| 23.34| 21.96| 20.75
175 72.59| 6223 54.44| 48.41| 4356] _39.59) 36.30/\3301 | _31.10] 29.03]| 27.23] _25.62| 24.20
2.00 82.96| 71.12| 62.22| 55.32| 49.78| 45.24| 41.48| 38.30| 35.54| 33.18| 31.12| 29.28| 27.66
2.25 93.33| 80.01| 70.00| 62.24| 564004, 50.90N 46.67| 43.09| 39.98| 37.33| 35.01| 3294 31.12
2.50 103.70| 88.90| 77.78| 69.15| 62.23| 56.55| 51.85| 47.88| 44.43| 41.48| 38.90) 36.60| 34.58
2.75 114.07) 97.79|_85.55| 76.04+, 68.45)\ 62.21| 57.04| 52.66| 48.87| 45.62| 42.79) _40.26] 38.03
3.00 124.44)106.68| 93.33| 82.98| 74.67| 67.86| 62.22| 57.45| 53.31| 49.77| 46.68| 43.92| 41.49
3.25 134.81| 115.57| 101444 89.90\ "80.89| 773.52| 67.41| 62.24| 57.75| 53.92| 50.57| 47.58| 44.95
3.50 145.18| 124.46| 108.89| 96.81| 87.12| 79.17| 72.59| 67.03| 62.20| 58.07| 54.46| 51.24| 48.41
3.75 155.55]133.35| 116:66N\103.73] 93.34) 84.83| 77.718| 7181 66.64] 62.21| 58.35)  54.90] 51.86
4.00 165.92| 142.24| 124.44| 110.64| 99.56| 90.48| 82.96| 76.60) 71.08| 66.36| 62.24| 58.56| 55.32
4.25 176.29| 151.13| 132.22| 117.56| 105.78| 96.14| 88.15| 81.39| 75.52| 70.51| 66.13| 62.22| 58.78
4.50 186.66| 160.02| 140.00| 124.47| 112.01| 101.79| 93.33| 86.18| 79.97| 74.66| 70.02| 65.88| 62.24
4.75 197.03 16891 147.77)131.39] 11823/ 107.45, 98.52| 9096/ 84.41] 78.80| 7391 69.54] 65.69
5.00 207.40| 177.80| 155.55| 138.30| 124.45| 113.10| 103.70| 95.75| 88.85| 82.95| 77.80| 73.20| 69.15
5.25 217.77| 186.69| 163.33| 145.22| 130.67| 118.76| 108.89| 100.54| 93.29| 87.10| 81.69| 76.86| 72.61
5.50 228.14| 195.58| 171.11| 152.13| 136.90| 124.41| 114.07| 105.33| 97.74| 91.25| 85.58| 80.52| 76.07
9.75 238.511204.47|178.88) 159.05| 143.12] 130.07/ 119.26,110.11|102.18] 95.39|_89.47)._84.18| 79.52
6.00 248.88| 213.36| 186.66| 165.96| 149.34| 135.72| 124.44| 114.90| 106.62| 99.54| 93.36| 87.84| 82.98
6.25 259.25(222.25|194.44| 172.88| 155.56| 141.38| 129.63| 119.69| 111.06| 103.69| 97.25| 91.50| 86.44
6.50 269.62| 231.14| 202.22| 179.79| 161.79| 147.03| 134.81| 124.48| 115.51| 107.84| 101.14| 95.16| 89.90
6.75 279.99]240.031209.99/ 186.71| 168.01] 152.69] 140.00, 129.26/.119.95] 111.98) 105.03]._98.82] 93.35
7.00 290.36] 248.92| 217.77] 193.62| 174.23| 158.34| 145.18| 134.05] 124.39| 116.13| 108.92| 102.48| 96.81

* The 8% allowance accounts for overpouring, spillage, waste, and breakage.
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AuDpIT MANUAL

PROCEEDS FROM SALES OF BOTTLED BEER EXHIBIT 11

Anticipated Proceeds From Sale of
Bottled Beer

Number of Bottles Per Case
Price per Bottle 12 18 24 36
1.00 12.00 18.00 24.00 36.00
1.25 15.00 22.50 30.00 45.00
1.50 18.00 27.00 36.00 54.00
1.75 21.00 31.50 42.00 63.00
2.00 24.00 36.00 48.00 72.00
2.25 27.00 40.50 54.00 81.00
2.50 30.00 45.00 60.00 90.00
2.75 33.00 4950 66.00 99.00
3.00 36.00 54.00 72.00 108.00
3.25 39.00 5850 78.00 117.00
3.50 42.00 63.00 84.00 126.00
3.75 45.00 6750 90.00 135.00
4.00 48.00 72.00 96.00 144.00
4.25 51.00 76.50 102.00 153.00
4.50 54.00 81.00 108.00 162.00
4.75 57.00 85.50 114.00 171.00
5.00 60.00 90.00 120.00 180.00
5.25 63.00 94.50 126.00 189.00
5.50 66.00 99.00 132.00 198.00
5.75 69.00 103.50 138.00 207.00
6.00 72.00 108.00 144.00 216.00
6.25 75.00 112.50 150.00 225.00
6.50 78.00 117.00 156.00 234.00
6.75 81.00 121.50 162.00 243.00
7.00 84.00 126.00 168.00 252.00

Note: No overpour or spillage allowance is given on sales of bottled (or canned) drinks.

However, the standard 1% allowance for pilferage is given after adjusting for self consumption.
To compute anticipated proceeds, multiply the sales price times the number of units per
case.
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BARS AND RESTAURANTS

PROCEEDS FROM SALES OF DRAFT BEER EXHIBIT 12

Anticipated Proceeds From Sale of

One Half (1/2) Keg (1,984 ounces) of Draft Beer

Size of Glass (0z) 6 8 10 12 14 16 18 20 22 24 32
Number of Drinks 330.67| 248.00) 198.40| 165.33| 141.71| 124.00| 110.22] 99.20] 90.18| 82.67| 62.00
*3% overpour & spillage 9.92 7.44 5.95 4.96 4.25 3.72 3.31 2.98 2.71 2.48 1.86
Net Drinks 320.75| 240.56) 192.45| 160.37| 137.46] 120.28| 106.91] 96.22] 87.47| 80.19] 60.14
Price per Drink Proceeds From Sales
1.00 320.75| 240.56| 192.45| 160.37| 137.46| 120.28| 106.91| 96.22| 87.47| 80.19| 60.14
1.25 400.93| 300.70| 240.56| 200.47, 171.83| 150.35| 133.64| 120.28| 109.34| 100.23| 75.18
1.50 481.12| 360.84| 288.68| 240.56| 206.20| 180.42| 160.37| 144.33| 131.21| 120.28| 90.21
1.75 561.31) 420.98| 336.79| 280.65| 240.56|.210.49| 187.10| 168.39] 153.08| 140.33] 105.25
2.00 641.49| 481.12| 384.90| 320.75| 274.93| 240.56| 213.82| 192.44| 174.94| 160.37| 120.28
2.25 721.68| 541.26| 433.01| 360.84| €09.29| 270.63| “240,55| 216.50| 196.81| 180.42| 135.32
2.50 801.87| 601.40| 481.13| 400.93| 343.66| 300.70| 267.28| 240.55| 218.68| 200.47| 150.35
2.75 882.05| 661.54]| 529.24| 441708~\378.03| 33077 294.01| 264.61 240.55| 22051 165.39
3.00 962.24| 721.68| 577.35| 481.12] 412.39| 360.84| 320.74| 288.66| 262.42| 240.56| 180.42
3.25 1042.43| 781.82| 625046 )52%.21| \446.76| 390.91| 347.46| 312.72| 284.28| 260.61| 195.46
3.50 1122.61| 841.96| 673.58| 561.31| 481.13| 420.98| 374.19| 336.77| 306.15| 280.65| 210.49
3.75 1202.80| 902.10] 72%.69) 60140 515.49| 451.05| 400.92| 360.83| 328.02| 300.70| 225.53
4.00 1282.99| 962.24| 769.80| 641.49| 549.86| 481.12| 427.65| 384.88| 349.89| 320.75| 240.56
4.25 1363.17| 1022.38| “81791| 681.59| 584.22| 511.19| 454.38| 408.94| 371.76| 340.79| 255.60
4.50 1443.36| 1082.52| 866.03| 721.68| 618.59| 541.26| 481.11| 432.99| 393.62| 360.84| 270.63
4.75 1523.55| 1142.66| 914.14| 761.77| 652.96] 571.33| 507.83| 457.05) 41549 380.89) 285.67
5.00 1603.73| 1202.80| 962.25| 801.87| 687.32| 601.40| 534.56| 481.10| 437.36| 400.93| 300.70
5.25 1683.92| 1262.94| 1010.36| 841.96| 721.69| 631.47| 561.29| 505.16| 459.23| 420.98| 315.74
5.50 1764.11| 1323.08| 1058.48| 882.05| 756.05| 661.54| 588.02| 529.21| 481.10| 441.03| 330.77
5.75 1844.29) 1383.22| 1106.59| 922.15| 790.42] 691.61| 614.75| 553.27) 502.96, 461.07) 34581
6.00 1924.48| 1443.36| 1154.70| 962.24| 824.79| 721.68| 641.47| 577.32| 524.83| 481.12| 360.84
6.25 2004.67| 1503.50| 1202.81| 1002.33| 859.15| 751.75| 668.20| 601.38| 546.70| 501.17 375.88
6.50 2084.85| 1563.64| 1250.93| 1042.43| 893.52| 781.82| 694.93| 625.43| 568.57| 521.21| 39091
6.75 2165.04|1623.78|1299.04| 1082.52| 927.88| 811.89| 721.66| 649.49| 590.43| 541.26) 405.95
7.00 2245231 1683.92| 1347.15] 1122.61| 962.25| 841.96| 748.39| 673.54| 612.30/ 561.31 420098

*The 3% allowance consists of overpour, spillage, and waste (e.g., inaccessible beer left in
keg, cleaning lines, waste in tapping a new keg, etc.). Claims for amounts greater than 3%
must be clearly explained and well documented.
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AubIT MANUAL

METRIC STANDARDS AND THEIR U.S. SIZES FOR CONTAINERS EXHIBIT 13

Wine Metric Standards

Fluid U.S. Size Near  Fluid Bottles
Metric Size Ounces Equivalent  Ounces Per Case
3 Liters 101 Jeroboam 102.4 4
1.5 Liters 50.7 Magnum 51.2 6
1 Liter 33.8 Quart 32 12
750 Mililiters 25.4 Fifth 25.6 12
375 Mililiters 12.7 Tenth 12.8 24
187 Mililiters 6.3 Split 6.4 48

100 Mililiters 3.4 Miniature 2 60

There are no new metric equivalents for wines/in the following U.S. sizes:
U.S. Size i nce
One Gallon 128
Half Gallon 64
Pint 16

U.S. Size Near  Fluid Bottles
Metric Size S Equivalent  Ounces Per Case
1.75 Liters 59.2 1/2 Gallon 64 6
1 Liter 33.8 Quart 32 12
750 Mililiters 25.4 Fifth 25.6 12
500 Mililiters 16.9 Pint 16 24
200 Mililiters 6.8 1/2 Pint 8 48

50 Mililiters 1.7 Miniature 1.6 120
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BARS AND RESTAURANTS

POUR COST CONVERSION CHART EXHIBIT 14
POUR COST
PERCENTAGE GROSS PROFIT MARGIN| MARK-UP PERCENTAGE
10 90 900
11 89 809.09
12 88 733.33
13 87 669.23
14 86 614.29
15 85 566.67
16 84 525
17 83 488.24
18 82 455.56
19 81 426.32
20 80 400
21 79 376.19
22 78 354.55
23 77 334.78
24 76 316.67
25 75 300
26 74 284.62
27 73 270.37
28 72 257.14
29 71 244.83
30 70 233.33
31 69 222.58
32 68 212.50
33 67 203.03
34 66 194.11
35 65 185.71
40 60 150
50 50 100
EXAMPLE: PROOF:

SALE = $50 100% - 20% (PC) = 80% (GP)

COST = $10 80% (GP) / 20% (PC) = 400% Markup

GROSS PROFIT = $40

MARKUP (GP/COST) = 400%
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BAR SHORT

AubIT MANUAL

TEST — CASE PROBLEM

A Bar Short Test will be compiled from the facts below:

Purchases and Sales Information

EXHIBIT 15

Pace 1 oF 3

The purchase cycle for this case problem is one month. Selling price per drink and pour
size were scheduled from Bar Fact Sheet.

Selling
Purchases Price/drink
Description (Month) (tax inc) Pour Size

Well whiskey, Ltr ($3175/cs) $2,800 S 3.00 1.5 0z
Call whiskey, Ltr ($225/cs) 1,125 4.00 1.50z
Cocktails, Ltr (S175/cs) 1,750 5.00 2.0 oz
Beer: Domestic, draft (380/ Y keg) 1,040 2.00 10 oz
Beer: Domestic, bottled (S13/cs) 325 2.50 12 oz
Beer: Domestic, off-sale (S13/cs) 91 10.00 6 pack
Beer: Premium, bottled (S16/cs) 192 3.00 12 oz
Total Purchases $7,323

Self-consumption (SC)

$100 per month; $1,200 per year (well ligiter)

Recorded Markup

Cost of Gaods Sold

Recorded/Reported Total
Sales, tax inc

Recorded Markup
(adjusted for SC)

1998 869,741 $226,322 230.20 %
1999 $74,390 $253,530 246.40 %
2000 879,039 $267,766 244.00 %
Purchase Percentages: Test period of one month
Purchases: test period of one month
Percentage
Description Total Cost of Total
Liquor: Well ($2,800-100) $2,700 37.38
Liquor: Call 1,125 15.57
Cocktails: Well 1,750 24.23
Beer: Domestic bottled 325 4.50
Beer: Domestic, draft 1,040 14.40
Beer: Domestic, off-sale 91 1.26
Beer: Premium, bottled 192 2.66
Total (net of self-consumption) S7,223 100.00
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BARS AND RESTAURANTS

BAR SHORT TEST — CASE PROBLEM ExniBIT 15
Pace 2 oF 3
Expected Markup
Markup
Selling Price Factor Markup
Description Cost (tax inc) (tax inc) (tax inc)
WEell, Ltr (12/cs) 8175 $746.64 426.65 326.65
Call, Ltr (12/cs) 225 995.52 442.45 342.45
Cocktails (Well liquor, 12/cs) 175 933.60 533.49 433.49
Beer: Domestic bottled (24-120z/cs) 13 60.00 461.54 361.54
Beer: Domestic canned, off-sale (24-120z/cs) 13 40.00 307.69 207.69
Beer: Domestic draft 2 keg 80 384.90 481.13 381.13
Beer: Premium, bottled (24-120z/cs) 16 72.00 450.00 350.00
Solution
A B C D E F
Weighted Markup . Weighted Markup
Year per Bar Short Weighted Markup Diftetence Factor per Percent of Error
per Records
Test Records
(B @) (C + 100%) (D/E)

1998 363.53 280.20 133.33 330.20 40.38

1999 363.53 246240 117.13 346.40 33.81

2000 36353 244.00 119.53 344.00 34.75

Key Points

1. The weighted markup per\Bar Short Test and the weighted markup per Records are
both tax included.

2. Self-consumed merchandise and bar supplies are excluded before computing
purchase percentages.

3. Computations are generally made on tax included basis.

4. Reconciliation between the weighted markup per the Bar Short Test and the Markup
Per Records should be on the same basis (i.e., tax included or ex tax).

5. The anticipated proceeds from sales of one-liter bottles of distilled spirits (i.e., selling
price per case) were scheduled from Exhibit 10.

Date Published



BAR SHORT TEST — CASE PROBLEM

BOE-1311-A REV 3 (12-00)

BAR SHORT TEST SHEET

AubIT MANUAL

ExHiBIT 15
Pace 3 0oF 3

STATE OF CALIFORNIA

BOARD OF EQUALIZATION

TAXPAYER NAME

ACCOUNT NUMBER

CASE NUMBER

DBA

TELEPHONE NUMBER

AUDITOR

DATE

RECORDS AT

INFORMATION NEEDED TO SUPPORT MARKUP COMPUTATIONS OBTAINED FROM

(A) (B) WEIGHTED
SALES OZ. % oF ToTAL ExpPECTED MARKUP
Type of Drink PRICE | SERVED PurcHAsEs Markup (A xB)
BRAND ,
Well whiskey 3.00 1.5 3738 %  320.65% 12210 %
BRAND
call ”
whick:md 4 .00 1.5 1557 % =240 45 % 5335
Cocktails BRAND(S) <
(2 or more liguors) Gin/Vvodka 5.00 /ﬁb % 43349 %  105.03 %
Wine/ Liqueurs e «/0 “ % % %
ROTUDENER A canned 250 IR\ 4.50 % 36154 % 1627 %
BOTTLED/CANNED xv
orr-saLiOFHf-Sale 10.0 \ 12V 126 o5 20769 % 2.62 o
DRAFT GLASS Y v hd
Draft gLass&ﬂ. o 10| 1440 o 3%113 9  54.88 %
Beer - Domestic DRAFT GLASS ]
NN % %
DRAFT PITCHER
\ % % %
DRAFT PITCHER
% % %
BOTTLED/CANNED vy
Bottled/canled =.00 12 266 ? =500 % 9.z1 %
BOTTLED/CANNED
OFF-SALE % 0/0 %
DRAFT GLASS
0] 0, 0,
Beer - Premium/ % L %
H DRAFT GLASS
Microbrew % % %
DRAFT PITCHER
% % %
DRAFT PITCHER
% % %
TOTAL WEIGHTED MARKUP [XTax included Ex Tax[] 3@3,53%
MARKUP PER RECORDS
(Adjusted for Self-Consumed) M Tax included  Ex Tax[]
YEAR OF YEAR OF
1998 230.20 2000 244.00 3
YEAROE 1999 24640 . |MVT Average 240.20

SELF-CONSUMED MERCHANDISE

Self-consumed merchandise of S

100 /mo, or S

computing the percentage of total purchases and the markup per records.

1,200

/yr. excluded before
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BARS AND RESTAURANTS

COSTING OUT A MENU ITEM EXHIBIT 16
Schedule Page
Account No.
Case No.
Auditor Date
Name of Item: Filet Mignon Dinner
REF A B C D E
Description Unit Unit Price Portion Cost per
Portion
Filet (85% yield) | 11b. $8.00/1b 8 0z. $4.71
Baked Potato Each $ .20 1 $ .20
Vegetable 11b.. $ .80 4 0z. $ .20
Butter 11b. $2.00 2 0z. $ .25
Sour Cream Qt. $1.50 3.0z $ .05
Salad-lettuce Head $1.30 4.58rvings $ .33
Dressing Qt. $3.50 2 0Z $ 22
Sub-Total $5.96
ADD: Waste, Spoilage, Spices;€tc.(based’ona%) .60
Total Portion Cost $6.56
Sdlling Price $17.99
Portion Cost $ 6.56
Gross Profit $11.43
Markup on Cost 174.24%

Comment:
Thiscut of filet mignon yields a serving 85% of itstotal weight. Therefore, one
pound (16 o0z) will actually yield 13.6 ounces. At $8.00/Ib, each ounce costs
approximately $.588. Serving size per dinner is8 0z. 8 0z. x $.588 = $4.71 per
serving cost of filet.

Additional Infor mation:

e 16 o0uncesto 1 pound

e« 32ouncestolquart

e 128 ouncesto 1 gallon

» #10 can equal 103.7 ounces
e #303 can equals 15.6 ounces
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AuDpIT MANUAL

DECISION CHART: COMPLIMENTARY FOOD AND BEVERAGES

If the complimentary meals are
provided in an arca of the hotel
where [ood and beverages are sold
on a rcgular basis Lo the genceral
public, the following decision chart
should be used to decide whether
the lormula in Regulatlion 1603{a)
applies and is contreolling. If the
meanls are not provided in such an
arca, the formula should be applicd
to determine whether the hotel is
the consumer or retailer of the
complimentary meals provided.

h 4

Hotel is the consumer of the
camplimentary meals with tax
due on the restaurant's charge to
the hotel.
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PR ESTENY

Process to determine if formula as set
forth in Regulation 1603(a) is controlling.

{ Start )

Are complimentary meals provided in an
area of the hotel where focd and beverages
are sold on a regular basis to the general
public (i.e. restaurant)?

Are coupond or similay documants
redeemet!, for Jlias/meals?

When the meals are providedin a
reGlaurant or similiar area. is the hotel
the provider of the meals?

EXHIBIT 17

v

Formula Applies and
Results Control

Is the guest specifically
identified by name on the
coupon or similiar document?

o No

Are the coupens or similar

Mo

documents transferable?

Yes
h 4

Hotel is the retailer of the

camplimentary meals
provided

Hotel is the consumer of
the complimentary meals
provided
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