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We have evaluated the controls implemented by the Texas Alcoholic Beverage Commission
(Commission) regarding the Excise Tax administration as of July 11, 2014. The results of our evaluation
disclosed that the Commission has procedures and controls in place related to the Excise Tax
administration. We noted some opportunities for enhancing the controls in place.

The report that accompanies this letter summarizes our comments and recommendations.

July 11, 2014
Austin, Texas
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Executive Summary

Background Information

In 1935, the Legislature created the Texas Alcoholic Beverage Commission (formerly the Texas Liquor
Control Board).

The Texas Alcoholic Beverage Commission (Commission) is the state agency that regulates all phases of
the alcoholic beverage industry in Texas. The duties of the Commission include regulating sales,
taxation, importation, manufacturing, transporting, and advertising of alcoholic beverages.

The Commission collects in excess of $200 million annually in taxes and fees from alcoholic beverage
license and permit fees, alcohol beverages taxes, cigarette taxes, airline beverage tax, and revenue
collected on audits. This revenue aids in the financing of the state’s public schools, local governments,
research, human services, and other areas in which state government provides services to all Texans and
is deposited into the General Revenue Fund.

The Commission’s Tax Division receives and

processes monthly excise tax reports and ensures that | Tax rates for each class of alcoholic beverage are the
proper taxes have been paid. Alcoholic beverage following:
manufactures may only sell alcoholic beverages to Class Tax Rate | Tax Rate
wholesalers/distributors and the Per Gallon | Per Barrel
wholesalers/distributors may sell only to retailers. Distilled Spirits $2.40 -
The alcoholic beverages become taxable when the Low Wine (14% ABV and $0.204 -
beverages are sold to the retail level. Excise taxes lower)
which are paid are made payable to the State High Wine (more than 14% $0.408 -
Comptroller of Public Accounts. ABV)

Sparkling Wine $0.516 -
The Tax Division also receives quarterly reports Beer (4% ABW and lower) $0.193548 $6.000
submitted by holders of Direct Shipper’s permits Ale and Malt Liquor (more than |  $0.198 $6.138
showing wine shipped each month to ultimate 4% ABW)

consumers. The same tax rates per gallon apply on
Direct Shipper’s wine shipped and is paid by the permittee quarterly by the 15" day after the quarter.

The Excise Tax section personnel consist of five (5) Full-Time-Equivalent (FTES) employees. In addition
to the Director of Tax and Marketing Practices and the Supervisor of Tax and Marketing Practices, there
are three (3) report examiners who review and analyze the excise tax reports submitted by the alcoholic
beverage licensees/permittees. Compliance auditors from the Field Operations Division assist the Excise
Tax section by auditing excise tax reports in the field.

In fiscal year 2013, the Commission’s excise tax collections on distilled spirits, wine, malt liquor, and
beer were $205,175,695 (Appendix 1).



As of August 31, 2013, there were 5,763 licensees /permittees who were required to submit reports.
During fiscal year 2013 the Excise Tax personnel with the assistance of compliance auditors analyzed
55,810 reports from manufacturers, importers, and wholesalers/distributors who are required to file
monthly and periodic reports. The Commission lists 11 excise tax reports which are required to be filed
with payments and 6 informational reports (Appendix 2).

Summary of Internal Audit Results

Procedures and controls are in place to ensure that processing of monthly and periodic excise tax reports
submitted by licensees/permittees are complying with the Texas Alcoholic Beverage Code (2013), TABC
Administrative rules, and other legislative requirements. Each excise tax report received is entered into
the mainframe computer system and scanned after being reviewed by excise tax examiners and no
adjustments are required. Excise tax payments are mailed to the TABC headquarters in Austin, or to the
State Comptroller’s Office through electronic fund transfers (EFT). All excise tax payments received are
made payable to the State Comptroller’s Office.

While excise taxes collections continue to increase, there has also been an increase in the number of
required tax paying and informational reports which are required to be submitted to the Commission for
review by the Excise Tax administration.

The Excise Tax administration management should properly secure excise tax reports to corroborate the
amount of taxes applicable to licensees/permittees.

There should be adequate communication and enforcement of compliance requirements regarding filing
of monthly excise tax reports. The Commission should consider automating the tax forms to ensure
consistent correct calculations. The Commission should ensure compliance with policies related to excise
tax discount.

The Commission should consider requiring an independent verification of tax calculations done by the
examiner. Additionally, there should be cross-training of staff to ensure continuity and effectiveness of
operation; and the Commission should institute controls to ensure that permittees filing the Texas Direct
Shipper’s Reports comply with the requirements of the Excise Tax Report Processing Procedures Manual.

Summary of Management’s ResponseS

The Agency agrees with the internal audit findings and recommendations. Excise Tax section
management will take action to reestablish policy with both Audit and Excise staff to ensure proper
documentation and storage of monthly excise reports.



The Agency will update the Excise Tax Procedures Manual to reflect monthly report processing practice
regarding the 2% discount. Additionally, the Agency will develop an intelligent online tax reporting form
so that excise taxes due can be automatically calculated.

All Excise Tax personnel will be cross trained to assist others as needed as resources allow. The Agency
will also explore options for developing a knowledge repository where the expert in each permit type can
store date regarding tax specific questions or issues that arise along with the solution. The Agency has
moved forward with another funding request for the upcoming 2015 Legislative Session for an automated
system for filing excise tax reports and taxes.



Objectives, Observations, Recommendations, and Management’s Response

The primary objectives of the internal audit were:
1. Reliability and Integrity of Information
2. Compliance with Policies, Procedures, Laws, and Regulations
3. Efficiency and Effectiveness of Operating Procedures

4. Safeguarding of Assets

RESULTS AND RECOMMENDATIONS

Internal Audit Objective 1: Reliability and Integrity of Information

Excise tax reports received from alcoholic beverage licensees/permittees are entered into the mainframe
computer system. In fiscal year 2013, the Commission started scanning monthly excise tax reports
which were processed with no errors and tax reports with corrected errors into the Neubus system.

Finding 1: Missing Monthly Excise Tax Report

The supporting paper documents for a monthly excise tax report randomly selected for testing by the
internal auditors could not be located. The report was a Texas Direct Shipper’s Report for the month of
December 2012. According to the Commission’s computer reporting system the tax report had been
reviewed and processed along with an excise tax payment collection of $29.20.

Recommendation:

Excise Tax section management should properly document and monitor the location of each excise tax
report, including coordinating with other Commission divisions who use the same tax report documents in
monitoring licensee/permittee compliance with the Texas Alcoholic Beverage Code. It will ensure that
the report information in the computer system is supported by documents submitted and signed by the
licensees/permittees and also comply with the document retention schedule.



Management’s Response:
The Agency agrees with the internal audit findings and recommendation. Excise Tax section management
will take action to reestablish policy with both Audit and Excise Staff regarding the proper documentation

and monitoring the location of each excise tax report.

Additionally, the Excise Tax Division will conduct a monthly supervisory sample review to ensure reports
are properly documented and stored in the appropriate location.

Internal Audit Objective 2: Compliance with Policies, Procedures, Laws, and Regulations

Finding 2: The 2 % Discount on Excise Taxes Due Is Being Included On Monthly Tax
Reports With Underpaid Excise Taxes Due

The Excise Tax Report Processing Manual requirements state that licensees/permittees will not be entitled
to the 2% discount for underpayment of taxes. Four (4) of the 40 excise tax reports had incorrect taxes
calculated which resulted in underpayment of taxes by a total of $57.15. The underpaid tax amounts on
the 4 reports were $52.02, $5.00, $.07, and $.06. The calculations in the monthly reports tested did not
show any evidence of the 2% discount amount being disallowed. Although the incorrect taxes from our
sample are relatively insignificant, individually and in aggregate, the deficiency in internal control poses a
major risk of maximizing excise tax revenue when applied to all the excises tax reports processed by the
Excise Tax Division.

Recommendations:

The Commission should emphasize and enforce compliance with the TABC Excise Tax Report
Processing Procedures Manual which state that the licensee/permittee is not entitled to the 2% discount if
there is an underpayment of excise taxes discovered during the excise tax report verification process.

TABC management should consider making the excise tax report’s calculation sheet IT active online so
that when licensees/permittees input their monthly alcoholic beverage activity totals the tax can be
automatically calculated. This may ensure proper excise taxes are being paid timely and reduce the
number of Excise Tax examiners report tax calculation adjustments, phone calls, letters sent, or emails to
licensees/permittees.

Management’s Response:

The Agency agrees with the internal audit findings and recommendations to the extent that the manual
does not reflect the practice. Based on Sections 201.48 and 203.10, the 2% discount is not allowed on the



amount not paid by the licensee as that amount was delinquent on the date it was due. The Excise Tax
Procedures Manual will be updated to reflect this practice.

Additionally, the Agency will develop an intelligent online tax reporting form, to be completed in 90 days,

so that when licensees/permittees input their monthly alcoholic beverage activity totals, the tax can be
automatically calculated.

Internal Audit Objective 3: Efficiency and Effectiveness of Operating Procedures

The Excise Tax administration personnel work jointly with Field Operations Division compliance
auditors to ensure compliance by licensees/permittees with the Texas Alcoholic Beverage Code.

Excise tax reports received from licensees/permittees are entered into the mainframe computer system by
each excise tax examiner.

In 2013 the Excise Tax examiners began scanning monthly reports using the Neubus system after no
adjustments were required.

The Excise Tax Section coordinates with the Commission’s General Business Services Division” s Fiscal
Services Department in processing excise tax payment receipts. Excise Tax management access the
Crystal View Reporting System to monitor monthly report excise tax receipts.

The Excise Tax Section has a staff of five personnel which include three (3) examiners. The excise tax
examiners, assisted by Field Operations Division compliance auditors, were involved in analyzing 55,810
excise tax reports during fiscal year 2013. According to the Excise Tax Processing Procedures Manual
the excise tax examiners’ responsibilities involve manually conducting the report examination, identifying
compliance violations and reporting errors, generating correspondence to taxpayers on discrepancies
noted, collecting delinquent compliance revenue, and tracking the hours and activities performed for
divisional purposes. In fiscal year 2013 there were 8,618 excise tax letters sent to the licensees/permittees
mainly regarding the reports’ calculations and supporting report documents.

Finding 3: Excise Tax Management Should Cross-Train Examiners Due to Turnover of Personnel
and Continued Increase in Required Tax Paying and Informational Reports

Excise Tax section has three report examiners who review all the excise tax reports, including all the
supporting documents and reports submitted by the manufacturers and suppliers. Each examiner has
assigned responsibility to review certain types of licensee/permittee report(s). During fiscal year 2013
there were 55,810 wholesale and manufacturing reports analyzed comprised of (11) excise tax paying
reports and six (6) informational reports (Appendix 2) . The examiners’ responsibilities include the report
examination, identifying compliance violations and reporting errors, generating correspondence to
taxpayers on discrepancies noted, collecting delinquent compliance revenue, tracking the hours and



activities performed for divisional purposes. Each examiner performs these functions on the particular
types of monthly reports they are assigned to review.

During the testing of 40 excise tax reports, the auditors tested two tax reports which had been reviewed
and processed by the excise tax examiners as having no errors. During the recalculation of the report
totals by the internal auditors it was noticed that one report had miscalculated the 2% tax discount
resulting in an overpayment of taxes by $0.07, and the other tax report had overstated the inventory
(wine) subject to tax, resulting in an overpayment of $.21 . The reports items (numbers) had been
checked off as having been verified by the examiner, but the corrected amount had not been recalculated
or written above the taxpayer’s entry as required by the Excise Tax Report Processing Procedures
Manual. The current procedures do not require an independent verification of calculations other than the
examiner reviewing the reports and random supervisory reviews of the monthly tax reports. Although
these incorrect calculations are relatively small, there is a risk that a significant error could be made
without timely detection by the Commission since excise tax report payments tested by the auditors
ranged from $.32 to $329,404.02. Additionally, the Commission’s policies and procedures manual does
not specify an error threshold amount considered to be negligible and possibly waived.

During our testing we found seven (64%) of eleven quarterly Texas Direct Shipper’s Reports (Form C-
240) tested were in noncompliance with the Excise Tax Report Processing Procedures Manual
requirement of 3 gallons of wine limit per shipment to any single customer. The total excise taxes
collected for the eleven quarterly tax reports was $426.14 ranging from $.32 to $102.29 per report.

The Excise Tax Report Processing Procedures Manual states that report examiners issue compliance
violation notification letters when the permittees have not correctly complied with the reporting
requirements. Some of the violation notification letters are computer generated while others may require a
letter prepared by the examiner reviewing the tax report. Letters are written by the report examiners based
on an evaluation of the entire tax report and if they determine a letter is needed.

During our audit engagement we noticed that the Excise Tax Section was having employee turnover. Two
new examiners had recently been hired to replace two examiners who had left or retiring. The examiners
who were leaving had many years of experience and had continually reviewed the same type of tax
reports for some of the same licensees/permittees for years. Due to the lack of cross-training, the changes
in personnel could significantly affect continuity and ultimately effectiveness of operations.

Recommendation:
Excise Tax management should increase the number of supervisory reviews of monthly tax reports based
on the recently hired tax report examiners (2) currently processing tax reports. Management should also

have someone other than the tax report examiner recalculate the taxes due.

Management should cross-train employees in processing different types of excise tax reports for report
processing continuity in the absence of an examiner(s).
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Management should emphasize to permittees compliance with the Excise Tax Report Processing
Procedures Manual.

Additionally, Excise Tax management should consider establishing an excise tax threshold dollar
amount(s) for quarterly direct shipper’s (and other) reports reviewed, taking into consideration excise tax
requirements that are not being complied with, amount of taxes being paid, and the feasibility of sending
a computer generated or examiner written violation notification letter.

Management’s Response

The Agency agrees with the internal audit findings and recommendation. During the summer of FY14 the
Excise Tax Division hired one new accounts examiner to replace a tenured examiner retiring at the end of
the fiscal year. The Excise Tax management will increase their review of the reports reviewed by the
recently hired tax report examiner. All reports checked by Excise Tax Section personnel go through an
additional review when an excise tax audit is conducted by field auditors.

The excise tax review is a very extensive manual process. In FY2013, 3 FTE accounts examiner positions
reviewed over 55,800 reports. The agency felt that rotating assignments would not be an effective nor
efficient use of staff personnel. However moving forward, although each examiner specializes in the type
of tax collected and tax corresponding report, all excise tax personnel will be cross trained to assist
others as needed as resources allow. The Agency will also explore options for developing a knowledge
repository where the expert in each permit type can store data regarding tax specific questions or issues
that arise along with the solution.

Several requests have been made in past legislative sessions to fund an automated system for filing excise
tax reports and taxes. Twice this request was approved and funded, however, due to mandatory budget
reductions those funds were later returned. Once again, the agency has moved forward with another
funding request for the upcoming 2015 Legislative Session for an automated system for filing excise tax
reports and taxes.

Finally, before August 31, 2015, the Agency will study process and explore options to better identify
direct shipper reporting compliance and solutions. For example, the Agency may pursue Marketing
Practices Advisories, form changes, direct shipper excise tax threshold dollar amounts and/or
administrative action.

Internal Audit Objective 4: Safeguarding of Assets

The Excise Tax section coordinates with the Commission’s Fiscal Services Department of the Business
Services Division in the processing of excise tax payment receipts. Licensee/Permittee excise tax reports
received in the Commission’s Mailroom with tax payments are routed to the Revenue Processing Section
of the Fiscal Services Department before being picked up by the Excise Tax personnel for processing.
Excise tax payments received are made payable to the State Comptroller’s Office. Excise tax reports
which are received at the Mailroom without a tax payment are routed directly to the Excise Tax Section.

11



Licensee/Permittee accounts which pay in access of $500,000 in taxes annually are required to submit
their payments by electronic funds transfers (EFT) directly to the State Comptroller’s Office. Each month
a copy of the electronic Deposit Report is provided by the State Comptroller’s Office to the Commission
for the Excise Tax Section to reconcile with the licensee/permittee monthly tax reports.

Excise Tax management accesses the Commission’s Crystal View Reporting System to monitor monthly
report excise tax receipts collected.

12



Appendix 1

EXCISE TAXES COLLECTED FY 2011 FY 2012 FY 2013
Excise Tax-Distilled Spirits 71,388,168 73,136,280 75,308,193
Excise Tax-Wine 11,085,898 12,732,275 13,131,912
Excise Tax-Malt Liquor 9,670,424 11,270,884 13,012,707
Excise Tax-Beer 104,951,745 105,013,366 103,722,883

Total 197,096,235 | 202,152,805 205,175,695

FY 2011
Excise Tax-
Distilled

Excise Tax-

5%

Malt Liquor

Spirits
36%

Excise Tax-
Wine
6%

Excise Tax-
MaltLiquor
6%

FY 2012

Distilled
Spirits
36%

ExciseTax-
Wine
6%

ExciseTax-

Excise Tax-

Malt Liquor
6%

FY 2013

Excise Tax-

Distilled

Spirits
37%

Excise Tax-
Wine
6%



jiagnem
Typewritten Text
6%


Appendix 2

EXCISE TAX PAYING ACCOUNTS AND INFORMATIONAL REPORTS

Reports : Excise Tax Paying Accounts
These reports are filed with payments.

Manufacturer’s Report

Brewer’ Report

Wholesaler’s Report
Wholesaler’s Ale and Malt Liquor Report
Distributor’s Report

Brewpub Report

Distiller’s Report

Airline Beverage Report
Passenger Train Beverage Report
Winery Report

Direct Shipper’s Report

©ooNOR~ WD

e
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Reports: Informational
These reports are examined to ensure information is accurately reported and completed.

Monthly Report of Non-Resident Seller
Monthly Report Non-Resident Manufacturer
Carrier’s Monthly Report

Industrial Alcohol Report

Bonded Warehouse Report

Forwarding Center Report

IS A
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Appendix 3

Objective and Scope

Objective

The audit objectives are to determine the following:
¢ Reliability and Integrity of Information
e Compliance with policies, procedures, laws and regulations
o Efficiency and Effectiveness of Operating Procedures

e Safeguarding of assets

Scope

The audit scope of the internal audit work included reviewing the effectiveness of the Commission’s
Excise Tax administration processing of monthly excise tax reports and the collection of alcoholic
beverages excise taxes paid by licensees/permittees for compliance with the Texas Alcoholic Beverage
Code, Tax Administrative Rules, and Excise Tax Report Processing Procedures Manual.

Methodology

Our procedures included collecting information and documentation; performing selected tests and other
procedures; analyzing and evaluating the results of the tests; reviewing operating policies and procedures,
laws, and regulations, conducting interviews with the appropriate staff of the Commission, testing for
compliance with policies, procedures and laws, and review of other pertinent reports and documentation.

Information collected and reviewed included the following:

e The Excise Tax Report Processing Procedures Manual
e Texas Alcoholic Beverage Code (2013)

e General Appropriation Act (2012-2013)

e Commission Appropriated Budget (FY 2013-2014)

e State Auditor’s Office Audit Reports for Commission
e TABC Agency Website (www.tabc.state.tx.us)
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Procedures and tests conducted included the following:

e Interviewed Excise Tax administration Headquarters Commission management and staff to obtain
an understanding of the Excise Tax administration’s excise tax monthly report review processes
of alcoholic beverage licensees/permittees.

¢ Gaining an understanding of the Commission’s control structure related to the Excise Tax
administration’s excise tax report processing activities.

e Testing internal controls over report reviewing processes, management reviews, and information
reporting.

e Testing for required supporting documentation for monthly reports reviewed.

o Tested for compliance with the Excise Tax Report Processing Procedures Manual used by
Excise Tax personnel.

e Tested for compliance with Legislative requirements and Texas Alcoholic Beverage Code

o  Other pertinent reports and documents

Other Information

Our internal audit was conducted in accordance with generally accepted government auditing standards.
Those standards require that we plan and perform the audit to obtain sufficient, appropriate evidence to
provide a reasonable basis for our findings and conclusions based on our internal audit objectives. We
believe that the evidence obtained provides a reasonable basis for our findings and conclusions based on
our internal audit objectives. Our internal audit also conforms with the Institute of Internal Auditor’s (I1A)
International Standards for the Professional Practice of Internal Auditing.
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Appendix 4

Background Information

In 1935, the Legislature created the Texas Alcoholic Beverage Commission (formerly the Texas Liquor
Control Board).

The Texas Alcoholic Beverage Commission (TABC) is the state agency that regulates all phases of the
alcoholic beverage industry in Texas. The duties of the Commission include regulating sales, taxation,
importation, manufacturing, transporting, and advertising of alcoholic beverages.

The TABC collects in excess of $200 million annually in taxes and fees, which aids in the financing of
the state’s public schools, local governments, research, human services, and other areas in which state
government provides services to all Texans.

The Alcoholic Beverage Code, which was enacted to protect against involvement of the criminal element
in alcoholic beverage trafficking authorizes the Texas Alcoholic Beverage Commission to:

o Grant, refuse, suspend, or cancel permits and licenses in all phases of the alcoholic beverage
industry;

e Supervise, inspect, and regulate the manufacturing, importation, exportation, transportation, sale,
storage, distribution, and possession of alcoholic beverages;

e Assess and collect fees and taxes;

e Investigate for violations of the Alcoholic Beverage Code and assist in the prosecution of
violators;

o Seize illicit beverages;

e Adopt standards of quality and approve labels and size of containers for all alcoholic beverages
sold in Texas;

o Pass rules to assist the agency in all of the above.

The Governor, with the advice and consent of the Senate, appoints three public members of the
Commission for staggered six-year terms.

The Commissioners appoint an Executive Director who supervises the Commission’s activities. The
Commission’s operating budget is prepared and approved by the Commission on an annual basis, whereas
the State legislative appropriation request is determined every two years. Both the budget and
appropriations are reviewed and approved by the State Legislature.

The Commission is divided into thirteen divisions: Executive; Field Operations — Enforcement, Audit &
Investigations, Ports of Entry; Business Services; Education and Prevention; Human Resources;
Information Resources; Legal Services/General Counsel; Licensing; Office of Professional
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Responsibility; Tax and Marketing; and Training. The Executive Division, which is headed by the
Executive Director, provides oversight of the Deputy Executive Director, Director of the Office of
Professional Responsibility, and the Director of Communications and Government Relations. The other
divisions report directly to the Deputy Executive Director while General Counsel reports directly to the
Commissioners.

The Commission generates revenue from alcoholic beverage license and permit fees, alcohol beverages
taxes, cigarette taxes, airline beverage tax, and revenue collected on audits. This revenue is deposited into

the General Revenue Fund.
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Appendix 5

Report Distribution
As required by Gov’t Code 2102.0091, copies of these reports should be filed with the following:

Governor’s Office of Budget and Planning
Attn: Kate McGrath
Phone: (512) 463-1778
Internalaudits@governor.state.tx.us

Legislative Budget Board
Attn: Ed Osner

Phone: (512) 463-1200
Ed.Osner@Ibb.state.tx.us

State Auditor’s Office

Attn: Internal Audit Coordinator
Phone: (512) 936-9500
iacoordinator@sao.state.tx.us

Sunset Advisory Commission
Attn: Ken Levine

Phone: (512) 463-1300
sunset@sunset.state.tx.us

Texas Alcoholic Beverage Commission
Jose Cuevas, Jr., Presiding Officer
Steven M. Weinberg, MD, JD

Ida Louise “Weisie” Steen

Texas Alcoholic Beverage Commission Management
Sherry Cook, Executive Director
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