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OFFICE OF TAX APPEALS
STATE OF CALIFORNIA

In the Matter of the Appeal of: ) OTA Case No.: 241218319
C. AYALA AND g CDTFA Case ID: 4-888-810
M. MARTINEZ, )
dba Del Valle Liquor ;
OPINION

Representing the Parties:

For Appellant: Juan Guzman, CPA

For Respondent: Jason Parker, Chief of Headquarters Ops.

M. GEARY, Administrative Law Judge: Pursuant to Revenue and Taxation Code
(R&TC) section 6561, C. Ayala and M. Martinez, partners, dba Del Valle Liquor (appellant),
appeals a decision issued by the California Department of Tax and Fee Administration
(respondent) denying, in part, appellant’s petition for redetermination of an April 21, 2023 Notice
of Determination (NOD) for tax of $40,703, plus applicable interest, for the period April 1, 2019,
through March 31, 2022 (liability period).

Appellant waived the right to an oral hearing and submitted the matter to the Office of
Tax Appeals (OTA) on the written record pursuant to California Code of Regulations, title 18,
section 30209(a).

ISSUE

Are further adjustments to the measure of unreported taxable sales warranted?

FACTUAL FINDINGS

1. Appellant owns and operates a market and liquor store in Riverside, California, selling

alcohol, tobacco products, food, and miscellaneous other merchandise.

1 The NOD was timely for the period January 1, 2020, through March 31, 2022, because it was
filed within the three-year limitations period prescribed in R&TC section 6487(a); and it was timely for all
earlier periods because appellant signed waivers that allowed respondent to file the NOD for those
periods by July 31, 2023.
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2. On its sales and use tax returns (SUTRS) for the liability period, appellant reported gross
sales of $845,139, nontaxable sales of $206,302, and taxable sales of $638.837.2
Reported nontaxable receipts during the liability period consisted of: $4,990 in interstate
or foreign sales in the second quarter of 2020 (2Q20); $4,121 in nontaxable labor in
1Q20; $146,283 in sales of nontaxable food products, with the exception of 1Q20, for
which no such sales were claimed; and sales tax included in reported gross sales
totaling $50,908, with the exception of 2Q20, for which no included sales tax was
claimed. Appellant informed respondent that reported amounts were based on
appellant’s hand-written accounting for daily sales compiled into a sales journal.

3. By letter dated May 23, 2022, respondent informed appellant that it had been selected
for a routine audit and requested that appellant provide books and records for that
purpose. For audit, appellant provided sales journals, purchase summaries, bank
statements (for one account) for the period January 2020 through March 2022, and
purchase invoices for 1Q22 only.

4, Respondent considered the books and records provided by appellant inadequate for
sales and use tax purposes and concluded that it could not use a direct audit method to
verify reported sales.® Respondent decided to use a markup audit to estimate taxable
sales.*

5. Respondent compared amounts appellant reported as total sales on SUTRs to amounts
reported on federal income tax returns (FITRs) and found no meaningful difference for
2019 and 2020, but $24,269 less reported on SUTRs for 2021. Respondent stated (in
the audit work papers) that appellant did not explain the difference.

6. Respondent conducted a purchase segregation analysis based on the purchase invoices
provided for 1Q22; the analysis revealed that most of appellant’s purchases were beer

(62.84 percent) and tobacco products (23.78 percent), distantly followed by nontaxable

2 Appellant claimed that 18.77 percent of total sales were not taxable.

3 A direct audit method is one that enables respondent to verify taxable sales directly from the
taxpayer’s business records. Generally, a direct audit involves a simple tabulation of taxable sales
evidenced by source documents, such as sales invoices, cash register tapes, or verifiable point-of-sale
data. A direct audit approach based on complete and accurate business records is generally the most
accurate.

4 “Markup” is the amount by which the cost of merchandise is increased to set the retail price.
For example, if the retailer’s cost is $0.70 and it charges customers $1.00, the markup is $0.30. The
formula for determining the markup percentage is markup amount + cost. In this example, the markup
percentage is 42.86 percent (0.30 + 0.70 = 0.42857). A “book markup” (sometimes referred to as an
“achieved markup”) is one that is calculated from the retailer’s records. The most accurate way to
determine book markup is to compare actual cost and actual selling price per item.
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beverages (3.78 percent), carbonated beverages (3.21 percent), nontaxable candy,
grocery, and other (2.61 percent), liquor (2.38 percent), miscellaneous taxable

(0.99 percent), and taxable vape products (0.41 percent). Taxable purchases were
93.61 percent of the total. Nontaxable purchases were 6.39 percent of the total.

The purchase segregation analysis produced the following results: beer was

67.13 percent (of total taxable purchases); tobacco products were 25.41 percent;
carbonated beverages were 3.43 percent; liquor was 2.54 percent; miscellaneous
taxable merchandise was 1.06 percent; and vape products were 0.43 percent.
Respondent surveyed eight of the vendors for which appellant provided 1Q22 invoices
and one other that respondent thought may have made sales to appellant. Four
responded, including the one for which appellant had not provided a purchase invoice.
Respondent used the survey replies to compute purchases from those vendors and
estimated purchases from other suppliers on the basis of the 1Q22 invoices provided by
appellant. The survey replies revealed purchases by the three vendors for which
estimates were done that were almost $6,000 in excess of the estimated purchases.
This was, in large part but not exclusively, due to the fact that appellant had failed to
provide two invoices totaling $5,682 (rounded) for one vendor. Respondent computed
total purchases of $857,145: $195,836 for 2Q19-4Q19, $295,282 for 2020, $299,871 for
2021, and $66,156 for 1Q22.

According to the audit work papers, appellant declined to allow respondent to conduct a
shelf test.> Appellant provided the markup percentages that respondent used to
calculate a weighted markup. Because appellant did not provide books or records from
which sales percentages could be calculated, respondent used purchase percentages to
calculate a weighted markup of 32.07 percent.®

Respondent then calculated percentages of error for each calendar year or part thereof.
Respondent began with estimated purchases. It allowed 2 percent for breakage and
another two percent for self-consumption.” Respondent applied the weighted markup to

calculate taxable sales and then deducted reported sales to compute unreported sales

5 A shelf test is an accounting comparison of known costs (e.g., from purchase invoices) and

associated selling prices (e.g., from an examination of posted prices), which is used to compute markups.

6 This weighted markup was calculated by multiplying the taxable purchase percentage of each of

the six categories of taxable merchandise, as determined by respondent in its taxable purchase
segregation (see Factual Finding 7, above), by the markup percentage provided by appellant for that
category and adding the results for all six categories.

7 Appellant agreed to pay use tax on self-consumed items, so that audit item is not at issue.
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and an error percentage for each calendar year or part of a calendar year. Finally,
respondent applied the error percentage to reported taxable sales for each
corresponding period to calculate unreported taxable sales of $448,376 for the liability
period.

Respondent issued the NOD.

Appellant filed a petition for redetermination, contesting the liability.

On April 17, 2024, the parties participated in an appeals conference as part of
respondent’s internal appeals process. At the conference, appellant conceded the
measure of self-consumed merchandise subject to use tax. Appellant stated that it had
actual purchase amounts from one of the vendors that did not reply to respondent’s
survey (Sai Cash & Carry, hereinafter, simply “Sai”), and that the actual amounts
purchased (tobacco products) were lower than estimated by respondent. Appellant
stated that it would provide the purchase data and argued that the amounts estimated
for other vendors who did not reply to the survey should also be reduced by the same
percentage. Following the appeals conference, appellant provided purchase data from
Sai for the period January 1, 2019, through December 31, 2022.

Respondent considered the new information and concluded that the Sai data showed
$107,122 in purchases during the liability period. Respondent did not agree, however,
that the Sai data should be relied upon to reduce purchases. Respondent argued that
the Sai data was not a reliable indicator of appellant’s tobacco purchases because the
purchases were inconsistent in their frequency and suggested that appellant must have
had another vendor that supplied tobacco products because otherwise, tobacco
purchases in early periods are too low and would reduce audited purchases to a level
below what appellant reported on its FITRs.

On July 18, 2024, respondent issued the decision, which ordered the adjustment
requested by appellant based on the Sai data.? The decision ordered a reaudit, which
was to be based on Sai purchases during the liability period totaling $110,542, a

56.91 percent reduction of the estimated amount, and was to include the same

percentage reduction to the other four vendors that did not respond to the survey.®

8 OTA notes that, while purchase information from Sai may have shown a lower sales amount

than respondent had estimated from 1Q22 data, survey replies by three vendors revealed higher sales
amounts than respondent had previously estimated.

® There was a $3,420.45 increase in purchases from Sai due to an invoice that respondent

apparently omitted from its calculations.
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16. Respondent completed the reaudit, which reduced the measure of unreported taxable
sales from $448,376 to $329,741 and the reduced tax (including the conceded use tax)
accordingly.

17. By letter dated November 14, 2024, respondent advised appellant regarding the reaudit
result and appellant’s right to request reconsideration or appeal to OTA.

18. This timely appeal followed.

DISCUSSION

California imposes sales tax on a retailer’s retail sales of tangible personal property sold
in this state measured by the retailer’s gross receipts, unless the sale is specifically exempt or
excluded from taxation by statute. (R&TC, 88 6012, 6051.) For the purpose of the proper
administration of the Sales and Use Tax Law and to prevent the evasion of the sales tax, the
law presumes that all gross receipts are subject to tax until the contrary is established. (R&TC,
§ 6091.) Itis the retailer's responsibility to maintain complete and accurate records to support
reported amounts and to make them available for examination. (R&TC, 88 7053, 7054, Cal.
Code Regs., tit. 18, § 1698(b)(1).)

If respondent is not satisfied with the amount of tax reported by the taxpayer, or in the
case of a failure to file a return, respondent may determine the amount required to be paid on
the basis of any information which is in its possession or may come into its possession. (R&TC,
88 6481, 6511.) Inthe case of an appeal, respondent has a minimal, initial burden of showing
that its determination was reasonable and rational. (Appeal of Talavera, 2020-OTA-022P.)
Once respondent has met its initial burden, the burden of proof shifts to the taxpayer to
establish that a result differing from respondent’s determination is warranted. (Ibid.)
Unsupported assertions are not sufficient to satisfy a taxpayer’s burden of proof. (lbid.)

Appellant did not provide direct evidence of sales during the liability period. Therefore,
respondent’s decision to use an indirect audit method, here, a markup method, to verify
reported amounts was a rational one. The markup audit method has been generally accepted
by OTA as a valid mean of estimating sales. (See, e.g., Appeal of Amaya, 2021-OTA-328P.)
OTA has reviewed respondent’s audit and finds that it was correctly executed and produced a
reasonable estimate of unreported taxable sales for the liability period. Consequently, as
prescribed by Appeal of Talavera, supra, the burden shifts to appellant to prove audit error and
a more accurate liability. The applicable standard of proof is by a preponderance of the
evidence. (Cal. Code Regs., tit. 18, § 30219(b); Appeal of Estate of Gillespie, 2018-OTA-052P.)
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That is, appellant must establish by documentation or other evidence that the circumstances it
asserts are, more likely than not, correct. (Appeal of Senehi, 2023-OTA-446P.)

Appellant argues that respondent’s 56.91 percent reduction of the estimated taxable
purchases from the four vendors who did not provide actual purchase data was too low and that
there should be further reductions for the period 1Q20 through 2Q21 “because of the
pandemic.” Appellant has provided no evidence and offered no analysis to support its
contention; and, therefore, this argument is unpersuasive. While Governor Newsom issued a
stay-at-home order on March 19, 2020, requiring bars, and the indoor operations of restaurants
to close on July 13, 2020, liquor stores remained open; and all businesses were allowed to fully
reopen on June 15, 2021. Furthermore, according to the audit and reaudit schedules,
appellant’s average quarterly purchases actually increased in 2020 as compared to 2019, and
increased again in 2021. On the basis of the evidence, OTA finds that further adjustments to

the measure of unreported taxable sales are not warranted.
HOLDING
Further adjustments to the measure of unreported taxable sales are not warranted.
DISPOSITION

Respondent’s actions reducing the measure of unreported taxable sales from $448,376
to $329,741 and reducing the tax (including the conceded use tax) accordingly but otherwise

denying appellant’s petition for redetermination are sustained.

AC4CT ...
Michael F. Geary

Administrative Law Judge

We concur:
DocuSigned by: Signed by:
Steren in teatlur 50(%
Steven Kim Heather Boyd
Administrative Law Judge Administrative Law Judge\

Date Issued: _11/19/2025
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