
STATE OF NEI^, YORK

STATE TAX COMMISSION

In the Matter of the Pet l t lon
o f

Naut l lus Restaurant,  Inc.

for Redetermination of a Deficiency or Revislon
of a Determination or Refund of Corporation
Franchise Tax under ArticLe 9A of the Tax Law for
the  F isca l  Years  Ended 5 /3 I /79 ,  5 /3L /80  & 5 /3 I /8 I .

AFFIDAVIT OF MAILING

State of New York :
6 S .  :

County of Albany :

David Parchuck, belng duly sworn, deposes and says that he is an employee
of the State Tax Connisslon, that he is over 18 years of age, and that on the
7th day of November, 1985, he served the within not ice of Decislon by cert l fLed
maJ-1 upon NautLlus Restaurant, Inc., the petitloner in the wlthln proceeding,
by encloslng a true copy thereof in a securel-y sealed postpald wrapper
addressed as follows:

Nautl lus Restaurant,  Inc.
5523 Merrtck Rd.
Massapequa, NY 11758

and by deposd.ting same enclosed ln a postpald properly addressed wrapper in a
post office under the exclusive care and custody of the United States Postal
Servlce withln the State of New York.

That deponent further says that the sald addressee ls the petitLoner
herein and that the address set forth on sald rrrapper ls the last known address
of the pet i t ioner.

Sworn to before ne this
7t1a day of November, 1985.

Authorized to
pursuant to Tax

lster oaths
sec t ion  174



STATE OF NEW YORK

STATE TAX COMMISSION

In the MatCer of the Pet l t lon
o f

Nautilus Restaurant, Inc.
AFFIDAVIT OF MAILING

for Redetcrminatlon of a Deficiency or Revislon :
of a Determlnation or Refund of Corporatlon
Franchlse Tax under Artlcle 9A of the Tax Law for :
the  F isca l  Years  Ended 513L179,  5 /3U80 0  5 /3 I /8L .

:

State of New York :
s s .  :

County of Albany :

David Parchuck, belng duly sworn, deposes and says that he is an employce
of the State Tax Connisslon, that he is over 18 years of age, and that on the
7th day of November, 1985, he served the rrithin notlcc of Decislon by certlfLed
mal,l upon Elliot Zlrnmsx[anr the representatlvc of the petltloner ln thc wlthin
proceedi.ng, by encl-osing a true copy theresf in a securely sealed postpaid
rflrapper addressed as follows:

Elllot Ziumerman
1956 Lakc End Rd.
Merr ick, NY 11566

and by deposl"tlng same enclosed ln a postpald properly addressed wrappcr ln a
post offlce under the exclusive care and custody of the Unitcd States Postal
ServLce wlthtn the Statc of New York.

That deponent further says that the said addreasee is the rePresentatlve
of the petitl"oner herein and that the address set forth on sald wrapPer is the
last knowrl address of the representatlve of the petltioncr.

Sworn to before me thl-s
7th day of November, 1985.

Authorized to
pursuant to Tax Law sect lon 174



S T A T E  O F  N E W  Y O R K
S T A T E  T A X  C O M M I S S I O N

A L B A N Y ,  N E W  Y O R K  L 2 2 2 7

Novenber 7, 1985

Nauti lus Restaurant,  Inc.
5523 l{errlck Rd.
Massapequa, NY 11758

Gentlemen:

Please take not,ice of the Declsion of the State Tax ConnnLsel"on enclosed
herewith.

You have now exhausted your right of review at the admlnistratlve level.
Pursuant to section(s) 1090 of the Tax Law, a proceeding in court to revlew an
adverse decision by the State Tax Conml"ssion nay be instituted onl-y under
Article 78 of the Civil Practice Law and Ru1es, and must be commenced ln the
Supreme Court of the Stat,e of New York, Albany County, within 4 months from the
date  o f  th is  no t lce .

Inqulries concerning the computation of tax due or refund allowed ln accordance
with this decision nay be addressed to:

NYS Dept. Taxation and Finance
Law Bureau - Lltlgatlon Unlt
Bullding /19, State Canpus
Albany, New York 12227
Phone # (518) 457-2070

Very truly yours'

STATE TAX COMMISSION

Petl t loner I  s Representat ive
Elllot Zirnmernan
1956 Lake End Rd.
Mer r ick ,  NY 11566
Taxing Bureauf s Representatlve



STATE OF NEW YORK

STATE TAX COMMISSION

In the Matter of the Pet i t lon

o f

NAUTILUS RESTAURANT, INC.

for Redeterminatlon of a Deficlency or for
Refund of Franchise Tax on Buslness Corporations
under Artlcle 9-A of the Tax Law for the Flscal
Years Ended May 31, 1979, May 31, 1980 and
M a y  3 1 ,  1 9 8 1 .

Whether the Audlt Divisl-on properl-y reLied

against petitioner in calculating franchlse tax

perlods.

DECISION

Peti t loner,  Naut i lus Restaurant,  Inc.,  5523 Merr lck Road, ! t rassapegua, New

York 11758, f l led a pet l t ion for redeterminat ion of a def ic lency or for refund

of franchlse tax on buslness corporations under ArticLe 9-A of the Tax Law for

the f lscal  years ended May 31, L979, May 31, 1980 and May 31'  1981 (Fi le No.

429s5) .

A hearing was held before Doris E. Stelnhardt, Hearlng Offl-cerr at the

offlces of the State Tax Conrmission, Two World Trade Center, New York, New

York, on July 10, 1985 at 9:15 A.M. Pet i t ioner appeared by El l lot  ZLnrmerman,

CPA. The Audit Divislon appeared by John P. Dugan, Esq. (Anne W. Murphy, Esq.,

o f  counse l ) .

ISSUE

upon a sales

def ic iencies

assesgment

corresponding

tax

for

FINDINGS OF FACT

1. On December 27, 1982, the Audit Division issued to petltloner' Nautllus

Rest,aurant, Inc., three notices of deftciency, aesertlng addl"ttonaL franchise

tax due under Article 9-A of the Tax Law for the flscal years ended May 31,
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1979, May 31, 1980 and May 31, 1981 tn the respect ive amount,s of $31434.10,

$3,603.90 and $2,568.00, pLus interest and negl igence penalt les pursuant to

s e c t i o n  1 0 8 5 ( d ) .

2. Pet l t loner operates a dlner in Massapequa, New York.

3. The franchise tax deficiencies under conslderation in thLs proceedlng

ensued from a sales tax examinatlon, durlng the course of which petitionerrs

sales and use tax returns for the perlod June l, 1978 through February 28' 1981

were reviewed.

The sales tax examiner,compared pet i t ionerts gross sales as ref l -ected

in its federal corporatlon income tax returnsr sales and use tax returns and

books of origlnal entry and found the amounts were ln substantlaL agreement.

He also reconciled pet,itionerts purchases per its books and per lts federal

returns.

Petitioner furnlshed its customers with guest checks and rang sales on

cash registers which produced tapes. The guest checks and reglster taPes were

discarded, however, after a principal of the corporatl"on accounted for all

guest checks lssued to waiters and wal-tresses, reconclled the checks to sales

rung on the register and recorded sal-es in the day book. Subseguent to the

corm.encement of the sales tax audit, petitloner retalned gueet checks and tapes

for the then current period. The examiner deemed these guest checks lnsufficlent

for audit because gaps lrere present ln the numerical sequence. PetLtioner

explained that the "gaps" hrere attributable to the issuance of different

numerical  ser l-es to di f ferent shl f ts of enployees (e.g.r  the lssuance of guest

checks 2,000 et seq. to the day shl f t  and 5,000 et seq. to the evening shi f t ) .

The examiner calculated petitlonerts overall narkup as I22 Percent' by

reference to the federal returns. He deemed this percentage low for the



-3-

industry and communicated his optnlon to petitionerrs l-ndependent accountant.

The examiner and petitlonerts accountant thereafter engaged ln negotiatlons

whlch cul-minated in their agreement that food purchases wouLd be marked up by

142 percent. The examiner did not perform markup testing of food: he did not

review costs and selllng prices to determlne the actual narkup of selected

items. The examinerts arlthmetical steps ln arrlvlng at audl.ted food sales are

sunnarized bel-ow.

Audlted food sales
food purehases
less: increase ln inventory
less: decrease in accounts payable
less: expenses etroneously classlfled as food purchases
less: empl-oyee meals
adjusted food purchases
markup 1422
audited food sales

$  684 ,959
(3 ,100 )

(12 ,159 )
(  7 ,400 )
(2O,323)

$ 64L,977
gLl,607

$Iffi64

Markup tests were conducted on petitionerts llquor and beer purchases

during June, 1981. Ut l l iz lng costs as ref lected in purchase Lnvolces and

seLling prices as furnished by petitioner, the examiner computed narkup percent-

ages for l iquor and for beer of 344.44 percent and 230.31 percent,  resPect lvely.

By analysls of petitlonerts liquor and beer purchases for the pertod September 1,

1980 through February 28,1981, he determlned that J- iquor represented 67.12 percent

of such purchases and beer,  32.89 percent.  These percentages, when appl- ied to

petltloner's purchases throughout the audit perlod, yielded llquor purchases l"n

the amount of $22,056.00 and beer purchases of $10,805.00. Flnal l -y,  he marked up

petitionerfs purchases of liquor and beer by the appropriate Percent'age.

Audlted llquor and beer sales
liquor purchases
markup 3447.
audlted llquor sales

$ 22,056
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beer purchases
narkup 2302
audited beer sales

audited llquor and beer sales

$  10 ,805

$  1  33 ,  586

In sum, audlted taxabl-e saLes total-Led $1r587r170.00, which when

reduced by reported taxable saLes of $l  r59I,110.00, resulted ln addlt lonal

sa les  o f  $96,060.00  upon wh ich  sa les  tax  o f  $61724.20  was assessed.  The

examlner apportloned the additl.onal taxable sales to the quarterly perl"ods at

l"ssue by the appl icat lon of an error rate of 6.03729 percent (addlt lonaL

taxab le  sa les  $96r060.00 / repor ted  taxab le  sa les  $1r591,110.00) .

The examiner also reviewed petitionerfs fixed asset acqulsitlons

durlng the audlt  per iod and found purchases of $11160.00 subjeca ao J"" tax of

$ 8 1  .  2 0 .

Weighlng the amount of the proposed assessment against the expense of

pursulng a protest,r petitJ.oner consented to the assessment. In hls report' the

examiner made an annotation to sl"gnlfy that petl"tlonerts gtoss sales had been

lncreased by a figure in excess of $101000.00 per year; it was his understandlng

that the annotation would initl"ate a revl-ew of the report for the purpose of

deternlning whether an income tax or franchise tax examinatlon was warranted.

Petitloner rras not advlsed of the possl"blltty that the sales tax assessment

night forn the basls for an income tax or franchlse tax deficl-ency.

4. The franchl"se tax deficiencies lrere predlcated solely on the sales tax

examinatlon: the lncome tax exaniner consldered the additlonal taxable salee

as increments to petitlonerrs entire net l-ncome for corresponding perlods. The

examiner revlewed petltionerfs general J-edger, cash receipts and disbursements

Journal and record of adjust ing entr l -es for the f tscal year ended May 31, 1981

for the purpose of ver i fy ing pet i t lonerts expenses as deducted, but dld not
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enploy any lndirect method of lncome reconstruction to corroborate the sales

tax examination results. Findlng that petitlonerrs expen""" onlt. properly

recorded and deducted for f iscal  year 1981r the examiner declded not to conduct

any review of f iscal  years 1979 and 1980.

CONCLUSIONS OF LAW

A. That in view of the lnadequacy of petl-tionerrs record keepl.ngr particularly

its failure to retain cash register tapes and guest checks, the Audlt Dlvistonts

resort to markup t,esting procedures to verify petttlonerts reported taxable

sales was rirarranted. Purchase markup anal-yses also constitute an approPriate

means of reconstructing a taxpayerts taxable l-ncome, and the results thereof nay

properly be employed as a basis to assert an lncome tax defl-ciency (I.[atter of

l , l i l l ian T. Kel ly,  State Tax Comm., December 31, L9843 Matter of Carmen and Ade1la

W, State Tax Com., June 29, 1983).  Thus, addlt lonal taxable sales ae

disclosed by the l-iquor and beer markup tests may be considered addltional

entire net income for franchise tax purposes.

The markup percentage appl led to pet l t ioner 's food purchases, however,

was the product of negotlations between the sales tax examlner and petitionerrs

accountant and rdas not conputed by actually deternl-nLng the difference between

costs and sel l lng pr ices. The use of thls negot iated f igure for addlt ional- '

taxable food sales does not vLtiate the sal,es tax assessment to whlch petitioner,

after all, consented, but petltloner nas not made altare of and clearly did not

accede to its use for franchlse tax purposes. Consequently, such flgure without

more cannot support the franchlse tax deficiencles asserted.

B. That the pet i t lon of Naut i lus Restaurant,  Inc. Ls granted to the

extent lndicated ln ConcLusion of Law "A'r; the Audit Divlsion Ls directed to
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canceL the portl,on of the deficiencies based on additlonal, taxable food sales;

and, except as so nodif led, the def ic iencies are ln al l -  other respects sustained.

DATED: Albany, New York STATE TAX COMMISSION

N0v 0 7 1985
PRESIDBNT


