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FT100

Introduction

The purpose of this manual is to establish uniform procedures for Liquid Fuels and Fuels tax
audits conducted by the Commonwealth of Pennsylvania. This includes procedures and
techniques for planning and conducting audits, and reporting the audit findings. An effective
and uniform audit program is necessary to verify the integrity of Liquid Fuels and Fuels tax
returns. It is essential that the basic audit program be uniform and thorough to insure accuracy.

Each liquid fuels and fuels audit is unique because the operations of each distributor differ. All
pertinent information based on the license classification must be included in the audit narrative.

FT110

100

.200

Overview
Liquid Fuels and Fuels Tax:

Effective October 1, 1997, the excise tax collection point on clear diesel fuel and
kerosene was moved to the “distributor” level. Previously the excise tax at the
distributor level applied only to gasoline, jet fuel, and aviation gas.

The Oil Company Franchise Tax will now be collected at the same point and time for
gasoline, clear diesel fuel, and clear kerosene. This tax is reported as a line item on
the tax return based on the Net Taxable Gallons. The Oil Company Franchise Tax
Exemption Certificates have been eliminated. The franchise tax component for clear
diesel fuel and clear kerosene was raised to replace the six cents per gallon
surcharge previously imposed on Motor Carrier Road Tax and IFTA.

Trust fund protection, in favor of the Commonwealth, will apply to all taxes collected
by distributors. Dyed diesel fuel (including dyed kerosene) is exempt from both the
tax on fuels and the Oil Company Franchise Tax.

Alternative Fuels Tax:

Alternative Fuels were established. These fuels are defined as "Natural gas,
compressed natural gas (CNG), liquefied natural gas (LNG), liquid propane gas and
liquefied petroleum gas (LPG), alcohols, gasoline-alcohol mixtures containing at
least 85% alcohol by volume, hydrogen, hythane, electricity and any other fuel used
to propel motor vehicles on the public highways which is not taxable as "fuels" or
"liquid fuels" under this chapter.”

The point of taxation for alternative fuels is at the Dealer-User level. An Alternative
Fuel Dealer-User is defined as "Any person who delivers or places alternative fuels
into the fuel supply tank or other device of a vehicle for use on the public highways.”
These fuels will be taxed on an equivalent gallon basis, at rates determined by the
Department.
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FT110 (cont)
.300 License Classifications

Pennsylvania Distributors will now be licensed under different classifications. This
classification determines permitted activity. The description of the distributor and
permitted activity is shown on REV-543 MF, PENNSYLVANIA DISTRIBUTOR’S
GUIDE TO LICENSE CLASSIFICATIONS.
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FT200

FT210

Preliminary Activity

Issue Initial Contact Letter

Each region must notify the licensee in writing prior to beginning the audit. The tentative
audit period and starting date shall be indicated and a copy of this letter must be made part
of the audit package'. To be included is the REV-554 EO, COMMONWEALTH OF
PENNSYLVANIA, DEPARTMENT OF REVENUE DISCLOSURE STATEMENT OF THE DEPARTMENT’S
AND TAXPAYERS’ RIGHTS AND OBLIGATIONS.

FT220

100

Pre Audit Planning

Licensee History

Preliminary audit research should be conducted by the auditor using the
Department’s “Information Management System” (IMS). The information obtained
will relate to the licensee’s return filing history, general account information,
credit/refund history, and prior assessments’ status. The auditor should be familiar
with all of the above prior to the actual conduct of the audit. The standard audit
period of LF&F accounts is based on the following information.

Title 75, § 9009 provides that “The distributor and dealer shall maintain and keep for
a period of two years a record of liquid fuels and fuels used or sold and delivered
within this Commonwealth by the distributor, together with invoices, bills of lading
and other pertinent papers as required by the Department."

The standard audit period for LF&F audits is two years plus the current. The first
period under audit will be the January two years prior to the audit start date. For
example, an audit started in July of the year 2003, the starting period will be the
January 2001. Depending on the actual start date, most audits should be at least 24
months.

A waiver (Agreement to Extend Time Limit for Assessment/Determination of Tax and
to Extend Period of Time for Record Retention) shall be executed whenever an
agreed upon audit period has to be changed or altered to accommodate the
taxpayer, and such a change results in expiration of period (s) prescribed for record
retention. It should be noted that if the auditor is the cause for the delay, the
taxpayer should not be required to sign a waiver.

! Note: Any additional correspondence between the Department and licensee must also be made part of the audit,
for example, starting date confirmation, request for preliminary recordslinformation, notice of selected test periods,

etc.

Liquid Fuels & Fuels Tax Audit Manual ~ Page 3 of 62 July 1998

Revised May 2002
Revised July 2008



FT220

.200

(cont)
IMS Inquiry Codes

The following IMS inquiry codes and descriptions are most pertinent to the
information needed by the auditor.

.005 FTPNM + Taxpayers name - Physical Name. This will provide the taxpayer
name, city, and account number.

.010 FTTNM + Taxpayers name - Trade Name. This will provide the taxpayer
name, city, and account number.

.015 FTONM + Taxpayers name - Owners Name. This will provide the taxpayer
name, city, and account number.

.020 FTGNI + Account number (EIN) - General information. This provides all
general information, i.e. name, address, phone, other accounts, etc., plus License
Classification.

.025 FTAAC + Old Liquid Fuels Account Number Search (G0O0000). This provides
all general information for the account, same as FTGNI.

.030 FTTRS + Account number - Summary of reports filed.

.035 FTTXR + Account number/YYMM - Tax Return Data (3 screens). Omitting the
IYYMM provides all returns filed. At the top of each page there is general account
information and tax period.
o Page one is the top half of the first page of the tax return. Consumption
information is provided by fuel type.
¢ Page two is the bottom half of the first page of the tax return. The information
provided is Taxable Sales, Taxable Use, total Tax Paid Purchases, Credit
Card gallons, and the monetary amounts.
e Page three is the second page of the tax return. Summary totals by receipt
and disbursement schedule are provided by fuel type.

.040 FTALS + Account number - Assessment Summary.

.045 FTALF + Account number/case - Assessment Data/Case.

.050 FTCRD + Account number - Account Credit.

.055 FTLSR + Account number - This provides all the taxpayer’s licensed locations.
.060 FTBHS + Account number - Bond history. NOTE: There are bond numbers
issued by the Bureau of Motor Fuel Tax. The bond numbers and their reference are
as follows: 9999998 — checks

9999995 — letters of credit
9999997 — negotiable securities
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.065 FTBCO + Account number - Bond Co. Information.

.070 FTLNM + Taxpayers Name - Location name. This provides account number by
location.
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FT220 (cont)

.300 EDI/Etides IMS Inquiry Codes

The above codes are available for all tax returns filed. When a return is filed
electronically, via EDI/Etides, there is additional information available from the IMS,
for viewing and/or download. An EDI/Etides return contains all the supporting
Receipts and Disbursements Schedules. An EDI/Etides return was filed when there
is an "X" following the "EDI CODE:" section shown on the first page of the IMS tax
return, FTTXR screen 1.

The IMS inquiry codes to access the supporting schedules are as follows: (Note: The
information will only be provided for products and schedules that were actually
submitted).

To display all related detail for a particular product, i.e. receipts and
disbursements; FTTXR account number/yymm/product code. For example
FTTXR 123456789/9906/065 would provide all schedules for 9806 for

gasoline.

To display all related detail for a particular schedule by product type, i.e.
receipts and disbursements; FTTXR account number/yymm/product
code/schedule number. For example FTTXR 123456789/9906/065/2 would
provide receipt schedule 2 (Tax Free to Inventory) for 9806 for gasoline.

The Product Types are as follows:

Product

Code Product Code
065 Gasoline 142
124  Gasohol 073
125  Auviation Gasoline 160
130  Jet Fuel 227
090 Additives — Misc. 170

Kerosene

Low Sulfur Kerosene - Clear
Low Sulfur Diesel - Clear

Low Sulfur Diesel Fuel — Dyed
Biodiesel — Clear

The Receipt Schedules are as follows:

No.
1
1F
2
2F

Liquid Fuels & Fuels Tax Audit Manual

Receipt Type

Gallons Received PA Tax Paid and Placed in Inventory

Gallons Received PA Tax Paid and Direct Shipped to Customers

Gallons Received Tax Free (Resales) and Placed in Inventory

Gallons Received Tax Free and Direct Shipped to Customers

Gallons Imported & Direct Shipped to PA Customers

Gallons Imported into Tax Free Storage in PA
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FT220 (cont)

The Disbursement Schedules are as follows:
No. Disbursement Type

5 Gallons Delivered Tax Collected (Taxable Sales)
5Q Taxable Use
Gallons delivered Tax Free to PA Distributors (Resales
Gallons Exported
Gallons Delivered Tax Exempt to U.S. Government
Gallons Delivered Tax Exempt to PA & Political Subdivisions

10 Gallons Delivered Tax Exempt to Other Exempt Entities
.400 Additional EDI/Etides Information

Reported information is available electronically and shall be utilized to ensure the
accuracy of the reported information included in the audit. A download is also
available for EDI/Etides supporting schedule information for EDI returns. It is
strongly recommended that the auditors thoroughly interrogate the IMS for all the
available information.

In addition to the above information, the auditor should consider conducting the
audit using taxpayer supplied computerized records. The Informational Handout
for Computer Assisted Audits is intended to provide taxpayers with general
information about computer-assisted audits, benefits of computer-assisted audits,
guidelines for creating files for audit, and information on participating in the
computer-assisted audit program.

In order to conduct computer-assisted audits, computerized records must be
obtained in a usable format. The data is processed and analyzed to prepare reports
and files that can be utilized by the auditor during the course of the audit. The
determination of a compatible file format is generally accomplished through a
discussion between a contact from the taxpayer's Information Systems
representative and a Bureau of Audits representative.

Utilizing computerized records allows for the audit to be conducted more timely,
efficiently, and accurately. Some of the benefits of using computerized records are:

o Records can be analyzed prior to fieldwork to verify obviously nontaxable
transactions.

o Lists (hardcopy or computerized) of customers, suppliers, and/or sample
transactions that are selected for detailed review (examination of original
source documentation) can be provided to the taxpayer prior to field work to
allow time to get the necessary records.

e Data entry by the auditor can be greatly reduced.
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FT220 (cont)

e Computerized records often allow for a complete review of records where a
test may have originally been conducted. Any areas of discrepancies found
in a test are required to undergo complete audit; therefore, both types of
audits result in the same deficiency. However, using computerized records
will decrease the time needed to request and review additional records for the
audit period.

e This review will result in an actual list of customers, suppliers, and
transactions that are deficient. This may help identify areas of deficiency and
reduce discrepancies in reporting procedures.

o Data can be provided back to the taxpayer in spreadsheets or databases,
rather, than hard copy.

e There are additional benefits that are often specific to particular business
activities and computerized systems. For example:

a. A distributor may have hundreds of line items in disbursement records
with only a few nontaxable transactions for each product sold. A review
of even a month of these types of invoices is time consuming and
requires making available a large amount of records. With the use of
computerized records, the detail can be sorted by product, summarized,
and audited on a more complete basis without recreating or pulling a
large number of invoices.

b. Distributors generally have a large volume of Receipts. These receipts
can consist of gallons that are (a) Tax Free or Tax Paid; (b) received in
PA or imported; and (c) are placed in inventory or direct shipped to
customers. Computerized records allow for the detail to be sorted by
classification, summarized and audited on a more complete basis without
recreating or pulling a large number of purchase invoices

c. A computerized tax accrual detail can be matched to reported amounts to
verify the accuracy of the return.

.500 Additional IMS Inquiry Codes
Other IMS codes that may be researched are:
.005 CDREF — This command is used to determine the Corp Tax Box Number,
which in turn can be used to determine the date of incorporation (via CTMS +
Box Number) or other useful information. The date of incorporation can also be
established via the inquiry code: CTEIN + EIN.
.010 AASTART - This command is used to identify prior audit history.

.015 MIMENU - This command is used to determine the microfiche roll and frame
number of previous audits.
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FT220

.600

.700

(cont)
Additional Resources

.005 Board of Appeals decisions and Board of Finance and Revenue decisions are
on the RAPS web site.

.010 Prior audits are stored on the LAN.
Analysis of Return Data

The electronic reported information is to be utilized to ensure the accuracy of the
reported information included in the audit. All periods of the audit are required to be
downloaded from the IMS.

Once the reported information is imported into the audit application, Schedule 1, Tax
Return Data, should be reviewed. Things to look for during this review relate to non
reported periods, reported inventories, tax paid receipts, credit cards, exempt
gallons, and fuel types reported. All of these items may have a bearing on the
procedures used to conduct the audit including test period selection.

In addition to Schedule 1, the Calculation of Net Gain or Loss Schedule should also
be generated. The main purpose of generating this schedule prior to beginning the
audit is to determine if there is excessive Loss or Gain based solely on reported
information. This could affect how the audit is conducted.

An Excessive Loss indicates a potential of over-reported receipts and/or under-
reported disbursements. While a large Gain indicates a potential of under-reported
receipts and/or over-reported disbursements. In either case a thorough examination
should be conducted to determine if either scenario has occurred.

.005 Non-Reported Periods

Reported information, which has been electronically imported to the audit file,
must be examined to verify that all months within the audit period are included
on Schedule 1. Delinquent returns and returns listing no activity may not be
recognized by the audit program, due to missing or incomplete return data.

To establish a return, the audit program must be able to identify a reporting
period and a fuel type (LF, FU, JF, AG). If a reporting period is missing from
Schedule 1, the auditor will have to manually add or complete the return
information for the period in question. When adding or completing a return, all
numeric fields must be zero (-0-).

During the course of the audit, delinquent returns and returns listing no activity
should be investigated. If the taxpayer had activity that should have been
reported, that information can be added through the recorded add/edit form.
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FT230

.010 Inventories

Reported inventories should be examined to determine if there are differences
between closing and subsequent opening inventory amounts. Other changes
to look for include large increases or decreases in inventories, significant
change in number of gallons or fuel types reported, or any other item that does
not appear to be consistent with the reporting history. If any of these occur,
they should be addressed during the audit process.

.015 Receipts

The reported receipts must be examined to determine if there are questionable
areas. Examples would be large disparities in direct shipments and/or tax paid
gallons reported from period to period. This could indicate that there are
problems with reported amounts. Direct Shipments can affect Loss or Gain
and Tax paid Receipts effect Net Taxable Gallons. When disparities occur,
they should be addressed during the audit process.

.020 Exempt Sales

The reported exempt sales, including credit card sales, must be examined to
determine if there are questionable areas. Examples would be large disparities
in resales, exports, government sales, and credit card sales from period to
period. Disparities found here could indicate that there are problems with
reported amounts. Improperly reported credit card amounts (Dealer Sales
reported as Exempt Sales) can affect Loss or Gain and Taxable Gallons.

When disparities occur, they should be addressed during the audit process.

Contacting the Licensee by Telephone

After the analysis of reported information, the next step in the Preliminary Activity is to
contact the licensee by telephone. The following information can be obtained:

100 Contact Name(s) — this includes the name of the individual responsible for the audit,
as well as the name of the individual that will actually be working with the auditor.
There also may be a third party involved, i.e. CPA, Attorney, or Reporting Service.
When this occurs a power of attorney must be acquired, discussed in narrative, and
exhibited in the audit. If necessary, the Department of Revenue Power of Attorney
and Declaration of Representative form should be sent with an accompanying
Power of Attorney Letter.

.200 Establish the date that fieldwork is to begin.

.300 Reaffirm/establish the audit period.

400 Determine where the records are maintained and where the audit will be conducted.

.500 Define the business activities:
.005 Activities past and present relative to the audit.
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.010 Number of business locations.
.015 Sales activity — bulk plant, retail stations, direct shipments, etc.

.020 Non Taxable Use.
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FT230

.600

.700

.800

.900

(cont)

Identify changes in the licensee’s operations during the audit period, i.e., mergers,
divestitures, bankruptcy filings, etc.

Discuss the record keeping system, for example:

.005 Fuel Purchase Invoices.

.010 Sales/Delivery Tickets, meter readings, etc.

.015 Summary Records.

.020 Stock Control Worksheets.

Establish information that may affect the selection of test periods:
.005 Seasonal Activity.

.010 Changes in accounting system.

Get directions to the audit site.

If the licensee cannot be contacted by telephone, i.e., no answer, telephone disconnected,
number unknown, etc., the following general guidelines should be used:

.1000

1100

1200

1300

.1400

Verify licensee’s telephone number using the telephone book, directory assistance,
other tax systems, prior audits, the Internet, and/or an examination of recently filed
documents via the imaging system on Bureau’s web site.

Establish the licensee’s location by visiting the address listed. If necessary,
determine actual location from the local Post Office.

A Regional Contact Letter may be sent requesting that the licensee contact the
Regional Office. This letter is to be sent via Certified Mail. The licensee should be
allotted 10 days from the issuance of the letter to make contact. If the licensee fails
to make contact within the prescribed period, an Order to Appear shall be sent
immediately thereafter. It is also possible that the licensee may be reached by
telephone, i.e. a message left on voice mail, but does not return the call. In such
cases, the order to appear letter is also appropriate.

Send an “Order to Appear” letter via “Certified — Return Receipt Requested” mail

When it is not possible to conduct an audit due to an inability to contact the licensee,
there are usually two courses of action. An estimated deficiency may be prepared
for assessment, or, under certain circumstances, an assignment may be cancelled.
The audit supervisor should contact Headquarters for additional information.
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FT240 Confirmation Letter

For all out-of-state audits, confirmation letters must be sent to the licensee. This letter is
used to confirm the date the appointment was made, the type of audit(s) to be conducted,
the start date of the field work and the auditor's name. It should be addressed to the contact
person with whom the arrangements were made. This letter may also be used for in-state
audits. When used, a copy must be included in the audit package as an Exhibit.

If a Confirmation Letter is used it should be sent as soon as possible after the telephone
contact.
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FT300

Communication with the Licensee

Establishing and maintaining open lines of communication with the licensee’s representative
throughout the engagement is beneficial to the audit process. The benefits may include the

following:

100

Provide a better understanding of the reporting process (audit trail), and internal
controls,

.200 Solve minor problems early in the audit thus expediting the review,
.300 Develop an understanding of what documents the licensee has available,
400 Make it possible for the auditor to provide more timely and specific recommendations
for correcting areas of deficiency.
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FT400 Pre-Audit Conference

A documented pre-audit conference is required on all audits. This conference shall be held in
person with the licensee, or the licensee’s representative, prior to beginning the field work. In
the case of audits where the records are sent to the Regional Office, a pre-audit conference by
telephone is acceptable. This discussion should include outlining the licensee's overall
business operation, the operations relative to the audit to be conducted, general audit
procedures, records to be examined, sample periods, sampling procedures, etc. The licensee
and auditor should determine who has the responsibility for the final acceptance of audit
findings and who should be involved in the Post Audit conference.

Liquid Fuels and Fuels tax audits are to be conducted at the licensee’s place of business or
designated record location. However, there may be reasons to deviate from this procedure.
Valid reasons would be if the licensee specifically requests that the examination be conducted
at the regional office or if there are unusual circumstances in which it would not be prudent for
the auditor to perform the audit at that location. Auditors should contact their supervisors for
direction in this area.

Prior to removing any records, the auditor is to acquire the Regional Manager’s approval,
through the audit Supervisor. Also, the auditor is to give the licensee a detailed receipt of all
records removed (sample Record Removal Form). This receipt is to be signed by both auditor
and licensee. When the records are returned, the auditor is to acquire a receipt verifying that
the removed records were returned to the licensee. The receipts are to be included as an
Exhibit to the audit report, and a thorough explanation of the reason for the removal of the
records must be included in the audit narrative.

The auditor should be aware of the following provisions of the “Taxpayers’ Bill of Rights,” as
they pertain to audits.

72 P.S. § 3310-203
(b) Safeguard.-

(1) An officer or employee of the department shall, before or at an initial interview,
provide the following to the taxpayer:

(i) In the case of an in-person interview with the taxpayer relating to the
determination of any tax, an explanation of the audit process and the taxpayer’s
rights under such process.

Accordingly, during all Pre-Audit Conferences, it shall be verified that the taxpayer has received
and understands the REV-554 EO, COMMONWEALTH OF PENNSYLVANIA, DEPARTMENT OF
REVENUE DISCLOSURE STATEMENT OF THE DEPARTMENT’S AND TAXPAYERS’ RIGHTS AND
OBLIGATIONS. It must also be thoroughly documented in the audit narrative that this information
was provided to the taxpayer.
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FT410

Business Activities

During the Pre Audit Conference, the auditor should obtain a significant amount of
information pertaining to the licensee’s Business Activities. Some of this information will
have a direct bearing on how the audit is conducted. Other items have less of an impact on
the audit, but are required in the audit narrative. The recommended information that should
be obtained prior to beginning actual audit activities is as follows:

100 Type of business organization; -- i.e., foreign or domestic corporation, partnership,
sole proprietorship, or other.

.200 Date and state of incorporation, if applicable.

.300 Date business started in Pennsylvania, the effective date(s) of the account being
audited and, if applicable, the date that operations ceased in Pennsylvania.

400 Principal business activity of the licensee.

.500 Business activities past and present relative to the audit -- especially the areas of
exempt sales.

.600 Principle business location and any locations relevant to the audit.

.700 Changes in the licensee’s operations during the audit period -- i.e., mergers,
divestitures, bankruptcy filings, etc.

.800 Discrepancies discovered during the Analysis of Return Data.

900 Fuel facilities: licensee’s owned/leased bulk storage facilities; service stations.
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FT420 System Survey

After the Pre-Audit Conference the auditor should conduct the System Survey. This is also
known as the Evaluation of Internal Control®. This study and evaluation of the licensee's
internal accounting control system has several identifiable phases:

100 Review and Documentation:

The review of the record-keeping system is an information-gathering phase in which
the auditor, through inquiry and observation, determines the licensee's accounting
policies and procedures. The objective is to obtain an understanding of the flow of
the transaction processes. This is also known as the Audit Trail. The purpose of this
process is to:

.005 Determine if there have been changes in the licensee's accounting
procedures or business operations during the audit period;

.010 Identify the records that the licensee has to support his tax reports or any
additional available records pertinent to activity;

.015 Determine if any pre-auditing of support documentation is done prior to data
entry; and

.020 Document an understanding of the licensee's system of internal controls by
describing the flow of transactions in the audit narrative.

To clarify this understanding, the auditor should select a few transactions of each
transaction type and trace them through the accounting system from initiation to
ultimate recording.

.200 Preliminary Evaluation

By studying and evaluating the internal control procedures, the auditor identifies
apparent weaknesses in the internal control system.

.005 Tests of Compliance

If controls are inadequate to permit reliance, the auditor may make a more
extensive review and perform tests of compliance. If weaknesses identified
in the preliminary evaluation preclude reliance, or if the auditor believes that
more efficient or effective audit tests are possible without reliance, the auditor
will plan audit procedures without any further study and evaluation of
accounting control.

% As adapted from the IFTA Audit Manual § A640 Evaluation of Internal Control.
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FT420.200 (cont)

.010

Report on Weaknesses

The extensiveness of the review of the system and whether tests of
compliance are made are matters of the auditor's judgment. Any serious
weaknesses identified should be reported promptly to the licensee rather than
at completion of the audit.

.300 Supporting Documentation

Pennsylvania registered distributors and unlicensed dealers shall keep records as
required by section 9009(a) Retention of records by distributors and dealers of the
Liquid Fuels and Fuel Tax that provide:

.005

.010

.015

.020

.025

The distributor and dealer shall maintain and keep for a period of two years a
record of liquid fuels and fuels used or sold and delivered within this
Commonwealth by the distributor, together with invoices, bills of lading, and
other pertinent papers as required by the Department.

A person purchasing liquid fuels and fuels taxable under this chapter from a
distributor for the purpose of resale shall maintain for a period of two years a
record of liquid fuels and fuels received, the amount of tax paid to the
distributor as part of the purchase price, delivery tickets, invoices, bills of
lading, and such other records as the Department requires.

Take a physical inventory of all motor fuels on hand at the start of business
on the first day of each month. A record shall be kept of tank measurements
and the gallons, as per calibration charts, which are required to be in the
distributor’s or dealer’s possession for the storage facility;

Maintain a record of all motor fuel received showing the gallons received,
date, name of the supplier and their address. Purchase invoices, bills of
lading, and delivery tickets shall be available to cover all receipts;

Maintain appropriate records of all motor fuels disbursed. Retail sales of
liquid fuels or fuels to carriers operating under the requirements of the
Pennsylvania Motor Carriers Road Tax, or in accordance with the
International Fuel Tax Agreement (IFTA) must be documented by a fuel
receipt containing: name and address of seller, date, gallons, fuel type, price
per gallon, vehicle/unit number fueled and the purchaser’'s name. Bulk sales
of motor fuels must be similarly documented as required by this Act, and
applicable Federal Law;
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FT420.300 (cont)

.030 Record daily meter readings of pumps dispensing motor fuels. All fuels
whether or not metered shall be properly accounted for and supported by
sales tickets, invoices, manifests, or bills of lading;

.035 Maintain a stock control sheet for each calendar month showing opening
physical inventory, receipts, closing physical inventory, consumption
disbursements, and stock gains and losses; and

.040 Maintain normal business records including cash disbursements and receipts.

A written description of the accounting system is required in the system survey section of the
audit report to justify the audit procedures used. Any and all records referenced in the audit
procedures must be explained as part of the audit trail in the systems survey. Any
adjustments on which an assessment is based must be documented and explained.

FT430 Audit Planning

The point at which the auditor begins an audit may differ, but all records and related
documentation must be examined by the time the audit is completed. The following items
should be included in every audit. However, only items that are computer application
program specific need to be completed in a predetermined order. The type of operations of
the distributor will indicate the beginning point for the audit.

The most important process in conducting an audit is to establish the Audit Trail. The
auditor must determine precisely what records the taxpayer has kept to account for the
following:

.005 Receipts and Disbursements;
.010 Charging and Collecting of liquid fuels and fuels tax;
.015 Any accrual of the tax on sales and/or use, and;

.020 The reporting of both the excise tax and the oil franchise tax component.

This is done to ensure that all tax due the Commonwealth is reported. The flow of the
transactions from the source document through the accounting system to the tax return
must be determined and thoroughly documented in the audit report.

In establishing the audit trail, the first step is to determine what records were used to
prepare and file the tax returns. Additionally determine what basis (gross or net gallons)
was used in reporting. It is important to remember that the taxpayer is required to file
returns on a consistent basis. All Receipts and Disbursements must be entirely on Gross or
entirely on Net basis. The auditor should start with the present and work back to the
beginning of the audit period. It must be determined if any changes were made in the
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accounting and reporting methods. If there were changes, these changes should be noted
and documented for the audit period.

The choice of methods and procedures used to conduct the audit depend upon the nature of
the records maintained. For example, the records may reflect and returns may be filed on a
gallon basis only, with no record of dollar amounts charged. Or, the sales account may only
provide total sales amounts with no breakout of the tax amounts charged. These factors
must be considered in determining the audit procedures.
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FT430 (cont)

The auditor must verify the proper reporting of liquid fuels and fuels tax charged. This
should be accomplished by tracing the excise and oil franchise tax amounts from the sales
invoices (delivery tickets), to the sales journals, to the ledger accounts, and finally, to the
reported figures. The auditor must be completely familiar with the taxpayer’s procedures for
the reporting of the taxes charged to ensure the proper reporting of all fuel tax collected.

If an accrual account is maintained, a complete examination of the account must be
conducted. All adjustments to the accrued amounts are to be verified. The taxpayer will be
required to provide the auditor with sufficient documentation to support any and all
adjustments. Those adjustments found to be invalid, i.e. bad debt write-offs, are to be
included in any resultant deficiency. It is important to remember that the tax due is the
greater of the actual tax collected or the net taxable sales times the appropriate tax rates.

All work papers and schedules prepared for the audit shall be included with the completed
audit. Separate schedules are prepared for each fuel type, as determined by the license
classification and operations of the account under audit.

.100 Test Period Selection

Generally, testing in a liquid fuels & fuels tax audit is limited to the verification of
reported amounts. Rarely are the results of a test used to project a tax deficiency.
Current audit policy requires that, if the results of a test indicate an area of major
discrepancy, a complete examination of that area must be performed to determine
the tax deficiency. However, the examination can be limited to a particular location
or customer.

The testing policy establishes the number of periods which must be tested and what
areas may be tested. The following guidelines are to be used in conducting an audit:

.005 Test Periods: The auditor should select a minimum of two (2) test periods
per year. Because the test results are not projected, the reported information
should be reviewed for periods that appear to be unusual or abnormal. For
example, when testing non-taxable disbursements, select periods where the
reported amounts are higher than average.

Liquid Fuels & Fuels Tax Audit Manual Page 21 of 62 July 1998
Revised May 2002
Revised July 2008



FT430.100 (cont)

.010 Areas to Test: The purpose of testing is to allow for the verification of
compliance with a minimum expenditure of time. The areas of testing should
be receipts, non-taxable sales and/or use, and credit card sales. lItis in these
areas where a significant amount of time can be saved. Disbursements
either metered or consumption can usually be verified rather quickly for the
entire audit period. Therefore, testing is not encouraged in this area.
However, on larger accounts, selective testing of bulk plants and/or retalil
locations is recommended.

.015 Additional Criteria to be considered:

.001  Major changes in the licensee’s record-keeping/reporting system
during the audit period;

.002 Major personnel changes involving the licensee’s tax reporting
department that have affected the records or procedures used to
compile or report the LF & F tax activity;

.003 Significant change in licensee’s operations;

.004 A major change in the physical composition of the licensee’s
operations.

Any deviations to the above guidelines must be approved, in advance,
by the supervisor.
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FT500 Audit Procedures

The audit of the licensee’s fuel records will be conducted using the FT Audit Program. The
Department must audit on a consistent basis. The use of a standardized program will
assure consistency in the accumulation of audited data and expression of the resulting
findings through schedules.

FT510 Physical Inventory:

A logical point to begin an audit may be the taking of a physical inventory. Particularly if the
account has company use tanks and/or retail locations. This must be done by fuel type and
by location. Arrange to take the physical inventory at the same time the company personnel
normally take it. The time of day when the inventory is taken may vary from company to
company. If all disbursements are in bulk, a physical inventory may not be necessary.

It is recommended the inventory be taken early in the audit process. In the event that an
excessive loss (exceeding one half of one percent, .005) is indicated, a second inventory
may be taken during the audit. The physical inventory is a logical first step because it will
verify the following:

.005 The accuracy of reported inventories, receipts and total fuel available;

.010 The metered fuel dispensed or the accuracy of fuel dispensed on a
consumption basis, and;

.015 Identify any large stock losses. If large losses are indicated, notify the
taxpayer that they should check for tank leakages or the possibility of
pilferage which may be causing the indicated shortage.

A separate schedule will be prepared for each fuel type and tank. The information entered
into the application program include: Date, Time, Location, Tank No./ A/G - U/G, Tank
Capacity, Gauged Depth (feet and inches), Physical Inventory (converted gallons), Month
Ending (last period of the audit), Receipts (date & gallons), and Meter Readings. The
calibration charts used by distributors to convert measured feet and inches into gallons
should also be utilized by the auditor at the time of the physical inventory. The result of this
physical inventory should be fully discussed in the audit narrative.

100 Commingled Jet Fuel:

Registered Distributors who share storage facilities among themselves or with
someone other than a registered distributor who has storage capacity must report as
taxable all fuel as it is placed into that storage facility. No commingled storage (by
more than one person) of tax-free product is permitted. Likewise, no commingled
storage (by more than one person) of a product on which a portion is tax paid and/or
a portion is tax-free is permitted (unless permission has been granted by the
Department). In summary, once jet fuel is commingled, the jet fuel is no longer the
distributor’s product and it must be treated as a sale/use.
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FT520 Receipts:

The next step in the audit process is to verify receipts. The distributor must account for all
liquid fuels, fuels (clear product only), and any blending products received. The receipts
should include: tax free purchases, tax paid purchases, returned products, blending
products, receipts (transfers) from the taxpayer’s own refineries, transfers of inventory,
receipts from sources outside of Pennsylvania, receipts on exchange and direct shipments.

Review the distributor's purchase invoices and all related books and records for the audit
period, or test period, to verify total gallons of product received. The receipts must be
entered separately, by period, fuel type, supplier, and storage location (when temperature
loss analysis is required). Additionally, the receipts schedules will identify the following:
Shipped from Location (origin) Shipped to Location (destination); tax-free or tax paid; and
the gallons. All receipts are totaled to obtain the grand total. It is important to identify and
classify direct shipments receipts or receipts to inventory.

If there are concerns that reported receipts may be misstated, it is acceptable to contact the
registered distributor’s suppliers to obtain purchase information. Additional sources of
information are available from the Bureau of Motor Fuel Taxes. These would include
disbursement schedules for individual suppliers and recapitulations of all known suppliers,
who are also registered distributors.

.100 Direct Shipments:

Determining whether direct shipments are metered or non-metered is important for purposes
of calculating handling loss allowed. The application program default is set for all direct
shipments to be considered as Non-Metered. If the direct shipments are metered on and off
the transport, the program default must be changed to consider the direct shipments as
Metered. Refer to the Program Help section of the application for directions.

.200 Tax Paid Purchases:

If purchase invoices do not specifically reflect the amount of Pennsylvania Tax separately,
the auditor should assume the taxes have not been paid. Tax paid purchases must be
identified and verified by fuel type. Also, it must be verified that the taxes paid include the
appropriate oil company franchise component for liquid fuels and fuels. This is required in
order to allow proper credit and to prorate gallons lost when tax paid gallons are placed into
storage with tax-free product and a stock loss occurs.

The audit compilation of receipts may be completed by examining the following source
documents: terminal loading tickets, purchase invoices, stock control records, purchase
journal, reports to other states, refinery production records, and/or accounts payable. The
number of source documents examined and cross-referenced to arrive at the audited
receipts will be at the auditor's discretion. However, when discrepancies are found, the
source documents should be checked completely. In addition, when it is practical, the
distributor's receipts should be verified by checking with their supplier(s). Receipts must
include tax-free and tax paid purchases, blending products, transfers from the distributor's
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own refineries and from points located outside Pennsylvania, liquid fuels or fuels returned
from customers, exchange agreement receipts, and direct shipments.

Tax paid purchase credit will not be allowed when a billing invoice does not show the
amount of tax paid to the distributor as part of the purchase price. All differences found in
comparing reported to audited receipts must be fully explained in the narrative. In all audits,
a random check of the accounts payable and/or cash disbursement records should be made
to ascertain if a distributor has identified all of their supply sources and whether or not they
have accounted for all of their purchases.

Credit is not to be given for sales of tax paid purchases unless there is satisfactory proof
that the tax has been previously paid. Documentation must include purchase invoice
number, point of shipment/delivery, gallons, price/charges, and the date of the transaction
sufficient to trace the liquid fuels or fuels back to the distributor who paid the tax.

FT530 Total Disbursements:

There are several methods used to determine total disbursements. These methods are as
follows:

.005 The sum total of bulk disbursements (i.e. bulk delivery tickets);
.010 Meter readings (totalizers) from pump disbursements, or;

.015 The consumption method, Beginning inventory, plus Receipts less Ending
inventory.

A distributor may use a single or combination of methods as listed above. Remember that
the Department recommends meter readings (with totalizers) for pump disbursements
(especially retail sales).

If all sales are bulk disbursements, including direct shipments, the total of the delivery tickets
are the total disbursements.

If all disbursements are by meters with totalizers, the monthly beginning and ending meter
readings should be used to determine total throughput.

If the consumption method is used, the receipts are verified as discussed in the prior
section. The inventories should have been verified by the Proof of Inventory. Then all
gallons consumed are the total disbursements.

All books, records, sales tickets, delivery tickets, meter readings, and related records
relative to sales and/or use of liquid fuels and fuels are to be carefully examined to ensure
accurate verification of all disbursements. Retail Sales, Bulk Sales, and Direct shipments
must be verified and entered appropriately. The subtotals of retail sales, bulk sales, and
direct shipments are totaled and compared to reported gallons to verify accuracy.

The Direct Shipments must be accounted for separately during the audit of disbursements.
This is necessary for the program to accurately determine Loss or Gain.
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FT540 Taxable Sales And Company Use:

Verifying taxable sales and company use is extremely important. Since Taxable Gallons are
the basis of the tax, the auditing procedures should be as complete and thorough as
possible. Also, the auditor must accurately distinguish between taxable sales and taxable
use gallons, due to the fund status of taxable sales. The taxpayer may maintain an accrual
account; this must be determined and verified by the auditor. If an accrual account is
maintained, the auditor must examine and verify the disposition of the account.

All books, records, sales tickets, delivery tickets, meter readings, and related records
relative to sales and/or use of liquid fuels and fuels are to be carefully examined to ensure
accurate verification of all taxable transactions. Retail Sales, Bulk Sales, and Direct
shipments must be verified and entered appropriately. The subtotals of retail sales, bulk
sales, and direct shipments are totaled and compared to reported taxable gallons to verify
accuracy. Because of the different tax rates by fuel type, all taxable transactions are to be
verified and entered accordingly.

The primary purpose of conducting a tax audit is to verify the accuracy of the distributor's
method of compiling the taxable gallons. This includes gallons that were sold and/or used
during the periods under audit. The auditor should be certain that a representative number
of source documents are examined to establish the audited totals. The following documents
should be examined: sales journal, accounts receivable, driver loading and sales reports,
delivery tickets, bulk and terminal plant meter readings, daily service station shift reports,
company use meter readings, and direct shipment loading tickets and/or metered delivery
tickets.

When daily station shift reports are examined the following procedures apply:
- Verify that the metered gallons, when multiplied by the pump’s unit price, equal the
cash money meter (if applicable)
- Pump testing, priming, transfers, etc., will only be allowed when the distributor's
records substantiate them to the auditor's satisfaction.

On the Audited Sales/Use Add/Edit Form and/or Audited Through-Put Consumption
Add/Edit Form there should be entries made to cover any of the following types of
operations or transactions:

.005 Service Station meter readings: Gallons used for testing pumps should be
allowed as long as they are supported with acceptable documentation.

.010 Key/Card controlled metering system meter readings.
.015 Company use, or other use, meter readings.
.020 Cross Line (Import Direct Shipments), taxable sales into Pennsylvania.

.025 Taxable sales at each bulk plant or terminal, which should be supported by
meter readings when available.

.030 Taxable sales made directly from refineries.

Liquid Fuels & Fuels Tax Audit Manual Page 27 of 62 July 1998
Revised May 2002
Revised July 2008



FT540

FT550

100

.200

(cont)

.035 Taxable sales made directly from sources of supply in Pennsylvania.
.040 Any statistical, or other, information available pertaining to taxable sales.
Non-Taxable Sales:

Resales:

Sales of liquid fuels or fuels from one distributor to another distributor are known as
resales. All resales must be verified and identified by name, license classification,
and permit number of the purchasing distributor. Direct shipments must be kept
separate from sales from bulk storage. The purchasing distributor's license
classification must be verified to ensure that the transaction is a valid resale.

Identify the supplier's name and location for the point of origin for direct shipment
sales. Verification of a distributor's license classification is available on the PC audit
application (from the Program Help Menu), on the LAN, and via the Department's
Internet site. This information will be updated as needed. All resale customers must
hold a valid Pennsylvania registered distributor's permit to purchase tax-free from
other registered distributors. Sales between registered distributors must be made on
a tax-free resale basis. Any discrepancies noted should be detailed in the audit
narrative.

Exports (Out of State Sales):

Registered distributors who wish to ship liquid fuels or fuels into or out of
Pennsylvania must do so in their own trucks and/or by common carrier. If shipments
are made in any other manner, control of the transporting equipment must be
maintained by the registered distributor. The control must be by a written contract for
hire, lease, or rental.

Transporters hauling, importing, or exporting clear diesel or kerosene are required to
register their vehicles and to report product movement. The auditor may examine
these carriers’ reports to verify product movement.

Verification of exports involves the same procedures as described for the resales.
The information required is the sales by plant, customer, and the state into which the
deliveries are made. If differences are found, a detailed explanation should be made
in the audit narrative. All sales are scheduled separately, by state, and properly
identified, by fuel type.

The audit compilation of these sales must be done in strict adherence to the tax act.
The statute provides that all shipments into or out of the Commonwealth must be
accompanied by proper delivery tickets, transfer tickets, route cards, and/or bills of
lading. Supporting documents may also contain some or all of the following
information:

.005 Date of shipment and loading time.
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.010 Name of consignor and point of shipment.
.015 Name of consignee and point of delivery.

.020 Number of sale-delivery ticket, transfer ticket, route card, and/or bill of lading.
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FT550.200(cont)

.300

.025 Motor vehicle identification, including license number and state in which the
transporting vehicle is registered.

.030 Commodity and number of gallons.

.035 Distributors liquid fuels and fuels tax license number3.

Exempt Sales:

Sales of liquid fuels and fuels made to the United States Government,
Commonwealth of Pennsylvania and its political subdivisions, nonprofit nonpublic
schools, volunteer fire companies, volunteer ambulance and rescue squads, second
class county port authority, or other exempt entities, must be reported on Lines 5, 6,
and 7, respectively, of Section Il Receipts and Disbursements Summary, Form REV-
1096B MF. These sales include bulk deliveries, key /card control system sales, and
retail sales. Credit card sales to exempt entities are to be reported on line 11 (a, b,
or c) of the tax return, Form REV-1096A.

On bulk sales made to the U.S. Government, the distributor should have on file
satisfactory documentation to support the transaction, i.e. government purchase
orders or contract agreements, delivery tickets supported by a billing invoice, and
subsidiary ledger account of the purchasing exempt agency. Registered distributors
may deliver tax-free bulk liquid fuels and fuels to a person hired by a school district to
transport school children providing the school district leases from the contract bus
carrier the storage facility and they must hold title (billed and paid) to the product,
and have control of the fuel being dispensed. The fuel can only be placed into buses
that are under contract to the school district.

For key /card control system sales, the distributor should have on file satisfactory
documentation to support the transaction, i.e. government purchase orders or
contract agreements, or delivery tickets supported by a billing invoice, and subsidiary
ledger account of the purchasing exempt agency.

Purchases made from persons other than registered distributors cannot be made
without tax. In these instances the exempt entity must apply for a refund through the
Board of Finance and Revenue. Billings to all such parties shall be free of all
Pennsylvania tax which includes the Commonwealth’s excise tax, and the oil
company franchise tax component.

® Only registered distributors with valid permits are permitted to import or export tax free liquid
fuels and fuels into or out of Pennsylvania for any purpose.
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FT560 Credit Card Sales:

Credit will be disallowed at the time of audit if acceptable documentation is not in the
possession of the distributor. Credit Card sales of liquid fuels and fuels made to
exempt entities must be reported as follows:

100 Credit Card Sales to the United States Government

Credit card sales made to the bearers of cards approved by the United States
Government (such as Wright Express cards) for motor fuel purchases from
an account of the registered distributor, where the product has been
previously taxed, shall be reported on Line 11a of the Liquid Fuels and Fuels
Tax monthly report as dealer sales. Included as legitimate transactions are
those where the credit card was issued by the governmental agency or a
major oil company. Also, credit card sales to Foreign Missions
(Ambassadors/Diplomats) will be recognized with adequate documentation.

.200 Credit Card Sales to the Commonwealth of Pennsylvania, Agencies, and
Political Subdivisions of the Commonwealth

Credit card sales made to the bearers of (1) Commonwealth of Pennsylvania
Official Automobile Credit Cards (form number PSAB-19 or GSVM-19), (2)
acceptable oil company credit cards issued to a Commonwealth of
Pennsylvania agency or political subdivision of the Commonwealth, or (3) any
other card approved by the Commonwealth of Pennsylvania, for an account
of a registered distributor shall be considered “dealer sales,” and reported on
Line 11b of the Liquid Fuels and Fuels Tax monthly report.

.300 Credit Card Sales to Other Exempt Entities

Credit card sales to bearers of an acceptable oil company credit card to a
Pennsylvania volunteer fire company, volunteer ambulance service, volunteer
rescue squad, electric cooperative, or a not for profit non-public school
(kindergarten through grade 12), for an account of a registered distributor
shall be considered “dealer sales” and reported on Line 11c of the of the
Liquid Fuels and Fuels Tax monthly report.
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FT560.300

FT570

(cont)

Because the above categories involve only nontaxable sales, sufficient
documentation must be examined to arrive at the audited totals. The narrative report
should adequately explain the procedures and records that were used and
examined, respectively, in the audit process. All differences that directly affect
taxable gallons must be completely explained in the audit narrative. The nontaxable
sales should be listed in summary totals identifying bulk plant and service station
locations along with separating the sales when they are made from either, or both,
aboveground (A/G) or underground (U/G) storage tanks. The purpose of identifying
and separating sales in this manner would be to complete possible temperature
allowances (for gasoline, gasohol, and aviation gasoline) when the normal one-half
of one- percent (.005) would not offset the overall audit loss. Direct shipments are
sales that do not originate from a distributor's own storage facility.

Calculation of Net Gain/Loss:

This schedule is a consolidation of all audited information developed thus far and is a
required schedule for all liquid fuels and fuels tax audits conducted. A separate
schedule is prepared for each fuel type, i.e. gasoline and gasohol, diesel and
kerosene, etc. The following information is provided by period, by location, on the
schedule:

.005 Opening Inventory: The audited opening inventory for gallons in all storage
facilities on the beginning date of each period being audited.

.010 Total Audited Receipts: The total fuel purchased and placed into a bulk
plant, service station, direct shipment, etc. Tax-free and tax paid gallons are
listed separately.

.015 Closing Inventory: The audited closing inventory for gallons in all storage
facilities on the ending date of each period being audited.

.020 Audited Sales and Use: Total of taxable and nontaxable distribution. Direct
shipments, non metered gallons, and metered gallons are listed separately.

The above information is used to determine the following:

.025 Loss or (Gain): Comparison of total audited sales and use to consumption.
When the total sales and use is less than consumption, a loss is suffered.
When total sales and use is greater than consumption, the result is a gain.

.030 Handling Loss Allowed: The handling loss allowed is determined based on
the amount of actual loss and the loss that is permitted. For metered gallons
dispensed from a distributor's own storage facilities (bulk plant, service
station, company use tax tanks, etc.) the metered total audited sales and use
are multiplied by one-half of one percent (.005), to arrive at the handling loss
allowance. Direct shipments must be metered on and metered off to qualify
for a handling loss allowance. If those requirements are met, the direct
shipments are multiplied by one-tenth of one percent (.001), to arrive at the
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FT570.030 (cont)

handling loss allowance. Any Disallowed Loss on tax paid purchases is
deducted prior to calculating allowable loss. In the case of gasoline, gasohol,
or aviation gasoline, if the handling loss allowed is less than the total of all
gallons calculated as loss, a temperature loss analysis becomes necessary.

The Opening and Closing Inventories are to be the actual measured, or otherwise
determined, gallons in all storage facilities on the beginning and ending date of each period
of the audit. The Total Audited Fuel purchased (bulk plant, service station, direct shipment,
etc.) as shown on the receipts' schedule will be added to the opening inventory to arrive at
the total fuel available. Deducted from this total will be the period's closing inventory which
will establish the total fuel consumed for the period. Brought forward from the
disbursements schedules will be the Audited Sales and Use which is then compared against
the Consumption to arrive at the period's Loss or (Gain). When the Total Audited Sales and
Use is less than consumption a loss is suffered. When the opposite (sales and use exceed
consumption) occurs the result will be a gain.

Whenever tax paid gallonage is commingled in the registered distributor's storage with tax-
free gallonage and a loss of product occurs, the tax paid gallons suffer loss in the same
proportion as the tax-free gallons. As a result, credit should only be allowed for the
remaining tax-paid gallons after the applicable proportion of loss is deducted. An equal
number of gallons must be added to the taxable gallons to enable the Department to recover
the tax due on lost tax paid product. Note: No stock loss is allowable after gasoline has
reached the point of taxation. All procedures used to verify the sales of tax paid gallons
should be thoroughly documented and any discrepancies should be noted in the narrative.
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FT580 Calculation of Temperature Allowance:

The Calculation of Temperature Allowance becomes necessary when the overall audit
period loss exceeds the handling loss allowance of one-half of one-percent (.005) computed
on sales that were made from a distributor's own storage facilities (bulk plant, company
operated service stations and company use tanks). In addition, when direct shipments are
metered on and off the tank wagon and/or delivery truck, a one-tenth of one-percent (.001)
handling loss allowance will be allowed against direct shipment loss in the month of
occurrence. When a direct shipment loss allowance exceeds the monthly loss, the excess
allowance cannot be applied against another months loss, nor can it be applied to bulk
plant, service station, etc., losses. Loss allowances for a distributor's storage facilities along
with gains may be used to offset other months losses from the distributor's storage facilities.
When the handling allowance is not sufficient to cover the total audit loss, a distributor may
be entitled to temperature loss allowances, (gasoline, aviation gasoline, and gasohol, only).

This can only be computed when the monthly average atmospheric temperature at a
distributor's point of supply exceeds the average monthly temperature at a distributor's sales
point. Temperature charts are compiled by the Bureau from U.S. Weather Station
climatological data for various weather stations located throughout Pennsylvania.
Therefore, if the charts do not list a temperature for the area covered by your audit, contact
the nearest U.S. Weather Bureau to obtain temperatures for your audit area. If not, the
weather stations nearest the supply and sales points should be used. No temperature
allowance can be made for above ground (A/G) tanks when the supply and sales point are
in the same weather station area. However, when sales are made from underground (U/G)
tanks in months where the atmospheric temperature exceeds 50° a temperature allowance
can be made. The 50° underground tank temperature is the accepted average established
by the oil industry. No temperature allowance is computed on direct shipments.

Temperature loss is computed by converting the total degree difference in temperature by
the factor .0006 to arrive at the per gallon allowance factor. This factor is then applied to the
total audited bulk plant, service station, etc. sales to establish the maximum temperature
loss allowance. Other loss allowances are for fire, theft, spillage, etc., which are promptly
reported to the department and supported by a sworn affidavit explaining the cause of the
loss, along with the method of determining the number of gallons lost. No loss is allowable
on Liquid Fuels and Fuels after it reaches the taxing point. When a distributor's storage
facility suffers loss on the sale of tax paid purchases that were commingled with tax-free
product the loss must be proportioned. Therefore, if a distributor deducts, on their tax report
line 10, the full amount of tax-paid purchases as sales, they over reported the tax-paid
purchases and underreported taxable sales. Credit on the sale of tax-paid purchases (line
10) can only be deducted, for the tax-paid gallons that remain after the proportion of storage
loss sustained is deducted.

Maximum Gallons Subject to Temperature Loss = Audited Loss, from the Calculation of Net
Gain or Loss schedule, multiplied by the Apportionment Percentage.

The Apportionment Percentage is calculated by dividing the Excessive Loss on Sales/Use
from Inventory gallons by the total number of gallons lost. The total number of gallons lost is
the sum of all loss gallons from inventory.

The Allowable Temperature Loss gallons are the lesser of the Maximum Gallons Subject to
Temperature Loss or the calculated loss gallons based on the temperature change (T1 —
T2) * .0006 * Metered Sales/Use).
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FT590 Summary of Charges:

This is a mandatory schedule for liquid fuels and fuel tax audits. A separate schedule is
prepared for each fuel type. The schedule requirements are as follows:

.005 Reporting Period: Includes month and year.

.010 Additional Taxable Gallons: Underreported and/or over reported taxable
sales and/or use. The unsubstantiated loss charge back gallons appear as a
separate line item charge.

.015 Excise Tax Deficiency: Gallons times applicable tax rate.

.020 OFT Deficiency: Gallons times applicable tax rate

.025 Accrual Errors: Any accrual errors are shown in dollar amount.

.030 Total Tax Due: Excise Tax deficiency plus the OFT deficiency, including
applicable accrual errors.

The following items may affect the actual assessment received by the taxpayer and should
be discussed at the Post Audit Conference.

.035 Disallowed Discount: Will be calculated by Bureau of Motor Fuel Taxes.
However, the auditor should advise the taxpayer that a charge against the
credit may occur when disallowed discount is involved.

.040 Interest/Penalty: Calculated by Bureau of Motor Fuel Taxes.

Liquid Fuels & Fuels Tax Audit Manual Page 35 of 62 July 1998
Revised May 2002
Revised July 2008



FT600 Communication of Audit Findings

The licensee shall be given copies of the fuel detail schedules for review prior to finalizing
the audit. This is particularly important if there are numerous areas of discrepancy. If the
licensee requests additional time to resolve audit issues, it is recommended that the time
allotted should not exceed thirty (30) calendar days. Additional time may be granted after
discussion with the supervisor.
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FT700

Post Audit Conference

A documented post audit conference is required on all audits. This conference should be
held in person with the licensee, or the licensee’s representative. The requirements for the
post audit conference are as follows:

FT710 Post Audit Requirements

100 Post Audit In Person

.005

.010

.015

.020

.025

.030

.035

.040

Explain all audit schedules and worksheets. Review the audit findings and
answer any questions that might arise.

Inform the licensee of the audit findings including tax, interest, and applicable
penalties.

Determine any areas of disagreement and reasons for such disagreement.
The auditor should explain in the audit narrative the licensee’s reasons for
disagreement as they relate to the various audit findings.

Provide corrective recommendations for the areas of deficiency.

Explain the appeal procedures. Reference the Disclosure Statement
discussed at the beginning of the audit, as this form contains appropriate
appeal procedures.

Present the licensee with a Taxpayer’'s Acknowledgement of Post Audit
Conference form. This form will identify the audit period, tax liability, areas of
deficiency and recommendations for correcting the areas of deficiency.

Request the licensee complete the post audit conference form and signify
agreement, disagreement in part, or disagreement entirely with the audit
findings. The licensee may elect to leave the form blank and merely sign. If
the licensee declines to sign the form, the auditor is to note on the form and
in the narrative the date, time, and the fact that the licensee refused to sign
the form. The licensee must be informed that the completion of the post audit
conference form does not waive any rights to appeal.

For the audit narrative: record the date, starting time, location of the
conference, and the names and titles of those participating in the conference.
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FT710

.200

.300

(cont)
Post Audit Conference by Telephone

A Post Audit Conference by Telephone is only allowable when conducting an in
person conference is not possible. In addition to the preceding requirements for a
post audit conference held in person, the following must also be performed:

.005 Prior to a post audit conference by telephone, the licensee must be provided
with all schedules and worksheets necessary to explain the audit findings.
During the conference, it must be verified that the licensee received and
reviewed the schedules and worksheets. Any response should be referenced
in the audit narrative.

.010 After the post audit conference, the licensee must be sent a Post Audit
Conference by Telephone Letter, signed by the regional manager, and the
original Taxpayer’s Acknowledgement of Post Audit Conference form
with a self-addressed stamped envelope. The licensee should be instructed
to complete the form and return it to the regional office. The post audit letter
will state the names of those who participated in the post audit conference by
telephone, the date of the conference, and the deficiency. A copy of the form
should be retained for the audit report. Also, a copy of the letter must be
exhibited in the audit.

Inability to Schedule a Post Audit Conference

A Post Audit Conference by mail may only be conducted after a reasonable effort
has been made to conduct the conference in person or by telephone. All efforts to
contact the licensee (including telephone calls, faxes, in person visits, and mailed
correspondence) to conduct the conference, in person or by telephone, must be
documented and included in the audit report. Such documentation will include a
chronological listing of attempts made by the auditor, supervisor, or regional
manager.

An “Inability to Schedule Post Audit Conference Letter,” signed by the regional
manager must be sent to the licensee along with all pertinent worksheets and
schedules necessary to explain the audit findings. A “Taxpayer’s Acknowledgment
of Post Audit Conference,” should be completed and included with the letter. The
post audit conference date recorded on the form should be the date of the scheduled
conference. A copy of the form should be retained for the audit report. The letter
must:

.005 Explain that the subject audit has been completed.

.010 Formally notify the licensee of the time and date that the post audit
conference will be conducted in the Revenue Regional Office.

.015 Inform the licensee that the deficiency, interest, and the licensee’s right to
appeal will be included on the assessment.
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FT710.300 (cont)
.020 Specifically identify the schedules that are included with the letter.
.025 Reference the post audit conference form.

.030 Indicate that the letter will be considered the close of the audit in the event
the licensee fails to attend the scheduled post audit conference.

Liquid Fuels & Fuels Tax Audit Manual Page 39 of 62 July 1998

Revised May 2002
Revised July 2008



FT800

100

Alternative Fuels Audit Procedures And Techniques
Pre Audit/Preliminary

The audit procedures and techniques to be utilized in conducting an Alternative
Fuels tax audit are essentially the same as in the Liquid Fuels and Fuels tax audit.
However, due to the unique nature of the products involved, and the different
reporting requirements, many of the procedures do not apply or must be modified.
By following these steps the basic information will be provided to enable the audit
reviewer to be satisfied that all pertinent data was examined and proper audit
procedures have been followed. The schedules completed by the auditor must
contain all pertinent data. Not all of the schedules required in a Liquid Fuels and
Fuels tax audit are necessary, or, in some instances, not as much detail is required.
The suggested changes are noted under each of the following sections.

Alternative Fuels are defined as "Natural gas, compressed natural gas (CNG),
liquefied natural gas (LNG), liquid propane gas and liquefied petroleum gas (LPG),
alcohols, gasoline-alcohol mixtures containing at least 85% alcohol by volume,
hydrogen, hythane, electricity and any other fuel used to propel motor vehicles on
the public highways which is not taxable as "fuels" or "liquid fuels" under this
chapter.”

An Alternative Fuel Dealer-User is defined as "Any person who delivers or places
alternative fuels into the fuel supply tank or other device of a vehicle for use on the
public highways.”

The alternative fuels tax is imposed on a Gallon Equivalent Basis. This is defined as
the amount of any alternative fuel containing 114,500 BTU’s as determined by the
Department. Such fuel shall be taxed at the rate of the Commonwealth’s Liquid
Fuels and Fuels Tax, and the Oil Company Franchise Tax. The tax is imposed on an
adjusted rate basis using a BTU conversion. Each alternative fuel must be reported
on the liquid gallon basis.

Conversion Factors — The conversion factors shown below must be used to convert
the unit of measure indicated to a liquid gallon basis.

.005 CNG in standard cubic feet (scf.) to gallons:
Multiply CNG (scf.) units by .0314 to convert to liquid gallons.

.010 CNG in pounds (Ibs.) to gallons:
Multiply CNG (lbs.) units by .7087 to convert to liquid gallons.

To determine tax due, except for electricity, multiply the liquid gallons by the
appropriate tax rate. For electricity, simply multiply kilowatt-hours used by $.008
kWh. The tax rates, per alternative fuel type, per equivalent gallon, are shown in
Section FT900.
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FT800.100 (cont)

.200

.300

During the audit process, special attention must be given to the licensees that
purchase alternative fuels in bulk, primarily for on highway sales and use. Although
the licensee is not required to report inventories and receipts, the auditor must
examine these areas to properly verify disbursements. Also, there may be off
highway sales or use that must be determined and verified to properly account for
taxable amounts.

The standard audit period is two years plus the current, with returns filed monthly.
However, it must be noted that, the Department may permit alternative fuel dealer-
users to report the tax due for reporting periods greater than one month up to an
annual basis provided the tax is prepaid on the estimated amount of alternative fuel
to be used in such extended period. Under such circumstances, the audit period is
the same, but all amounts are determined on the reporting basis.

Physical Inventory:

When applicable, a physical inventory should be taken at some point during the
audit. The procedures outlined under Section Il C. are to be utilized as a guide. For
some alternative fuels, this may not be possible, i.e. electricity. If the proof of
inventory is conducted, the appropriate schedule must be included in the audit and
discussed in the audit narrative.

Receipts:

When a review of receipts is necessary, a review of all records, books, and purchase
invoices should be made to verify receipts. If there is a question regarding the
accuracy of receipts indicated in the records of the account, the supplier(s) should be
contacted to verify deliveries. Unlike liquid fuels and fuels, it is not necessary to
separate receipts by location, because no temperature loss allowance is made for
alternative fuels. However, under audit, a handling loss may be allowed if
substantiated to the satisfaction of the Department. All receipts in the test periods, or
the complete audit period should be examined in their entirety and listed on the work
papers.

There are no provisions for the receipt of tax paid product on the reports of entities
that are dealer-users of alternative fuels. Therefore, tax paid receipts do not have a
direct bearing on taxable equivalent gallons. In no case may licensed dealer-users
make bulk purchases on which tax is paid at the time of receipt. However, on road
tax paid purchases may be maintained by trucking firms that are licensed as
alternative fuels dealer users. Such receipts become an important item when a
collateral IFTA or Motor Carrier Road Tax audits are being conducted. The purchase
tickets must then comply with the provisions of IFTA and the motor carrier
regulations governing on road fuel purchases.

Any discrepancies should be explained in the audit narrative.
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FT800

400

.500

(cont)
Nontaxable Sales and Use:

As with receipts, there are no reporting requirements for nontaxable sales and use.
However, for the licensees that purchase alternative fuels in bulk, primarily for on
highway sales and use, a thorough examination should be conducted for all
nontaxable disbursements. The audited nontaxable items may be shown on one
schedule and the total of these items used in the determination of taxable sales and
use.

It is very important for the auditor to keep in mind the off highway "use" and sales for
off highway "use" must be consumed entirely off of the road to be exempt from tax.
Under the definition of "alternative fuels tax" the act specifically states that “A tax is
hereby imposed upon alternative fuels used to propel vehicles of any kind or
character on the public highways.” This has been interpreted to mean, if any portion
of the fuel placed into the fuel supply tank of a motor vehicle is consumed in
propelling that vehicle on the public highways, then all of the fuel placed into the
tank, at the time of that particular fueling, is taxable.

Dealer sales of alternative fuels made to the United States Government,
Commonwealth of Pennsylvania and its political subdivisions, nonprofit nonpublic
schools, volunteer fire companies, volunteer ambulance and rescue squads, second
class county port authority, or other exempt entities are not subject to the tax.

Gallons used for heating, off highway equipment, or miscellaneous non motor vehicle
consumption are exempt from the tax. In instances of sale, the required sales ticket
must be prepared indicating the name and address of the purchaser, along with the
number of gallons sold, price and a notation the product was sold for non-highway
use, or was purchased by an exempt entity. The tickets should further indicate the
deletion of the alternative fuels tax and the addition of sales tax when applicable.
Nontaxable usage must be documented to the satisfaction of the Department to be
allowed. Any test gallons must be documented to be allowed as nontaxable. Any
discrepancies should be noted and fully explained in the audit narrative. Nontaxable
errors or disallowed nontaxable gallons directly affect taxable gallons.

All findings of this examination, when conducted, should be completely explained in
the audit narrative.

Taxable Sales and Use:

It is most important in auditing that verification of the taxable transactions be as
thorough and complete as possible, regardless of whether or not the audit is on a
test period or a complete basis. Our greatest interest lies in this area because this
phase of the audit determines any additional tax liability. All books, records, meter
readings, sales tickets, delivery and all other documents relative to taxable
equivalent gallons disbursed should be carefully examined to ensure all tax liability
was properly reported and paid.
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FT800.500 (cont)

As with liquid fuels and fuels, alternative fuels also has trust fund status for all taxes
collected from the consumer. Due to this trust fund status, the taxpayer may
maintain an accrual account for sales. This must be determined and verified by the
auditor. If an account is maintained, the auditor must examine and verify the
disposition of the account.

When the account under audit is a user, meters are the preferred method from a
control standpoint. If the user is metering gallons, the procedure for determining
taxable gallons would be the same as described previously for a dealer. When users
are not metering their disbursements the taxable gallons are audited using a
consumption method. In this case, the dealer is required to maintain inventories,
receipts, and non-taxable use. The taxable gallons are then determined as opening
inventory, plus receipts, less closing inventory, less nontaxable gallons, with the
remaining gallons being taxable. When auditing on a consumption basis it is
imperative that a complete verification of purchases and inventories be completed.

.600 Summary of Audit:

A Summary of Audit schedule is mandatory for all alternative fuel tax audits

conducted. However, it should be noted that not all information will be available for

all audits, i.e. inventories, receipts, and nontaxable distributions. The following

information, when available, is used to complete the schedule. For sections not

available, a zero is shown.

.005 Opening Inventory: The audited opening inventory for gallons in all storage
facilities on the beginning date of each period being audited.

.010 Total Audited Receipts: The total fuel purchased and placed into storage
facilities.

.015 Closing Inventory: The audited closing inventory for gallons in all storage
facilities on the ending date of the period being audited.

.020 Audited Sales and Use: Total of taxable and nontaxable distribution. Non-
metered gallons and metered gallons are to be listed separately.

The above information is used to determine the following:

.025 Loss or (Gain): Comparison of total audited sales and use to consumption.
When the total sales and use is less than consumption, a loss is suffered.
When total sales and use is greater than consumption, the result is a gain.
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FT800.600 (cont)

.030

.035

.040

.045

Handling Loss Allowed: The handling loss allowed, when applicable, is
determined based on the amount of actual loss and the loss that is permitted.
For metered gallons dispensed from a dealers own storage facilities (bulk
plant, service station, company use tax tanks, etc.) multiply the metered total
audited sales and use by one-half of one percent (.005), to arrive at handling
loss allowance.

Loss Charge Back: Loss minus loss allowed.
Error In Reported Taxable Gallons: Gallonage that was found to be
underreported taxable sales and use on the schedule of taxable sales and

use.

Gallons on Which Tax is Owing: Total of loss charge back and error in
reported taxable gallons is the total gallons on which tax is to be assessed.

.700 Alternative Fuel Tax Assessment:

This schedule is to be utilized when calculating audit deficiency for alternative fuel
tax audits. A separate schedule is to be prepared for each fuel type. The schedule
requirements are as follows:

.005

.010

.015

Reporting Period: Include month and year.

Equivalent Gallons: Record underreported and/or over reported taxable
sales and/or use. If applicable, the unsubstantiated loss charge back gallons
appear here.

Tax Deficiency: Gallons times applicable tax rate.

The following items may affect the actual assessment received by the taxpayer and
should be discussed at the Post Audit Conference.

.020 Disallowed Discount: Will be calculated by Bureau of Motor Fuel Taxes.
However, the auditor should advise the taxpayer that a charge against the
credit may occur when disallowed discount is involved.
.025 Interest/Penalty: Calculated by Bureau of Motor Fuel Taxes.
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FT810 Alternative Fuels Audit - Measurements And Conversion Factors

Effective January 1, 1999, the tax is imposed on an adjusted rate basis using a BTU
conversion. The following tax rates are to be used for reporting and auditing Alternative

Fuels Tax:

Product/ Propane/

Date CNG LPG ETHANOL METHANOL E-85
01/01/99 | 0.066 0.189 0.173 0.128 0.239
01/01/00 | 0.066 0.190 0.173 0.128 0.240
01/01/01 | 0.066 0.190 0.173 0.128 0.240
01/01/02 | 0.067 0.194 0.178 0.131 0.245
01/01/03 | 0.066 0.189 0.173 0.128 0.239
01/01/04  0.067 0.192 0.175 0.130 0.242
01/01/05 | 0.076 0.219 0.201 0.149 0.211
01/01/06 | 0.079 0.228 0.208 0.154 0.219
01/01/07  0.079 0.228 0.208 0.154 0.219
01/01/08 | 0.079 0.228 0.208 0.154 0.219

M-85
0.148
0.148
0.148
0.152
0.148
0.150
0.172
0.178
0.178
0.178

LNG
0.151
0.151
0.151
0.155
0.151
0.153
0.175
0.182
0.182
0.182

ELECTRICITY
(Kwh)
0.008
0.008
0.008
0.008
0.008
0.008
0.009

0.0093
0.0093
0.0093

Prior to January 1, 1999, the Alternative tax was calculated by converting each
alternative fuel to the Gasoline Equivalent Gallons. This was accomplished by dividing the
Gross Volume by the Conversion factor to arrive at the equivalent gallons. The following

information applies to those periods:

Product Measurement Conversion Factor Tax Rate
CNG 909.4 BTU/scf 125.907 0.259
CNG 20,551 BTU/Ib 5.572 0.259
CNG 29,000 BTU/gal @ 3,000 psi 3.948 0.259
Propane/LPGgal) 83,500 BTU/gal 1.371 0.259
Ethanol(gal) 76,400 BTU/gal 1.499 0.259
Methanol(gal) 56,560 BTU/gal 2.024 0.259
E-85(gal) 105,545 BTU/gal 1.085 0.259
M-85(gal) 65,350 BTU/gal 1.752 0.259
LNG(gal) 66,640 BTU/gal 1.718 0.259
Electricity(Kwh) 3,412 BTU/kwh 33.558 0.259
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FT820 Employer Withholding:

As part of every audit, an examination of Employer Withholding must be conducted. The
minimum requirements are shown in the Sales & Use Tax.

FT830 Bankruptcy Audits:

When a field audit request is issued on a bankrupt licensee, it must be given PRIORITY
status. The appropriate bankruptcy court must be contacted to obtain the bar date, which is
the last date to file a claim. The audit must be submitted at least 30 days prior to the first
bar date.

Any tax liabilities established must be separated into both pre and post bankruptcy audits.
Therefore, the audit period must be separated in accordance with the date the licensee is
declared to be in a bankruptcy status (the date of adjudication). If a liability is to be
assessed, then two separate audit reports and two separate assessments will be issued.

Should it be discovered that a licensee has declared bankruptcy on any assignment
currently in inventory, notify headquarters’ staff of the bankruptcy status so that the Bureau
of Compliance and Office of Attorney General may be informed.
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FT900 Preparation of Audit Package/Documentation:
FT910 Forms

There are various forms and letters that are available for LF&F audits. Some of the forms
are required for every audit, while the others are utilized on an as needed basis. This
section provides a summary description of all available forms. All of the forms are included
in the application program. The letters are shown as examples that should be prepared at
the regional level.

.100 Audit Report and Basis of Assessment

This form capsulates, in general terms, the more detailed contents of the audit
report. All data elements are to be completed by appropriate field personnel prior to
submission. The upper left-hand portion documents information regarding the
licensee. Particular emphasis must be placed on determining the type of entity and
recording the proper legal name as well as any trade names (D/B/A, T/A). Audit
Assessment Findings should indicate audit results, i.e. Additional Tax Due — debit or
(credit), and/or any adjustments. The lower portion serves to summarize all of the
data relating to the auditor(s) and audit production. Processing dates are also to be
posted.

.200 Indexes, Department, and Taxpayer copy

An index must be submitted with each audit report. It provides a listing of all Bureau
forms, schedules, worksheets, exhibits, and other documents enclosed with the
completed audit report. Since certain audit report information is not made available
to the licensee, the index for the department’s copy of the audit report will vary from
the licensee’s.

.300 Audit Request

This form is prepared by the Audit Assignment Section of the Bureau, and is used to
record the official intention of the Department to perform an audit on a specific
licensee. An audit is not to be undertaken without a formally issued audit request.

Any information specifically stated or requested as special instructions on this form
must be resolved and thoroughly explained in the narrative report or on the Conflict
of Interest Statement and Auditor's Comments. Audit assignments are sequentially
numbered by Bureau headquarters for accountability and control. Audit requests
with a “P” priority code are to be given a priority status by the auditor.

400 Conflict of Interest Statement and Auditor’s Comments

The Conflict of Interest Statement is to be signed by the auditor on all audits
conducted. The completed form must be included within the Department’s copy
only. This form also enables the auditor to relate unsubstantiated findings and/or
comments which have a bearing on the audit findings. These comments and
recommendations may prove useful in subsequent penalty decisions and in appeal
stages.
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FT910.400 (cont)

.500

.600

.700

This form is confidential and is for Department use only. The contents of the form
are not to be discussed with the licensee or included in the licensee’s copy of the
audit report.

Taxpayer’s Acknowledgement of Post Audit Conference

This form is used to secure the licensee’s written acknowledgement that the auditor
has discussed the audit findings with the licensee. It also acknowledges that the
auditor explained the procedures for assessment, appeal, and the statutory
provisions concerning interest, penalties, and the abatement of penalties.

The licensee has the options of agreeing completely, agreeing in part, disagreeing
entirely, or omitting these three parts, and merely signing his name to acknowledge
the post audit conference. The completion of this form by the licensee does not
waive his rights of appeal. This form must accompany every audit report. If the
licensee or his authorized representative declines to sign, the auditor must note on
the form the licensee’s refusal, the time, date, and the person involved. The licensee
is to be provided a copy of the executed form.

At the conclusion of the audit, the audit findings and a copy of the work papers must
be provided to and discussed with the licensee. The licensee is to be given an
opportunity to respond in writing.

Request for Financial Records

Recorded on this form are the auditor’s specific requests for records to conduct the
audit and the licensee’s written statement of reasons for his failure to furnish the
records. Proper use of the form could eliminate the possibility of misunderstandings
concerning certain record requests. It can also serve as a documentary foundation
to support the audit procedures applied where adequate records were not available.

When the requested records are not provided, the auditor should make every effort
to have the licensee provide an explanation in the appropriate section of the form.

Agreement To Extend Time Limit For Assessment/Determination Of Tax And
To Extend Period Of Time For Record Retention - Waiver

The Revenue Regional Manager is responsible for obtaining the waiver and the
timely completion of the assignment. The waiver must be signed by the Revenue
Regional Manager. The form must be signed by the licensee prior to the expiration
date of the statute. In Part V, the agreement date is the date on which the licensee
signs the form. If more than one waiver covers the same period of time, all such
forms should be retained together by the regional manager. Copies of all executed
waivers are to be included in the audit report.

A Waiver is used to extend the two (2) year record retention period. A waiver shall
be used when the licensee requests an excessive delay in starting the audit.
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FT910.700 (cont)

.005

.010

.015

Signature by licensee:

The licensee must sign the form. If the licensee is a corporation the duly
authorized officer must sign the form. An attorney or an agent acting under
“power of attorney” authorization may also sign the form.

Copies:

The form is to be completed in triplicate and the first copy will be retained by
the manager. The second copy is the licensee’s copy and the remaining
copy should be included with the Department’s copy of the audit report. If the
waiver is to be forwarded through the mails to the licensee, it is suggested
that a letter be enclosed.

Other requirements:

The correct legal name of the licensee completing the waiver must be
indicated on the form. If a trade name is involved, then this information
should also be included. The waiver is only to be completed by an owner,
partner, corporate officer, or someone who is permitted to exercise a power
of attorney on behalf of the licensee. The accountant, lawyer, controller, or
tax manager will not suffice for the proper completion of this form.

The auditor’s awareness of the waiver policy, the region’s control of each
waiver executed, and the audit supervisor’s monitoring of the progress of
each audit on which a waiver was issued, will avoid substandard audit
procedures.

.800 Contact/Correspondence Letters

All audit candidates will be notified in writing of the Department’s intention to conduct
an audit(s). The Initial Contact Letter is general in nature and will afford the
licensee the written notification prior to being audited. This letter should then be
followed up with a telephone call. Once the call has been completed, a Confirmation
Letter should be sent.

Post audit conferences held by telephone will require a Post Audit by Telephone
letter. All information pertinent to the audit should be included.
Additional correspondence with the licensee should be issued as needed.
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FT920

100

.200

300

400

Schedules

The following Schedules are currently included in the application program. The
system determines which schedules are required to be included the audit. All
standard schedules are automatically numbered in the appropriate order in which
they should appear in the audit. The schedules, including brief description, are as
follows:

Tax Return Data

This report displays the taxpayer's return data ordered by product group, section
(inventories and credit card sales, receipts, and disbursements), and period. It takes
three records to create a complete return record for each period and product type.
One record for inventories and credit card sales, one record for receipts, and one
record for disbursements.

Taxpayer Reported Data by Location

This report will only display when multiple locations exist, for any period, or when
recorded data differs from the reported data. This report can be quite lengthy as it
compares each period/location to the tax report, line by line. The format for this
reports is the same as the Tax Return report.

Proof of Inventory

This report is comparable to the Proof of Inventory report in the Fuel Use program.
The Liquid Fuels and Fuels tax report adds two additional levels of grouping, with
totals. The report is grouped by product group, i.e. Liquid Fuels, Fuels, Jet Fuel, and
Aviation Gasoline; and by tank. Gain/Loss is calculated by tank and by product
group.

Audited Receipts - Detail

This report details all receipts data captured by the auditor. The report is grouped by
product group and then by period/location, name, transaction date, and audited type
of receipt.

On the report, there are fields for Audited Transaction type and Rpt Transaction type.
Where the reported and audited transaction types are the same, only the Audited
Transaction type will be displayed.

A special feature of this report is the Less Transfers of Inventory field. The amount
displayed in this field is deducted from the receipts listed above to calculate the net
receipts for the period/location.

If you had inventory transfers from this location which are not shown in the Transfers
of Inventory field, refer to the Trouble Shooting section of the Help screen.
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FT920

.500

.600

.700

(cont)
Comparison of Audited to Reported Receipts

This report compares the audited receipts captured by the auditor to the reported
receipts. The report is grouped by product group, period, location, and product.
Receipts are summarized and listed by tax report line, i.e. Refinery Production, Tax
Paid to Inventory, Tax Paid Direct Shipments, and etc. Only periods for which
audited data exists or where the netting option is checked will be displayed on this
report.

If the netting option is not checked and audited data exists, the program will assume
that the audited data represents a complete audit, for the period/location.

Meters/Consumption

This report details the data captured by the auditor to establish total through-put
based on inventories and receipts, and/or meter readings. The report is grouped by
product group, period, location, and tank id.

This report does not indicate the taxable nature of the disbursements shown on this
report.

Audited Disbursements Detail

This report is like the receipts detail report listing all disbursement data captured by
the auditor - including the data from the meters/consumption report. One addition to
this report is the Shipped to Location. This field will only display when a shipped to
location has been recorded and either the Reported Type or Audited Type is
identified as an export.

There are a number of features about this report of which you should be aware.
First, you will notice that in the Product field, each product is prefaced by one of the
following characters: D, M, N, or T, which indicate how the product was disbursed.

D - Direct shipment, M - Metered disbursement from bulk storage, N - Non-metered
disbursement from bulk storage, T - Included in the total disbursements from
meters/consumption.

If you have disbursements from meters/consumption, the net gallons (Total Through-
Put less Individual Sales/Use prefaced with a "T") will be displayed just above the
period/location total field. By default the net gallons on this line are audited taxable
sales. If this number is negative, it is a really good indication that something is
wrong. Refer to the Trouble Shooting section of the Help screen.

Liquid Fuels & Fuels Tax Audit Manual Page 51 of 62 July 1998

Revised May 2002
Revised July 2008



FT920 (cont)

.800 Comparison of Audited to Reported Disbursements
This report compares the audited disbursements captured by the auditor to the
reported disbursements. The report is grouped by product group, period, location,
and product. Disbursements are summarized and listed by tax report line, i.e.
Taxable Sales, Taxable Use, Resale Gallons, and etc. Only periods for which
audited data exists or where the netting option is checked will be displayed on this
report. Note: - the netting option will not work where through-put/consumption
records exist, for a given period/location.
If the netting option is not checked and audited data exists, the program will assume
that the audited data represents a complete audit, for the period/location.

900 Credit Card Sales Detail
This report details all credit card sales data captured by the auditor. The report is
grouped by product group and then by period/location, name, transaction date, and
audited type of sale.
On the report, there are fields for Audited Transaction type and Rpt Transaction type.
Where the reported and audited transaction types are the same, only the Audited
Transaction type will be displayed.

.1000 Comparison of Audited to Reported Credit Card Sale
This report compares the audited receipts captured by the auditor to the reported
credit card sales. The report is grouped by product group, period, location, and
product. Sales are summarized and listed by tax report line, i.e. U. S. Government,
PA Government, Other. Only periods for which audited data exists or where the
netting option is checked will be displayed on this report.
If the netting option is not checked and audited data exists, the program will assume
that the audited data represents a complete audit, for the period/location.

.1100 Tax Accrual Detail
This report details all tax accrual data captured by the auditor. The report is grouped
by period and product type.

.1200 Comparison of Accrued Tax to Reported Tax
This report is grouped by period and product group and compares the net tax
reported to the taxpayer's accrual account. The focus of this report is on periods
where the amount of tax accrued exceeds the amount of tax reported.
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FT920 (cont)
1300 Calculation of Net Gain/Loss

This report is grouped by product group, period, and location. If direct shipments
exist, each location is also grouped by direct shipments vs sales/use from inventory.
This is the first report which will include all periods of the audit.

This report is also used to post period/location data to a table used for recording
average temperatures and storage locations, which suffered a loss of Liquid Fuels or
Aviation Gasoline; and posts the amount of gross loss to a table for additional
calculations, when applicable.

If there are tax paid receipts for a period/location which suffered a loss, the report will
calculate a disallowed loss on tax paid receipts. The number of gallons disallowed is
based on the percent of tax paid receipts to total sales.

If there is an excessive loss for Liquid Fuels or Aviation Gasoline, you will have to
complete the Temperature Allowance Add/Edit form before you can generate the
Temperature Loss Allowance report.

Where direct shipments exist and these shipments are not metered and the report
shows a gain or loss, it is a very good indication that a problem exists. Refer to the
Trouble Shooting section of the Help screen.

.1400 Average Monthly Temperature Report

This report lists the average monthly temperatures for selected counties. Due to the
delay in receiving the average monthly temperature data, some of the data on this
report may be estimated. The estimated values are prefaced by the letter "e.” The
estimated values are based on the "normal" temperature for the month.

.1500 Temperature Loss Allowance

This report is grouped by product group, period, and location. All periods covered by
the audit will be listed on this report. If you have calculated a temperature loss
allowance for Liquid Fuels in the past, please note that this report calculates the
temperature loss allowance in a totally different manner.

The major differences are 1) each period/location's loss allowance applies only to
that period/location, 2) the allowable loss allowance is subject to a maximum loss
allowance, 3) the calculated loss allowance cannot be used to offset an excessive
loss on direct shipments.

The maximum gallons subject to temperature allowance (MGSTA) will generally be
less than the net loss gallons shown on the Calculation of Net Gain/Loss report. The
MGSTA for each period is calculated by pro-rating the excessive loss gallons to each
loss period/location based on that period/location's net loss gallons to the sum of all
net loss gallons.
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FT920

.1600

1700

FT930

(cont)
Net Taxable Gallons

This report is grouped by product group. The report uses all audited gallonage
amounts to establish audited taxable gallons and compares the audited taxable
gallons to reported, for each period of the audit. Excessive loss gallons are shown
as a single line entry, just above the total additional taxable gallons. This report is
comparable to the Summary of Audit report used in the Fuel Use Tax audit program.

Summary of Charges
This report calculates tax owing/credit on the Liquid Fuels and Fuels tax and the Oll
Company Franchise tax based on any changes in additional taxable gallons or

excessive loss gallons. Also, any tax owing on accrual errors will be reflected on this
schedule.

Exhibits

For audit purposes, an Exhibit is any document produced as evidence in the audit.
Generally these are documents provided by the licensee for audit purposes. This also
includes documents sent or given to the licensee on the Bureau of Audits’ letterhead. The
items below that are parenthetically noted "if applicable" need only be included when
necessary. This occurs when the documents do not conform to what would reasonably be
accepted as adequate records. An indication would be when unusual audit procedures
were required to conduct the audit. This includes, but not limited to the following:

100

.200

.300

400

.500

.600

All correspondence with the licensee (required),

List of PA business locations, if more than one (1) (required),

Tank Capacity/Location list (if applicable),

Copy of fuel receipts/disbursements source documents (if applicable),

Third party documentation (if applicable), i.e. fuel supplier reports providing required
tax paid fuel purchases information, credit card reports, etc,

Any unusual documentation relevant to the audit findings (if applicable).

When exhibits exceed more than 1 page include the first page, last page, and any relevant
pages in between. All pages of the exhibit must be discussed in the audit narrative.

FT940

Worksheets

Any supplemental worksheets created should be of a nature that is essential to determining
the audit results. If the same information can be determined by utilizing the database, the
application program must be used.
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FT950 Audit Narrative

The written narrative report is the most important section of the completed audit. When
properly written, the audit narrative will explain in detail each licensee’s business activities,
records maintained, audit procedure and, most importantly, the audit findings and basis for
the audit findings.

The narrative report will be used during the audit review in order to verify that the auditor
has employed proper audit procedures and has established a basis for the recommended
assessment. The report will also be used by each review board and the courts to determine
if the audit findings should be sustained. Finally, the report will be used by each licensee or
his representative to determine whether to appeal or satisfy the audit findings by payment.
The narrative report shall be written in clear, concise, and fully understandable fashion and
prepared in typed format. The report must be written so that the audit can be understood by
those that are not in the accounting or auditing profession.

The report provides a written explanation detailing the procedures employed by the auditor
in conducting the audit. This narrative, when read in accompaniment with various
supporting Bureau forms, schedules, work papers, and other documents, will further
substantiate the auditor’s findings. Also, the following guidelines apply:

.100 General Narrative Guidelines

.005 All Schedules, Worksheets, and Exhibits shall be discussed in the
narrative;

.010 There should not be any name dropping such as “quoting from a letter
from the Office of Chief Counsel,” etc.;

.015 In general, narratives will not be written in the first person singular (I
or myself), but will be written in the third person singular; and

.020 To be emphasized, narratives must (when applicable) be outlined as
follows to ensure that the completed audit is well documented.

.200 Pre-Audit Conference
.005 Conference date and starting time of conference.
.010 Location of the conference.
.015 Names and titles of those in attendance.
.020 Type of audit being conducted and the audit period.
.025 License Classification of the taxpayer.

.030 Collateral assignments.

Liquid Fuels & Fuels Tax Audit Manual Page 55 of 62 July 1998
Revised May 2002
Revised July 2008



FT950 (cont)

.035

.040

Topics discussed; i.e., accounting system, audit procedures, business
activities, etc.

Reference all exhibits of correspondence with the licensee prior to the
start of the audit. Specifically discuss the Disclosure Statement as
required by the Taxpayer’s Bill of Rights.

.300 Licensee’s Business Activities

.005 Business organization; i.e., foreign or domestic corporation,
partnership, sole proprietorship, or other.

.010 Date and state of incorporation, if applicable.

.015 Date business started in Pennsylvania, the effective date or dates of
the account being audited and, if applicable, the date operations
ceased in Pennsylvania.

.020 Principal business activity of the licensee.

.025 Business activities past and present relative to the audit, if not the
same as above, including taxable and/or nontaxable sales and/or use
of fuel and the type(s) of fuel sold and/or used.

.030 Principle business location and any location either owned or leased by
the taxpayer, at any time during the audit period, which had bulk
storage facilities. Indicate the number of tanks, tank capacity, and
effective dates of operation for each location, as well as fuel
dispensing equipment - e.g. meters with totalizers, key/card control
units, etc. Reference any schedule, workpapers, or exhibit prepared
or obtained which delineates the above information. If the taxpayer
has no Pennsylvania locations, this should be stated.

.035 Taxpayer’s basis of accounting for fuel, i.e. liquid gallons, temperature
adjusted gallons.

.040 Method or methods used to transport fuel.

.045 Changes in the taxpayer’s operations during the audit period; i.e.,
mergers, divestitures, bankruptcy filings, etc.

.050 Tax return filing history.
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FT950

400

.500

(cont)
System Survey

As stated in the Pre Audit Section of this manual, the most important process in
conducting an audit is to establish the Audit Trail. This review of the system is an
information-gathering phase in which the auditor, through inquiry and observation,
determines the licensee’s prescribed policies and procedures. The auditor’s
objective is to obtain an understanding of the flow of transaction processing. To
clarify this understanding, the auditor may select a few transactions of each type and
trace them through the accounting system from initiation to ultimate recording. The
auditor should document his understanding by describing the flow of transactions in
narrative form. This is especially important considering the Trust Fund status of the
tax and the possible examination of an accrual account.

The auditor should also include the following:

.005 General statement regarding the records maintained by the taxpayer.
This statement should identify those records used by the taxpayer for
reporting purposes. The auditor should also identify those records
which will be used in the verification process.

.010 A description of the audit trail.

.015 Record keeping system maintained by the taxpayer; i.e., computerized,
manual or combination.

.020 Material changes in the taxpayer’s record keeping system which occurred
during the audit period.

.025 Procedures used by the taxpayer to capture, verify, record, and summarize
all information reported on the tax return. Reference relevant exhibits
included in the report.

Audit Procedures

.005 The audit period and the basis for its length: Twenty-four to thirty-six months -
standard audit policy; less than twenty-four months - prior audit, newly
licensed, entity change; extended audit period - failure to register and file tax
returns.

.010 Proof of Inventory: Audit procedures used to verify the ending inventory for
the last period of the audit for locations where a physical inventory was
observed. Reference schedule or workpapers prepared and/or exhibits
obtained. If a proof of inventory cannot be completed, the narrative must
include an explanation
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FT950 (cont)

.015

.020

.025

.030

.035

.040

.045

.050

Receipts: Records reviewed from source documents to summary records,
procedures utilized during the review process, types of errors found, and any
conclusions drawn based on the results of this review. Reference summary
schedules, supporting schedules, workpapers prepared, and/or exhibits
obtained.

Non-Taxable Disbursements: Records reviewed from source documents to
summary records, procedures utilized during the review process, types of
errors found, and any conclusions drawn based on the results of this review.
Reference summary schedules, supporting schedules, workpapers prepared,
and/or exhibits obtained.

Taxable Disbursements: Records reviewed from source documents to
summary records, procedures utilized during the review process, types of
errors found, and any conclusions drawn based on the results of this review.
Reference summary schedules, supporting schedules, workpapers prepared,
and/or exhibits obtained.

Tax Paid Purchases: Records reviewed from source documents to summary
records, procedures utilized during the review process, types of errors found,
and any conclusions drawn based on the results of this review. Reference
summary schedules, supporting schedules, workpapers prepared, and/or
exhibits obtained.

Dealer Sales (Credit Cards): Records reviewed from source documents to
summary records, procedures utilized during the review process, types of
errors found, and any conclusions drawn based on the results of this review.
Reference summary schedules, supporting schedules, workpapers prepared,
and/or exhibits obtained.

Accrual Account: Records reviewed from source documents to summary
records, procedures utilized during the review process, types of errors found,
and any conclusions drawn based on the results of this review. Reference
summary schedules, supporting schedules, workpapers prepared, and/or
exhibits obtained. If an accrual account analysis cannot be conducted, a
complete explanation must be provided.

Excessive Loss Analysis: Stock Control Worksheet and temperature loss
analysis, if applicable, procedures utilized, and conclusions reached.
Reference appropriate schedules.

Audit Summary: Discuss audit findings, i.e. additional taxable/credit gallons;
gain or loss, if disbursements are metered; and loss chargeback, if the loss is
excessive. Reference appropriate schedules.
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FT950 (cont)

.600 General Discussion:

.005

.010

.015

Any unusual areas or findings not pertinent to the above areas. Also,
highlight information or problems encountered.

Employer withholding - periods and records reviewed, results of the review
explained. Reference the summary schedules, supporting schedules and/or
workpapers prepared and any exhibits included, if obtained.

Items of a sensitive nature should be noted on the Conflict of Interest
Statement and Auditor's Comment form.

.700 Post Audit Conference

.005 Conference date and starting time of conference.

.010 Location of the conference.

.015 Names and titles of those in attendance.

.020 Audit findings and corrective recommendations.

.025 Licensee agreement or disagreement with the audit findings.

.030 Licensee’s right of appeal and appeal procedures.

.035 Taxpayer's Acknowledgment of Post Audit Conference form explained.

.040 Post audit conference via telephone - notification letter sent to the licensee
and a copy included as an exhibit.

.045 Note: When corrections are made subsequent to the post audit date, the
licensee must be informed of the changes, a new Post Audit Conference form
must be completed and, if the licensee is notified by telephone, a notification
letter must be sent and a copy is to be included in the audit report. The date
the licensee is advised of the corrected audit findings should be listed as the
date of the post audit conference.
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