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This report responds to your request that we review the Internal Revenue Service’s
(Irs’) efforts to improve tip income reporting and the impact of the Tax Equity and
Fiscal Responsibility Act of 1982 tip income reporting requirements on both the food
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reporting of 8 percent of gross sales as tip income.
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William J. Anderson
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Executive Summary

Purpose

For calendar year 1981, the latest year for which information is
available, IrS estimated that individuals did not report or pay taxes
on over $8.5 billion in tip income. According to IRS, this nonreported
tip income translated into an estimated nonreporting rate of 84 per-
cent and an estimated tax loss of $2.3 billion. The Tax Equity and
Fiscal Responsibility Act of 1982 provided IRS with new measures to
help identify nonreported tip income. This act imposed new
reporting requirements on the food and beverage industry, which
employs the largest percentage of tipped employees.

Senator David Pryor asked GAO to assess the impact of the new
reporting requirements on the food and beverage industry and IrS’
efforts to increase tip income reporting. GAO’s report specifically
addresses:

IrS’ initiatives to identify, quantify, and reduce nonreporting of tip
income.

The impact of the new reporting requirements on the food and beverage
industry and tip income reporting.

Background

Various types of businesses, such as taxicab companies, beauty parlors,
gambling casinos, and food and beverage establishments employ individ-
nals who receive tip income. Department of Labor information shows
that in calendar year 1982, there were over 3 million tipped employees,
of which 2.3 million (77 percent) were employed by the food and bev-
erage industry. The number of these employees who are affected by the
1982 act, however, is not known. This is because (1) the act applies only
to a subset of larger establishments (who may not all be complying) and
(2) no readily available data exist on the number of smaller establish-
ments not covered by the act nor on the number of their tipped
employees.

Under the 1982 act, certain large food and beverage establishments are
required to report certain tip-related information to Irs annually. This
information includes the gross receipts from food and beverages, the
amount of aggregate charge receipts showing tips, and the tip income
which employees report. If this reported tip income is less than 8 per-
cent of gross sales, the establishment must allocate the difference among
its directly tipped employees, using one of several possible methods. The
establishment must report the allocated amount on each employee’s W-2
form but must not withhold taxes from it. The act allows an employer to
petition RS to reduce the allocation rate.
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Executive Summary

Results in Brief

Principal Findings

IRS’ district offices are encouraged to use information gathering projects
to identify income nonreporting, including tip income. The objectives of
these projects are to identify potential areas of nonreporting, determine
the reason for the nonreporting, and devise the action(s) needed to
reduce it. Each IRS region and district independently decides on the
approach to be used in pursuing nonreported tip income.

IRS needs to develop an overall strategy for addressing tip income nonre-
porting. Of the four IRS regions GAO visited, two were more active and
successful in pursuing tip income nonreporting than the others. Given
the experience gained from the more active regions and the information
provided through and requirements established by the 1982 act, IrS is
now in a better position to develop an overall strategy. (See pp. 14 to
21)

GAO’s analysis indicates that tip income reporting has increased since the
implementation of the 1982 act’s new reporting requirements. Further,
food and beverage employer responses to GAO’s questionnaire and struc-
tured interviews indicate that implementation of these new reporting
requirements has not been as costly as originally projected by the food
and beverage industry. (See pp. 22 to 26.)

Additionally, gao found that varying procedures are being used by IRS
districts in administering the provision of the 1982 act which allows
employers to request a rate reduction from the reporting of 8 percent of
gross receipts as tip income. The varying procedures could result in
inequitable treatment of taxpayers. (See pp. 27 to 30.)

IRS Can Better Address Tip
Income Nonreporting

On the basis of work performed in 18 district offices within four Irs
regions, GAO found that the two regions which were more active in tip
income projects conducted a total of 421 projects which resulted in the
assessment of about $67 million in additional taxes and penalties for
fiscal years 1977 through 1985. In contrast, the two regions which were
less active in pursuing nonreported tip income conducted a total of 25
projects which resulted in the assessment of approximately $1 million in
additional taxes and penalties for the same time period. (See pp. 15 to
18.)
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Executive Summary

IRS recognizes that more can be done to improve compliance in tip
income reporting and has begun to use data generated as a result of the
1982 act to address the issue. The use of this data, in conjunction with
the experience gained by the two active regions in dealing with tip
income nonreporting, places IRS in a good position to begin formulating
an overall approach for addressing the issue. (See pp. 18 to 21.)

T o ntg
New ue\’.]uu (ST )

Implemented at Less Cost
and Tip Reporting Increased

QAgmnnfe of the food and hevera gn H"dustry had prej%cted that the

average establishment would spend about $6,000 to implement the 1982
act’s reporting requirements. However, GAO projected that about 68 per-
cent of the establishments which incurred an initial cost in complying
with the requirements experienced a cost of $2,000 or less. About 70
percent of the establishments which experienced recurring costs are also
experiencing annual costs of $2,000 or less. Furtherriiore, GAO’s analysis
showed that the overall reporting of tip income has increased since
implementation of the new reporting requirements. For example, tip
income reported to IrS from employers in GAO’s sample increased from
about $300 million in 1982 to over $600 million in 1983. Further,
according to IrS, the 1982 act increased tip income reporting by 108 per-
cent on an annual basis between 1982 and 1983, representing an addi-
tional $1 billion in reported tip income for 1983. (See pp. 22 to 26.)

Methods Used for
Reviewing Rate Reductions
Varied

GAO’s work in 18 district offices showed that the procedures used to
review the merits of employers’ rate reduction requests differed because
IrS’ National Office has not issued criteria on which to base such a deter-
mination. These varying methods produce the potential for inequitable
treatment of taxpayers. GAO recognizes that it is not possible to elimi-
nate all of the subjectivity from the rate reduction process, but believes
that more standardized instructions on how to analyze supporting docu-
mentation can reduce the present level of subjectivity. (See pp. 27 to
30.)

. ]
Recommendations

To improve the Service’s efforts to reduce the nonreporting of tip
income, GAO recommends that the Commissioner of Internal Revenue
formulate and implement an overall strategy for reducing tip income
nonreporting. In formulating this strategy, the Commissioner should, in
conjunction with providing tip income information to the regional and
district offices, (1) identify and evaluate, for Service-wide applicability,
those detection techniques and tools which have been proven effective
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Executive Summary

Agency Comments

in conducting tip income reporting projects and communicate this infor-
mation to all IRS regions and districts and (2) design and implement an
overview and evaluation process to monitor the progress of tip enforce-
ment activities, identify potential problem areas, and devise the
action(s) needed to deal with them. (See p. 21.)

To reduce the inconsistencies in the rate reduction process, GAO recom-
mends that the Commissioner of Internal Revenue (1) establish uniform
criteria and standard procedures for reviewing employers’ requests for
a reduction from the reporting of 8 percent of gross receipts as tip
income and (2) monitor the implementation of the review process to
assure a reasonably consistent Service-wide approach. (See p. 31.)

IRS generally agreed with the report and has initiatives underway that
can be useful in implementing GA0O’s recommendation to develop an
overall strategy for reducing tip income nonreporting. IRS is also imple-
menting GAO’s recommendation to reduce the inconsistencies in the rate
reduction process. (See app. V.)
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Chapter 1

Introduction

The lack of voluntary reporting of tip income has been and continues to
be a concern of the Internal Revenue Service (IrS). Its most current esti-
mates indicate that for calendar year 1981, individuals did not report or
pay taxes on over $8.5 billion in tip income. Of this amount, about $800
million is attributed to taxpayers who did not file a return and about
$7.7 billion represents taxpayers who filed a return but underreported
their tip income. According to IRS, the $8.5 billion in unreported tip
income translated into an estimated nonreporting rate of approximately
84 percent and a tax loss estimated at $2.3 billion. The Tax Equity and
Fiscal Responsibility Act of 1982 (TEFRA), Public Law 97-248 (26 U.S.C.
6053(c)), contained provisions to assist IRS in dealing with unreported
tip income.

Various types of businesses, such as taxicab companies, beauty parlors,
gambling casinos, and food and beverage establishments employ individ-
uals who receive tip income. Department of Labor information shows
that for calendar year 1982 there were over 3 million tipped employees,
of which 2.3 million (77 percent) were employed by the food and bev-
erage industry. The number of these employees who are affected by the
1982 act, however, is not known. This is because (1) TEFRA applies only
to a subset of larger establishments (who may not all be complying) and
(2) no readily available data exist on the number of smaller establish-
ments not covered by TEFRA nor on the number of their tipped
employees.

IrS’ efforts for identifying and eliminating income nonreporting,
including tip income, is carried out in four RS functions—examination,
collection, returns and information processing, and criminal investiga-
tions. The examination function focuses on filers who underreport their
income while the collection function focuses on securing tax returns
from individuals who have not filed. The returns and information
processing function identifies potential underreporters and nonfilers by
matching taxpayer returns against information provided to IrS by third
parties, initiates taxpayer contact, and closes uncontested cases. The
criminal investigation function deals with cases involving illegal
activities.

The examination, collection, and criminal investigation functions are
conducted primarily by IRs district offices. IRS also encourages the dis-
trict offices to use information gathering projects to identify income
nonreporting. The objectives of these projects are to identify potential
areas of nonreporting, determine the reason for the nonreporting, and
devise the action(s) needed to reduce it.
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Chapter 1
Introduction

To help Irs identify tip income nonreporting, the Congress included in
TEFRA certain employer reporting requirements in section 314(a). These
requirements deal exclusively with the food and beverage industry. As
mentioned earlier, this industry represents the largest population of
tipped employees.

This report responds to a request from Senator David Pryor to review
IRS’ overall efforts in addressing tip income nonreporting. Specifically,
this report addresses (1) IrS’ efforts to identify and reduce tip income
nonreporting, including attempts to quantify the severity of the
problem, and (2) the impact of TEFRA’s reporting requirements on the
food and beverage industry and tip income reporting.

: : While 1rs has long considered tips as taxable income, the reporting of tip
Reportmg of Tlp income was first addressed in the Social Security Amendments of 1965
Income for Tax (Public Law 89-97) and in Public Law 89-212, also enacted in 1965,
Purposes which amended the Railroad Act of 1937 and the Railroad Retirement

Tax Act. The purpose of these legislative initiatives was to have
employees who receive tips report them as taxable income thereby
increasing their social security and retirement benefits.

Public Law 89-97 also added Section 6053 to the Internal Revenue Code.
This provision addresses the reporting of tip income. Under the provi-
sions of this section, employees who receive any tips must report them
to their employers. Tips are defined as wages or compensation to the
extent that they are paid in cash,! are equal to $20 or more for 1 month,
and are received by employees in the course of their employment for
any one employer. The tips are considered paid at the time a written
statement including such tips is furnished to the employer by the
employee, or if no statement is furnished, at the time the employee
receives the tips. Employers, in turn, are required to withhold income
and social security taxes on reported tips and remit the withheld taxes
to IRS.

1 According to IRS Publication 531: Reporting Income From Tips, cash tips include an amount a cus-
tomer voluntarily adds to the bill and the employer, in turn, gives that amount to the tipped
employee.

Page 9 GAO/GGD-86-119 Tip Income



Chapter 1
Introduction

Tax Equity and Fiscal
Responsibility Act of 1982

Section 314 of TEFRA amended Section 6053 of the Internal Revenue
Code by providing for a revised set of tip income reporting requirements
for certain large food and beverage establishments.2 Under TEFRA, these
establishments are now required to report tip-related information annu-
ally on Form 8027. This information, among other things, is to include
the gross receipts of the establishment from food and beverage opera-
tions, the amount of aggregate charge receipts showing tips, and
reported tip income.

In addition to these reporting requirements, TEFRA required employers to
“allocate’ tips among their directly tipped employees (which includes
waitresses, waiters, and bartenders) under certain conditions. Such an
allocation must occur when total tips reported by the employees to the
employer are less than 8 percent of an establishment’s gross receipts.
The employers then have the option of allocating tips to employees on
the basis of any of the following methods: (1) employee hours worked,
(2) the percentage of gross receipts attributable to an employee, or (3)
an agreement between employees and management. TEFRA stipulated,
however, that the employer can petition IRS to lower the 8 percent allo-
cation rate to as low as b percent if warranted. Employers are required
to place the tip allocation on employees’ W-2 forms, but must not with-
hold taxes from the allocation.

Deficit Reduction Act of
1984

Section 1072 of the Deficit Reduction Act of 1984 (Public Law 98-369)
provided for technical modifications to the TEFRA tip reporting require-
ments. The act amended TEFRA by reducing the minimum percentage of
gross receipts required to be allocated as tips from 5 percent to 2 per-
cent. The act also made it possible for the majority of employees of an
establishment, in addition to employers, to petition the Secretary of
Treasury to reduce the tip allocation rate. The Congress believed that
these changes were needed because the definition of a large food or bev-
erage establishment was possibly too stringent and employees should
also have the opportunity to petition the Igs for a reduction in the tip
allocation rate.

2If a tipping establishment employed more than 10 full-time equivalent employees on a typical busi-
ness day during the preceding calendar year, then it must comply with TEFRA's tip reporting
requirements.

3The allocation is an apportionment (of the amount equal to the difference between 8 percent of gross
receipts and reported tips) distributed among directly tipped employees.
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Objectives, Scope, and
Methodology

Chapter 1
Introduction

Senator David Pryor asked us to review IrS’ efforts to improve tip
income reporting and the impact of TEFRA’s tip reporting requirements
on the food and beverage industry and tip income reporting. He specifi-
cally asked that we report on

the initiatives undertaken by Irs to enhance tip income reporting,

the steps IRS has taken and plans to take to quantify tip income
reporting, and

the effects of TEFRA’s tip reporting requirements on the food and bev-
erage industry and the reporting of tip income.

To accomplish the first objective and to determine the scope and extent
of IrS’ efforts to identify tip income nonreporting before and after TEFRA
(fiscal years 1977 to 1985), we performed detailed work at 18 district
offices to determine how Irs has identified tip income nonreporting,
selected specific tip income nonreporting projects, and implemented the
provisions of TEFRA.

To accomplish the second objective of identifying Irs’ initiatives to quan-
tify tip income reporting, we reviewed the methodology IRrS used to
arrive at the 16 percent tip income reporting rate for 1981. We also
reviewed IRS’ ongoing efforts and discussed future efforts with Irs offi-
cials to determine IRS’ plans for developing a more precise estimate of tip
income reporting.

To address the third objective, we used a mixed data collection approach
consisting of a questionnaire and structured interviews. From a universe
of 43,881 food and beverage establishments that complied with TEFRA’s
reporting requirements in 1983, we selected a nationwide stratified
sample of 1,102 establishments to receive a questionnaire. We selected
the nationwide sample by using standard statistical techniques. We
stratified the sample on the basis of establishments’ gross receipts
because of congressional concerns that TEFRA's reporting requirements
may more severely impact on smaller food and beverage establishments
than larger ones. We used gross receipts to measure an establishment’s
size because the figures were readily available, and we obtained general
agreement from industry officials that this was a reasonable measure-
ment for our purpose.

We adjusted our sample from 1,102 to 961 establishments because,
during our review, 141 establishments had either closed or had been
sold. Thus, our national projections on the basis of questionnaire
responses reflect the impact of TEFRA upon those ongoing establishments
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Introduction

which complied with TEFRA in 1983. Of the 961 establishments in the
adjusted sample, 674 (or 70 percent) responded to our questionnaire.
These 674 responses project to 27,415 of 43,881 food and beverage
establishments. Appendix IV contains additional information on our
sampling methodology.

In addition to these employer questionnaires, we also used structured
interviews to obtain additional information from 29 employers and 36
tipped employees who were judgmentally selected. We used these struc-
tured interviews to obtain opinions on how the new tip reporting
requirements affected them. (For tipped employees, we used this
approach in lieu of a questionnaire because we were unable to identify a
universe of tipped employees. Due to this limitation, we are unable to
make nationwide projections on the basis of the results of the employee
structured interviews. Thus, the structured interviews do not provide a
statistically valid indication of how the tip reporting requirements
affected tipped employees in the food and beverage industry.)

In addressing our third objective, we assessed how well 1rS implemented
the rate reduction provisions contained in TEFRA, To do this we (1) iden-
tified and reviewed National Office instructions, as well as examined
each district’s rate reduction criteria, policies, and procedures; (2) ascer-
tained how consistently each office, within and among the regions,
applied its rate reduction policies; (3) determined under what conditions
IRS grants a request for a rate reduction; and (4) reviewed rate reduction
request case files.

We performed our work at IrS’ National Office, 4 of IrS’ 7 regional
offices, and 18 district offices (see app. II). We selected these locations
generally on the basis of documentation received from each of IRs’ seven
regions that identified the number of initiatives undertaken by the dis-
tricts to reduce tip income nonreporting. On the basis of this data and
input from the food and beverage industry, we selected the four regions
and 18 district offices because (1) the Southwest and Western Regions
were the most active in initiating projects to improve tip income
reporting; (2) the Midwest and North Atlantic Regions represented two
of the five less active regions and, in addition, food and beverage
industry representatives recommended that we perform work in nonme-
tropolitan areas such as those found in the Midwest Region so that our
effort would represent a cross section of the country; and (3) TEFRA gen-
erated information identified the North Atlantic and Western Regions as
having the greatest number of establishments with potentially noncom-
pliant tipped employees.
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Introduction

At each IrS location, we (1) identified the objectives, scope, method-
ology, current status, and success of each region and district’s efforts in
uncovering nonreported tip income and (2) gathered statistics on indi-
vidual projects including number of returns examined and additional
taxes and penalties assessed. Specifically, we

interviewed IRS officials involved in tip income reporting including tip
project coordinators for each region and officials responsible for indi-
vidual projects;

reviewed internal audit reports, project files, rate reduction request case
files, program plans including quarterly reports, fiscal year-end status
reports, and Audit Information Management System reports; and
reviewed the National Office’s listing of food and beverage establish-
ments having potentially noncompliant tipped employees based on an
annual information return (Irs 1983 Form 8027) resulting from TEFRA’S
reporting requirements.

Our review was conducted from May 1985 through December 1985, and

work was performed in accordance with generally accepted government
auditing standards.
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Chapter 2

IRS’ Efforts to Address Tip
Income Nonreporting
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income for tax purposes was about 84 percent—the highest nonre-
porting rate among all legal source income areas. The results of this
nonreporting was estimated at $8.5 billion in unreported tip income with
an estimated revenue loss of $2.3 billion.

Currently, each IgS region and district independently decides on the
amount of resources and types of detection methods to be used in pur-
suing nonreported tip income. We found that the regions and districts
we visited varied significantly in their pursuit of this nonreported
income. Some IRS offices were much more active and successful than
others in dealing with this issue. While two of the four regions we vis-
ited limited their efforts because of various constraints, the other two
were more active in pursuing tip income nonreporting because they
developed a strategy to offset these constraints.

IRS needs an overall strategy for addressing tip income nonreporting.
Without such a strategy, the potential will be greater for the loss of tax
revenue and the inequitable treatment of taxpayers. IRS recognizes that
more can be done and, on the basis of TEFRA-generated data, has recently
undertaken several initiatives. For example, it provided its regions a list
of establishments with potentially noncompliant tipped employees and
established a tip document matching program to better identify tip
income nonreporting. IrS also is performing a study mandated by TEFRA
on tip income reporting which should provide additional insight into the
extent and the reason(s) for nonreporting. While these initiatives will
not entirely address the issue, the information from these efforts should
help 1rs formulate an overall strategy for addressing tip income
nonreporting.

This chapter identifies and highlights the various initiatives of four Irs
regions for pursuing the nonreporting of tip income and their use of
TEFRA-generated data, discusses IRS’ newly established tip document
matching program, and describes the Service’s research efforts to quan-
tify the tip income reporting problem.
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Chapter 2
IRS’ Efforts to Address Tip
Income Nonreporting

IRS’ Initiatives to
Reduce Tip Income
Nonreporting Vary
Significantly Among
IRS District Offices

IS has not developed an overall strategy for identifying and reducing
tip income nonreporting. Therefore, initiatives to improve tip income
reporting are usually the results of localized interest and commitment.
Also, IRs has not designed an overview and evaluation process to specifi-
cally monitor tip income efforts conducted by regional and district
offices.

On the basis of our work in 18 district offices within four Irs regions, we
found that initiatives to improve tip income reporting varied signifi-
cantly. The results of their efforts are shown in table 2.1 which high-
lights tip income reporting initiatives for fiscal years 1977 through
1985.

Table 2.1: Results of Completed Tip
Income Nonreporting Projects
Conducted by 18 Districts in Four IRS
Regions During Fiscal Years 1977
Through 1985

L |
Amount ot
additional
Numberof  taxes and

Number of tax returns penalties Amount per

Regions tip projects examined assessed return
Western (five districts) 292 34,456 $61,077,624 $1.773
Southwest (three districts) 1292 6,456 4,884,506 757
Midwest (six districts) g0 647 456,943 706
North Atlantic (four districts) 2° 365 522,413 1,431
Total 4314 41,924 $66,941,486

2The three districts in the Southwest Region had conducted 130 projects; however, information was not
available on the results of 1 of the projects.

bThe six districts in the Midwest Region had conducted 19 projects; however, information was not avail-
able on the results of the other 11 projects.

°The four districts in the North Atlantic Region had conducted six projects; however, information was
not available on the results of the other four projects.

9Most of these projects focused on the food and beverage industry.

As shown in table 2.1, the Western and Southwest Regions were much
more active than the North Atlantic and Midwest Regions in conducting
projects to identify the nonreporting of tip income in terms of tax
returns examined and additional taxes and penalties assessed.
According to Igs officials in the North Atlantic and Midwest Regions,
their efforts were limited due to the following constraints:

The inability to readily obtain information that would identify potential
tip income nonreporting.

Higher priority work such as tax shelters limited the degree of resources
that could be directed toward tips.
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Chapter 2
IRS’ Efforts to Address Tip
Income Nonreporting

The dollar yields from tip income projects were not high enough to meet
district examination selection criteria dollar yields.

The Western and Southwest Regions encountered similar constraints
and work priorities but still were active in pursuing the tip income
nonreporting issue. The difference occurred because these two regions
developed a strategy that included selection criteria and a computerized
system that offset these constraints to the extent that they could
actively pursue tip income nonreporting. The computerized system made
the pursuit of tip income nonreporting economically feasible because it
enabled these regions to process, in a timely manner, large volumes of
tip-related information essential for identifying nonreported tip income.
The selection criteria allowed the regions to identify establishments
with a large number of potentially noncompliant tipped employees,
thereby enabling them to better target scarce audit resources.

In 1977, the Western Region developed a computerized system which
reconstructs tip income information. The system computes

the employee’s tip income, which should have been reported, on the
basis of information derived from a formula;?

the unreported tip income by taking the difference between what should
have been reported on the basis of the above-mentioned formula and
what was actually reported; and

additional income and social security taxes and interest owed.

The system also generates various reports and notices which identify
tipped employees’ assessed tax liabilities.

According to officials in the Western Region, since the system computer-
ized numerous tedious calculations, it enabled districts to examine many
more establishments with tipped employees than were possible using
manual methods. While all the district officials could not provide spe-
cific information on the time saved, some estimated that use of the
system has reduced the time expended on tip nonreporting projects by
at least 30 percent and in some cases as high as 75 percent. According to
these officials, yields from tip nonreporting projects generally equalled
or exceeded the yield from examination cases selected by the district’s
examination selection criteria.

“The formula, known as the McQuatter's Formula, reconstructs tip income using a method which
incorporates factors such as the average tip per charge receipt, sharing of tips among employees, and
a “stiff” factor for customers who leave no tips to arrive at an hourly tipping rate at each
establishment.
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Chapter 2
IRS’ Efforts to Address Tip
Income Nonreporting

Further, the districts in this region supplemented the computerized
system by establishing criteria for selecting establishments with poten-
tially noncompliant tipped employees. Such selection criteria included
leads from ongoing corporate and partnership examinations, establish-
ments with a large number of tipped employees, analyses of employers’
quarterly tax returns, and establishments that had not been examined
for several years. This criteria allowed IRS to target potentially noncom-
pliant tipped employees, thereby enabling them to better use limited
resources.

After learning about the positive results the Western Region was experi-
encing with its computerized tip income system, the Southwest Region
also decided to utilize the system to pursue tip income nonreporting and
approved a regionwide effort in 1982. According to district officials,
their results were similar to those that had been achieved by the
Western Region. For example, yields from their tip nonreporting projects
also equalled or exceeded the yield of examinations which were selected
on the basis of the district’s selection criteria. Similar to the Western
Region, the districts in the Southwest Region also established criteria for
selecting establishments for tip projects. The criteria included an estab-
lishment’s location, type of clientele, number of employees, leads from
corporate examinations, and personal knowledge and experience of rev-
enue agents.

While National Office officials are aware of the approaches used by the
Western and Southwest Regions, they have not yet evaluated them for
Service-wide applicability. According to National Office officials, they
did, however, review the Western Region'’s tip income approach to deter-
mine its use for the nationwide tip study mandated by TEFRA. As a result
of this review, they concluded that the Western Region’s approach
would require a significant amount of staff training to implement and
therefore would have prohibited the timely completion of the study.
These officials said that Igrs plans to broaden its evaluation to determine
the Service-wide applicability of this approach as part of its effort to
develop an automated examination system. This proposed system is
scheduled for implementation in 1989,

Considering the additional revenue generated by the Western and South-
west Regions’ tip nonreporting projects and the more efficient use of
resources as noted by officials from the two regions, IrS should evaluate
the approach for Service-wide use. This evaluation would place IrRSin a
better position to identify the possible benefits to be gained on a Service-
wide level.
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IRS’ Document
Matching Program for
Tip Income

In October 1984, 1rS headquarters attempted to overcome some of the
constraints cited by the North Atlantic and Midwest Regions by pro-
viding to the regions TEFRA-generated data from calendar year 1983
Form 8027 which could be used to identify potential tip income nonre-
porting. However, the data was not used extensively at that time
because IRS headquarters also advised the regions and districts not to
initiate any tip projects if such an effort would limit the resources
needed for the tip study mandated by TEFRA. According to officials in
IRS’ National Office, the Service plans to continue this effort. In fact,
during January 1986, the National Office sent to the regional offices
TEFRA-generated tip income information for calendar year 1984. We sup-
port the continuation of this effort. Information made possible by TEFRA
is an important component in developing an overall approach for
addressing tip income nonreporting.

While two of the four RS regions we visited had a strategy for over-
coming the obstacles in the pursuit of nonreported tip income the other
two regions did not. Tip income nonreporting efforts of the less active
regions were limited and the noncompliant tipped taxpayers in these
regions were less likely to be identified. In contrast, in the more active
regions, noncompliant tipped taxpayers had a greater chance of being
identified and pursued. In the absence of a more coordinated approach,
the potential for the loss of revenues from nonreported tip income and
the inequitable treatment of tipped taxpayers will be greater.

Although Irs districts were not extensively using TEFRA’s information in
their tip efforts, the National Office has begun incorporating such infor-
mation into its ongoing Information Returns Program (IrRp)—a computer-
ized program where third-party information is matched with the income
reported on individual tax returns. IRS uses this program to identify situ-
ations of potential unreported income and/or nonfiling of tax returns.

As previously mentioned, TEFRA requires an employer to allocate tips
among directly tipped employees when total tips reported by employees
to the employer do not equal at least 8 percent of gross receipts. The
difference between the 8 percent of gross receipts and what was
reported as tip income by the employees to the employer is then allo-
cated among directly tipped employees. The employer, in turn, is
required to record this allocation on each employee’s W-2 form and for-
ward it to IrS. In 1985, the IRP program began matching allocated tip
income and wages reported on the W-2’s with income reported on indi-
vidual tax returns.
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IRS’ Efforts to
Quantify Tip Income
Nonreporting

After the matching process is completed, follow-up work is to be con-
ducted by RS’ 10 service centers. If the results of the matching process
show a difference between the amount on the W-2 form and the amount
of wages declared on the individual tax return, service centers are to
mail notices to taxpayers requesting documentation to substantiate the
correct amount. If taxpayers fail to submit acceptable and adequate doc-
umentation, the allocated tips are to be considered correct and are to be
used to make tax adjustments.

This document match program should be an excellent tool for detecting
those individual taxpayers who received an allocation but did not
include it on their tax returns. However, this system does not include
those tipped employees who did not receive an allocation but may have
underreported their tip income. Even so, this program, coupled with a
more active regional/district effort, should enhance IrS’ overall efforts
in reducing the nonreporting of tip income.

For a number of years, IRS has been doing research to better quantify tip
income reporting. During congressional hearings on TEFRA, IRS testified
that the reporting rate for tip income was estimated to be 16 percent in
calendar year 1981. To arrive at this estimate, IRS used Bureau of Eco-
nomic Analysis in-house estimates of tip income and Social Security
Administration information on tips in connection with social security
taxes. IRS officials stated that the 16 percent rate was the most reason-
able estimate based on available information at the time. They also said
that with new information provided under TEFRA’s provisions and addi-
tional tip compliance studies, a more precise estimate can be developed.

To develop a better estimate, IRS contracted with the Survey Research
Laboratory of the University of Illinois to conduct research on esti-
mating tip earnings. The study’s approach is to interview the consumer.
The data will be based on a national consumer panel composed of 12,800
households whose members are required to maintain a diary of all tip-
ping occasions. According to IRS documents, the data will be used to help
construct a table of tipping rates by industry, occupation, geographical
distribution, and any other criteria which are found to be material. The
most recent information derived from this research effort showed that
tipping by American households totalled at least $9.5 billion in 1984 and
tip rates, tips as a percentage of individual expenditures on all occasions
(including nontipping occasions), were 12.1 for eating places, 9.5 for
barber and beauty shops, 17.9 for taxi service, and 15.3 for bars and
drinking places.
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An additional effort to better understand and quantify tip income
reporting is mandated by TEFRA. TEFRA requires the Secretary of the
Treasury to conduct a compliance study for the tipping industry (food
and beverage) and prepare a report for the Congress. The legislation
mandates that the study include an analysis of tipping patterns, tip-
sharing arrangements, and tip compliance patterns. According to an IRS
official, fieldwork began in November 1985 and is expected to be com-
pleted in April 1987, and the report is scheduled to be issued in
December 1987.

According to an Irs official, it is expected that the resulting report will
contain recommendations to the Congress and/or Irs on possible changes
needed to improve IRS’ tip income reporting activities. The combination
of this study and the research effort by the University of Illinois should
provide IRS with more information to better address the issue.

Conclusions

IRS estimated that in 1981, the rate of tip income reporting was the
lowest among all legal source income categories. Efforts to identify and
reduce this nonreporting, however, have been limited and fragmented.
Each IRs region and district independently decides on the amount of
resources and types of audit techniques used to address this issue. Of
the four regions we visited, two were more active in pursuing the issue
than the other two. The constraints cited by the two less active regions
for their limited effort seemed to have been overcome by the other two
regions. These regions were able to devise a strategy which included
selection criteria and a computerized system, which allowed them to
make inroads into reducing tip income nonreporting.

While 1rS National Office officials are aware of these approaches, they
said that they have not yet evaluated them for Service-wide applica-
bility. Considering the additional revenue generated by the Western and
Southwest Regions, and the more efficient use of resources as noted by
officials from these regions, the National Office should determine the
Service-wide applicability of the approaches. National Office officials
said IRS does plan to evaluate the Western Region’s approach for Ser-
vice-wide use as part of its effort to develop an automated examination
system which is scheduled to be implemented in 1989. This evaluation
would place IRS in a position to identify the possible benefits to be gained
on a Service-wide level.

IrS should formulate an overall strategy and monitoring system for
addressing the nonreporting of tip income on a Service-wide basis.
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TEFRA’s mandated tip study scheduled to be completed in December 1987
should provide 1rs with the information needed to develop this strategy.
This study, coupled with the document matching program for tip
income, information now available because of TEFRA’s reporting require-
ments, and experience gained from the Western and Southwest Regions’
tip income reporting work, places IRS in a good position to comprehen-
sively address the issue. Without such a strategy, the potential will be
greater for the loss of tax revenue and inequitable treatment of
taxpayers.

Recommendation

To enhance the Service's efforts to improve compliance with the
requirements for reporting tip income, we recommend that the Commis-
sioner of Internal Revenue formulate and implement an overall strategy
for identifying and reducing tip income nonreporting. In formulating
this strategy, the Commissioner should, in conjunction with providing
TEFRA tip income information to the regional and district offices,

identify and evaluate for Service-wide applicability those detection
techniques and tools which have been proven effective in conducting tip
income reporting projects and communicate this information to all Irs
regions and districts and

design and implement an overview and evaluation process to monitor
the progress of tip enforcement activities, identify potential problem
areas, and devise the action(s) needed to deal with them.

Agency Comments and
Our Evaluation

The Acting Commissioner of Internal Revenue, in commenting on a draft
of this report (see app. V), agreed with the general thrust of the report.
He also highlighted various activities that the Service has underway
which will aid in formulating and implementing an overall strategy for
identifying and reducing tip income nonreporting. These activities
include (1) performing a congressionally mandated study which will
provide information on levels of tip nonreporting and the types of estab-
lishments and geographical areas where potentially noncompliant
tipped employees work; (2) communicating to all IrS regions detection
techniques and tools which have been proven effective in reducing tip
income nonreporting; (3) identifying, through the use of TEFRA-generated
data, those establishments which employ potentially noncompliant
tipped employees and providing this data to IrS’ regions and districts for
follow-up consideration; and (4) identifying tip income projects being
conducted throughout the system and comparing them on a national,
regional, and district basis.
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Administrative Costs
Associated With
Implementing TEFRA

Most of the food and beverage establishments responding to our ques-
tionnaire indicated that implementing TEFRA’s reporting requirements
has not been as costly as originally envisioned. Qur data also shows that
the amount of additional tip income reported by the employers to IrS has
increased since TEFRA’s implementation. Further, employees in the food
and beverage industry expressed mixed views about TEFRA’s impact on
them.

We also obtained data on IRS’ process for administering TEFRA’S provision
which permits employers to petition IgS for a reduction from the
reporting of 8 percent of gross receipts as tip income. Based on this data,
we found that Irs’ district offices in the four regions were using dif-
ferent criteria when assessing the merits of these requests. Under the
current process, the subjectivity and varying methods for evaluating
rate reduction requests may result in different decisions being reached
for similar requests.

Certain industry segments had projected that the average food and bev-
erage establishment would spend approximately $6,000 in calendar year
1983 in order to comply with TEFRA; however, our survey shows the
actual cost to have been substantially lower for most of our sample.
Based on the responses to our questionnaire, we project that out of a
universe of 27,415 food and beverage establishments, at least 21,604
experienced an initial cost to comply with TEFRA and, of these, 14,664, or
about 68 percent, had an initial cost of $2,000 or less. Further, we pro-
ject that out of the universe of 27,415 establishments, at least 21,483
have experienced recurring cost and 15,065, or about 70 percent, of
these establishments are experiencing annual costs of $2,000 or less.

Cost of Complying With
TEFRA

Due to congressional concerns indicating that TEFRA’s requirements
might have a more severe impact on smaller establishments than upon
larger ones, we stratified our questionnaire sample on the basis of gross
receipts as reported to IRS for calendar year 1983. We used gross
receipts to measure an establishment’s size because the figures were
readily available, and we obtained general agreement from industry
officials that this was a reasonable measurement for our purposes.
Table 3.1 shows by gross receipts the initial cost incurred by various
size companies to implement TEFRA’s tip provisions.
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|
Table 3.1: Food and Beverage Establishments’ Initial Cost of Implementing TEFRA’s Reporting Requirements

Establishment size by gross receipts

$1,000,000 Total
$1t0 $50,000to $100,000to $250,000t0c $500,000 to to $10,000,000 establish-
Start-up cost $49,999 $99,999 $249,999 $499,999 $999,999  $9,999,999 and over ments
$1-$500 493 421 1,820 2,649 1,593 680 1 7,657
$501-$1,000 79 211 832 866 1,003 204 1 3,196
$1,001-$1,500 64 79 468 408 472 510 4 2,005
$1,501-$2,000 35 184 364 255 531 374 3 1,806
over $2,000 127 105 728 815 826 1,021 4 3,626
Cannot estimate 222 237 676 917 885 374 3 3,314
Subtotal 1,080 1,237 4,888 5,810 5,310 3,163 16 21,604
No cost 32 26 0 0 177 0 0 235
Total 1,112 1,263 4,888 5,910 5,487 3,163 16 21,839

3The difference between this total and the universe of 27,415 represents those establishments which
did not respond to questions regarding cost and those establishments for which we were unable to
determine their gross receipts.

As table 3.1 indicates, the cost most frequently given for complying with
TEFRA ranged from $1 to $500. Also, as mentioned previously, we project
that about 68 percent (14,664/21,604 = 68 percent) of the establish-
ments that incurred initial cost had a cost of $2,000 or less to implement
TEFRA, which is significantly below the $6,000 cost initially estimated by
the food and beverage industry. Table 3.2 shows the nature of the
expenditures for which the establishments had incurred the additional
cost.

O
Table 3.2: Type of Cost Incurred by Food and Beverage Establishments to Implement TEFRA®

Establishment size by gross receipts

$50,000 $100,000 $250,000 $500,000 $1,000,000

$1to to to to to to $10,000,000
Type of cost $49,999 $99,999 $249,999 $499,999 $999,999  $9,999,999 and over Total
Overtime 620 474 2,184 2,700 2,773 1,667 11 10,429
Use of consultants 461 579 2,496 3,668 2,360 1,463 4 11,031
Hired additional employees 127 342 572 1,477 1,416 864 3 4821
Purchased computer software 667 579 2,765 2,343 2,006 1,871 11 10,232
Purchased computer 32 53 416 917 531 306 0 225
Other 143 132 520 1,172 944 204 0 3115

2Because some establishments incurred more than one type of cost, the totals in this table do not agree
with the totals in table 3.1.
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Our analysis of establishments’ responses shows that some establish-

ments incurred more than one type of cost to comply with TEFRA’S
reporting requirements. As table 3.2 shows, the most commonly

incurred cost items for all size companies were overtime, use of consul-
tants, and the purchase of computer software. The item cited the least

for incurred cost was the purchase of a computer.

Further analysis of our questionnaire responses shows that in addition
to initial implementation cost, food and beverage establishments also

incurred recurring cost associated with TEFRA’s reporting requirements.
Table 3.3 shows the recurring cost categorized by various size food and
beverage establishments.

]
Table 3.3: Annual Recurring Cost Encountered by Food and Beverage Establishments in Complying With TEFRA’s Reporting

Requirements

Establishment size by gross receipts

$50,000 $100,000 $1,000,000
$1to to to $250,000t0 $500,000 to to $10,000,000

Recurring cost $49,999 $99,999 $249,999 $499,999 $999,999  $9,999,999 and over Total
$1-500 302 606 2,184 2,445 1,652 646 1 7,836
$501-81,000 318 237 936 611 944 578 9 3,633
$1,001-$1,500 48 53 260 560 590 306 2 1,819
$1,501-$2,000 64 105 312 306 649 340 1 1,777
over $2,000 95 105 468 408 531 918 2 2527
Cannot estimate 254 105 676 1,375 1,003 476 2 3,891
Subtotal 1,081 1,211 4,836 5,705 5,369 3,264 17 21,483
No cost 32 53 104 204 118 34 0 545
Total 1,113 1,264 4,940 5,909 5,487 3,298 17 22,028

2The difference between this total and the universe of 27,415 represents those establishments which

did not respond to questions regarding cost and those establishments for which we were unable to

determine their gross receipts.

We project that for most establishments experiencing recurring cost,

(15,065/21,483 = 70 percent) that cost is $2,000 or less. Of these, the

most frequently cited range of recurring cost in our questionnaire

responses was $1 to $500.
TEFRA'’s Impact on Tip The tip incomg reporting requirements mandated by TEFRA appear to

. have resulted in an increase in tip income reporting. This was evidenced

Income RePOI'tlng by our analysis of tip income information reported to IrRS on Form 941 by

the employers who owned the establishments in our sample and by the
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responses to our questionnaire. Form 941 is the quarterly federal tax
return employers use to report the withholding of income and social
security taxes. Line 7a of the form is used to report the amount of tip
income reported to employers by employees.

As illustrated in figure 3.1, our analysis of the tip income information
submitted to RS on Form 941 by the 600 employers who owned the
1,102 establishments in our sample showed that reported tip income in
their establishments increased from about $300 million in calendar year
1982 to over $600 million in calendar year 1983. It should be noted that
these employers also owned other establishments besides those included
in our sample. Because the tip income information reported by
employers on Form 941 is consolidated and does not identify each estab-
lishment of an employer, our analysis had to include all establishments
owned by these employers—not just the establishments in our sample.

Figure 3.1: Tips Reported by
Employees to the Employers in GAO’s
Questionnaire Sample

700  (Doliars in Milhions)

600

500

300

79 80 81 82 83 84
(Calendar Year)
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Views of Certain Food
and Beverage
Employees About
TEFRA’s Impact on
Them

In addition, we project from our questionnaire responses that out of a
projected universe of 20,084 food and beverage establishments, at least
16,280 (81 percent) would attribute, to some extent, the increase in tip
income reporting to TEFRA. Although we cannot attribute all of the
increase in reported tip income to TEFRA, it appears that TEFRA did
promote better tip income reporting. According to IRS, TEFRA increased
tip income reporting by 108 percent on an annual basis between 1982
and 1983, representing an additional $1 billion in reported tip income
for 1983.

During the course of our work, we judgmentally selected and inter-
viewed 36 employees from 29 establishments. Although those inter-
viewed had various concerns pertaining to TEFRA’S requirements, the
concerns most frequently raised centered around the unfairness they
believed was associated with (1) the fact that TEFRA’s provisions do not
pertain to indirectly tipped employees (busboys, service bartenders) and
(2) the allocation of tip income among directly tipped employees on the
basis of hours worked.

A number of directly tipped employees stated that TEFRA’S requirements
discriminated against them since other types of tipped employees did
not receive tip allocations. They stated that indirectly tipped employees
rarely report tips which they receive from directly tipped employees
thereby, in some instances, requiring employers to allocate tips among
the directly tipped employees. As discussed earlier, the allocation pro-
cess occurs when total tips reported by employees to their employers do
not represent 8 percent of gross receipts. Consequently, if indirectly
tipped employees failed to report all of their tips, the total tips reported
might be less than 8 percent of gross receipts. This would require the
employer to allocate the difference among directly tipped employees.

Some employees also stated that employers’ use of employee hours
worked as the basis for allocating tips leads to inequities in the amount
of tip income allocated. As previously mentioned, when allocating tips,
an employer has the option of either basing the allocation on employee
hours worked or the percentage of gross receipts attributable to an
employee. In reference to the “hours worked” method, most complaints
came from those employees who worked day rather than night shifts.
They stated that allocating tips based on hours worked leads to undue
tip income allocations for day employees who work the same number of
hours as evening employees but receive less tip income.
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IRS’ Administration of
the Rate Reduction
Process Varies

We do not know the frequency with which such situations may occur.
However, even in such situations, no taxes would be withheld on allo-
cated tips. Furthermore, if the employee could substantiate with ade-
quate records that the allocated tip income was not earned, then it
would not be considered as taxable income.

Our audit work at 18 district offices within four IRS regions showed that
IRS needs to improve its administration of TEFRA’s provision which per-
mits employers to petition Irs for a reduction from the reporting of 8
percent of gross receipts as tip income. The various methods used by IRS
districts to review the merits of a rate reduction request were different
and could result in inequitable treatment of tipped employees working
for establishments applying for rate reductions. Although we recognize
that total consistency is impossible, we believe that IrRS can improve the
situation.

When the Congress passed TEFRA’S tip provisions, certain safeguards
were included with the intent that the provisions would not adversely
affect employees of food and beverage establishments. One such safe-
guard permits employers to petition IrS for a reduction from the
reporting of 8 percent of gross sales as tip income provided the
employer can justify a lower rate. The Commissioner of IrS delegated the
responsibility for granting rate reductions to the directors of Irs district
offices.

Although the National Office’s guidelines for implementing TEFRA’s rate
reduction provisions outline the documentation needed to accompany a
rate reduction request, they do not contain procedures on how the data
should be analyzed. The National Office guidelines, formalized into Rev-
enue Procedure 85-4, stated that a request should include such informa-
tion as an establishment’s gross receipts, location, and type of clientele.
However, the National Office did not provide accompanying instructions
to field officials on how to evaluate the data when making decisions on
rate reduction requests. In addition, IrS did not establish a monitoring
process to identify how each district implemented this review process.
As a result, IRS is not in a good position to identify problem areas and
the action(s) needed to correct them. We found that various methods of
evaluation were being used by the four regions we visited.

North Atlantic Region

Three of the four districts we visited in the North Atlantic Region—
Boston, Buffalo, and Manhattan—prepared standard letters to request
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from employers the information outlined in the general guidelines pro-
vided by headquarters. Albany based its determination on the initial
information submitted by employers. Once the necessary information
was obtained, districts had to evaluate the facts, evidence, and circum-
stances to determine whether a lower rate was justified. IRs district
agents told us that the National Office instructions had provided no
guidance on the circumstances, conditions, or reasons that could war-
rant a lower rate. They also said that the process was subjective since
most of the establishments requesting a rate reduction did not accept
credit cards upon which a tip rate could be determined and there were
no written records of tips earned. Even with the information establish-
ments were asked to provide, agents said they could not evaluate the
validity of tip rates at cash-only establishments. They had to use less
objective factors, such as location and types of customers served, to
evaluate an establishment’s tipping rate.

As a consequence, determinations in these districts were based primarily
on the reviewing official’s familiarity with an establishment’s opera-
tions. Thus, some officials believed that different conclusions could be
reached based on the same information.

Western Region

The five districts we visited in the Western Region required an employer
to complete a questionnaire and submit certain documents or informa-
tion as outlined by the general instructions provided by IRS headquar-
ters. In four of the five districts, a revenue agent sometimes visited an
establishment before deciding to grant or deny a request.

In arriving at a decision, each district applied different standards. The
Los Angeles District required a completed questionnaire and a field visit
to each establishment during which the IRS agent was to review sales
records and payroll registers, sample charge sales receipts, and inter-
view employees and employers. The agent usually noted the restau-
rant’s quality, size, location, and type of clientele and their tipping
practices. To varying degrees, the Seattle, Honolulu, and Las Vegas Dis-
tricts followed similar procedures. Unlike the other four districts, San
Francisco did not make field visits. Instead, the district’s decision was
based primarily on information submitted by the employer.

Officials in all five districts had no specific criteria on which to base
their decisions on rate reduction requests. For example, one district offi-
cial told us that some decisions were based on an ‘“educated guess” of
the tipping rate. Another official said that decisions generally involved a
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“judgment call” as to whether information submitted by the employer
should be accepted at face value.

Midwest Region

Our visits to six districts within the Midwest Region also disclosed var-
ious approaches used in making rate reduction request decisions.
Approaches differed regarding the information each district required
from the requester and the methodology for reviewing applications.

With the exception of Helena, all of the districts requested additional
information beyond that included in Revenue Procedure 85-4. This addi-
tional information ranged from establishments’ type of entertainment to
the hourly wage rates for employees. While the St. Paul and Fargo Dis-
tricts placed heavy emphasis on information regarding the charged tip
rate, the Omaha, Chicago, and St. Louis Districts did not request such
information. In contrast, Chicago and St. Paul were the only districts
that requested information on the use of tips to meet the minimum wage
requirements.

The districts not only required different information but also assessed it
differently when determining whether to grant a rate reduction. In the
Helena and Omaha Districts, the decision on whether to grant a rate
reduction was based on a reviewer’s judgment of the data submitted
with each rate reduction request. In contrast, St. Paul and Chicago Dis-
trict officials based their decision on multiple reviews and generally
required a consensus before approving or rejecting a rate reduction
request. Conversely, the St. Louis District used a weighted point system
to evaluate each component of supporting documentation in a rate
reduction request. The system was developed by the Southwest Region
and is discussed in the following section.

Southwest Region

The Southwest Region developed a rate reduction implementation
package which it distributed to its districts in June 1983. According to
regional officials, the package was developed to provide a consistent
approach and to reduce the subjectivity in the rate reduction process.
Two of the three IRS districts we visited were using the region’s rate
reduction approach. However, officials in the other district told us they
supplemented the regional approach to meet the district’s needs.

The regional package consisted of form letters for corresponding with

taxpayers and instructions for making rate reduction determinations.
This region primarily used a weighted point system for considering the
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information when reviewing requests. Weights were assigned to factors
such as type of operation, alcoholic beverages as a percent of sales, type
of clientele, sales volume, and menu pricing. The revenue agent
reviewing the rate reduction request assigned a weighted value to the
factors of an establishment and the weights were added to arrive at a
total point value for an establishment. The total point value was then
compared to a chart which listed total point ranges and corresponding
tip rates. On the basis of this, a request for relief from the reporting of 8
percent of gross sales as tip income was either granted or denied.

Of the three IrS districts we visited in the Southwest Region—Albu-
querque, Dallas, and Denver—we found that Albuquerque and Dallas
for the most part followed the region’s approach. An Albuquerque offi-
cial stated that he strongly supported the approach because he felt that
it assured consistent and objective treatment of all requesters. A Dallas
District official who reviewed rate reduction requests stated that it was
the district’s policy to use the region’s approach as a guideline.

Conversely, a Denver District official stated that the Southwest Region’s
package is only one of several factors used to determine rate reductions
in this district. According to the official, the district also used the
reviewer’s knowledge of the establishment, specific case information
requested by the district (e.g. charged tip rate), and the University of
Ilinois Consumer Tipping Study. Further, another district official stated
that the point value approach does not consider all factors such as the
average tip per charged receipts, wages paid to employees, or employee
turnover. Thus, the district supplements the regional package with addi-
tional information.

Even though the Southwest Region was the only one of the four Irs
Regions we visited that attempted to develop a uniform rate reduction
process, we found that this region’s process was being applied differ-
ently by one of the three districts we visited. Therefore, as in the other
three IRS regions, the potential for the inconsistent treatment of tax-
payers existed within the Southwest Region.

It appears that food and beverage establishments regardless of their size
have not incurred the cost to implement TEFRA that some industry repre-
sentatives originally envisioned. Our questionnaire responses indicate
that about 68 percent of a projected 21,604 establishments which
incurred initial cost in complying with TEFRA experienced a cost of
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Recommendation

Agency Comments and
Our Evaluation

$2,000 or less and about 70 percent of 21,483 establishments expe-
rienced an annual recurring cost of $2,000 or less. Certain industry seg-
ments had projected that the average establishment would spend
approximately $6,000 in 1983 to comply with TEFRA.

The tip income reporting requirements mandated by TEFRA appear to
have resulted in an increase in tip income reporting. Our analysis of tip
income information reported to IRS by the employers in our question-
naire sample showed that tip income had increased from about $300 mil-
lion in calendar year 1982 to over $600 million in calendar year 1983. In
addition, we project from our questionnaire data that out of a universe
of 20,084 food and beverage establishments, at least 16,280 (81 percent)
establishments would attribute the increase in the reporting of tip
income to some extent to TEFRA.

An analysis of IrS’ process for reviewing employers’ requests for a
reduction from the mandatory reporting of 8 percent of gross receipts as
tip income shows that improvements are needed. Currently, IRS district
offices are using various approaches when determining if an employer’s
rate reduction request is warranted. Therefore, the rate reduction pro-
cess used by IRS regions and districts we visited is not uniform and cre-
ates a situation that can promote unintended inequitable treatment of
taxpayers. Further, RS does not have a process to monitor how district
offices are implementing the rate reduction review process. Although it
is not possible to eliminate all of the subjectivity from the rate reduction
process, more standardized instructions on how to analyze the informa-
tion and more oversight would provide better assurance of a more con-
sistent Service-wide approach.

To reduce the inconsistencies in the rate reduction process, we recom-
mend that the Commissioner of Internal Revenue (1) establish uniform
criteria and standard procedures for reviewing employers’ requests for
a reduction from the reporting of 8 percent of gross receipts as tip
income and (2) monitor the implementation of the review process to
assure a reasonably consistent Service-wide approach.

In responding to a draft of our report, IrS commented that while it will
issue instructions on how the information contained in a rate reduction
request is to be evaluated, this is a subjective area that does not lend
itself to uniform criteria. IrS also said that it will require the regions to
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more closely monitor the process to ensure consistent treatment of
applicants.

We agree that it is not possible to eliminate all of the subjectivity from
the rate reduction process and made that point in our conclusions. The
thrust of our recommendation was to reduce the amount of subjectivity
that presently exists. We used the phrase “uniform criteria” in our rec-
ommendation to emphasize to IRS the need to eliminate as much subjec-
tivity as possible. IRS’ action is responsive to the thrust of our
recommendation.
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Request Letter

PAVID PRYOR commITriIE:
2RKANSAS AGRICULTURE, NUTRITION, AND
£ FORESTRY

RussiL, SEnaTE OFRICE BuiLDING FINANCE

Wasnington, D C. 20510

on Tiess Rnited States Senate e s o e

ARKANSAS OPRICE: WASHINGTON, D.C. 20510
3030 FEOTRAL BUiting
LITTLE ROCK, ARKANSAS 72201 August 27, 1984
(501) 378-8338

The Honorable Charles A. Bowsher
Comptroller General of the United States
U.S. General Accounting Office

441 G Street, NW

Washington, DC 20548

Dear Mr. Bowsher:

During Congressional consideration of the Tax Equity and
Fiscal Responsibility Act of 1982 (TEFRA), there was considerable
debate about the provisions relating to tip income. There were
allegations of substantial noncompliance with income tax pro-
visions, but questions were raised about the validity of data
used in support of these allegations.

Nevertheless, the 1982 Act authorized IRS to impose additional
reporting requirements on owners of certain food and beverage
establishments that employ individuals who receive tips. Those
employers are now required to make paper allocatiomns of tip in-
come to their tipped employees so that the total amount of tips
reported on informational returns to IRS equals or exceeds 8
percent of the gross receipts of the establishment.

I would request that GAO examine the implementation of
TEFRA's new tip reporting requirements and report on

--efforts to quantify the tip income noncowpliance
problem,

--major problems IRS encounters in dealing with tip
nonreporting,

--types of problems employers and their employees in
the food and beverage industry have with the new
reporting requirements,

--success of the new reporting requirements in promoting
better compliance.

I am concerned about noncompliance, but I am also concerned
about the burden TEFRA's new reporting requirements may be placing
on food and beverage employers in terms of requirements for record-
keeping, reporting, and allocation of income. I would like a report
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Mr. Bowsher
Page Two

on the status of implementation of the 1982 provisions and any
suggestions you may have about alternative or supplemental procedures
to address this matter in a way that minimizes the burden on all
parties involved.

I appreciate your consideration in regard to this matter.

Sincerely,

LYy

David Pryor
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Field Locations

In addition to IR’ National Office in Washington, D.C., we performed
work at the following locations:

IRS Regional Offices IRS District Offices
Midwest Region (Chicago, IL) Chicago, IL
Fargo, ND
Helena, MT
Omaha, NE
St. Louis, MO
St. Paul, MN
North Atlantic Region (New York, NY) Albany, NY
Boston, MA
Buffalo, NY
Manhattan, NY
Southwest Region (Dallas, TX) Albuquerque, NM
Dallas, TX
Denver, CO
Western Region (San Francisco, CA) Honoluly, HI
Las Vegas, NV
Los Angeles, CA
San Francisco, CA
Seattle, WA
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Summary of Responses by the Food and
Beverage Industry on the Impact of TEFRA’s

Tip Income Report

ing Requirements

INTRODUCTION

The U.S. Ganeral Accounting Of-
fice (GAD), an agaency of the Congrass,
is evaluating the Internal Revenue
Service's (IRS') operations concerning
tip income. The GAQ is not a part of
any other faderal agency, including
IRS. Tha purpose of this question-
naire is to obtain information in or-
dar to respond to a congressional re-
quest for GAO to determine the effects
IRS' 1983 tip incoma reporting re-
quirements have had upon (1) tha food
and bavaraga industry and (2) tip in-
coma reporting. Your response will
halp us reply to tha congrassional
requaest.

Thae questionnaire is meant to be
answaered by an individual(s) familiar
with IRS' Form 8027 and related in-
structions which cover tip income
reporting requirements. When we refgr

hat ficula tablist £ b
name and address appgsar on the covar
letter.

Throughout this quastionnaire
thaere arae numbers printed within
parenthases to assist our keypunchers
in keying responsaes for computaer
analysis. Please disregard thesae num-
bers.

Your responses will be trgated
individuals wi ai
to any other agency. IThey will be

ined with okt y ! ]
in symmary form to the Congress. The

|
1
I
1
|
|
|
|
]
]
|
!
!
]
|
{
|
l
|
!
!
|
|
i
|
|
|
|
|
|
|
|
|
|
|
|
|
1
|
|

SURVEY OF THE INTERNAL REVENUE SERVICE'S
REPORTING REQUIREMENTS ON THE
FOOD AND BEVERAGE INDUSTRY

questionnaire is numbered only to aid
us in our followup efforts and will
not ba used to identify you with your
response. After the quastionnaires
have baeen processaed, the link betwaeen
your astablishment and your rasponsaes
will be destroyed and no one will be
able to tell how you or any other aes-
tablishments answared.

The questionnaire can be com-
plated in about 15 minutws. Most (f
the quaestions can be easily answared
by chacking boxes or filling in
blanks. Spaca has been provided for
any additional comments at the end of
the questionnaire. If naecessary, ad-
ditional pages may bae attached.

Please raeturn tha completed ques-
tionnaire in the enclosaed self-
addressed envaelope within 10 dayy. In
the evant that the envelope is
misplaced, plaase mail the complaeted
questionnaira to:

Me. Luey Hall

U.S. General Accounting Office
Room 3858

461 G Street, N.K.

Washington, D.C. 20548

If you anticipate any difficulty
in returning the quastionnaire
promptly or if you have any quastions,
you may call Mr. Ron Berteotti or
Ms. Lucy Hall on (202) 566-6503.

Thank you for your cooparation.
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Summary of Responses by the Food and
Beverage Industry on the Impact of TEFRA's
Tip Income Reporting Requirements

A. BACKGRQUND 4. Which of the following types of
ownarship best rapresents your
establishment's ownership? (CHECK

ONE BOX.)

1. About how long have you owned or
been employed by this estab-
lishment? (CHECK ONE BOX.) (9)

1. 1321 Individual

1. {131 Lass than 6 months propriatorship

2. [;ﬁi] From § months to lass than 2. [§§_] Partnarship

1 yaear

3. [Eﬁil Corporation

3. [ 331 From 1 year to less than

2 years 4. [32_] Other, pleasa

speci fy

G, [_6_3_] From 2 years to less than
3 years

5. Wa know tha numbar of employaas may
vary during tha year. Howavaer, in
an averaga businass waaek, how many
total, full-timae, and part-time
(lass than 35 hours paer week)
employeas doas your astablishment
employ? (ENTER NUMBERS.)

1. Total amployeas
ﬁ?ﬂ €10-13)

5. 5201 3 years or mora
(IF YOU ARE THE OWNER, PLEASE SKIP TO
QUESTION 3.3

2. About how long have you been in
your praesent position? (CHECK ONE

B0X.)
(7
2. Full-time employaeas
1. [_ 221 Lass than 6 months mean (14-17)
2. [_25]1 From § months to lass than 3. Part-time employeas
1 yaar mean ’ (18-21)

3. [_541 From | yaar to lass than
2 yaars 6. Of the total aemployeas, how many
employaeaes ara (1) directly tipped

and (2) indiraectly tipped, such as
sarvice bartandars, atc. (ENTER

NUMBERS.)

G, [_U47) From 2 years to lass than
3 vyaars

5. [339]1 3 yaears or more
1. 47 Directly tipped
(mean) employeas (22-25)
3. Is this aestablishment a franchise?
(CHECK ONE BOX.) 2. _13 Indirectly tippad
. 8 (mean) amployeas (26-29)
1. [1131 Yas

2. [5491 Ne

!
B otation of the word mean indicates.that the sum of all individual responses
was divided by the total number of respondents answering the question. This
is often referred to as the "average."
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Summary of Responses by the Food and

Beverage Industry on the Impact of TEFRA’s

Tip Income Reporting Requirements

7.

HWhich of the following best da-

scribes your typa of food/bavaraga

establishment? (CHECK ONE BOX.)
(30)

1. B91.]1 Raestaurant (full or
limitaed menu providad,
with or without liquor)

2. [16.]1 Coffea/donut/pastry/ica
cream shop or lunch
countaer

3. £ 3.1 Bar, tavarn, nightclub,

or other drinking place

6. {281 other, plaasa explain

. About how much is the average

bill gar person at this estab-
lishment at lunch-time and at
dinner-time? (CHECK ONE BOX FOR
LUNCH-TIME AND ONE BOX FOR DINNER-
TIME.)

RS' TP REPORTING R ATION

How much of a problem, if any, was
it to determine whether this aes-
tablishment must comply with thae
IRS' 1983 additional tip raeporting
requiramants (that is, that there
arq more than 10 full-time equiv-

alant employees)? (CHECK ONE
BOX.)

33
1. [ 45 ] Vary great problem
2. [ 4] Great problem
3 [}32] Modarata problam
4. {521 Soma problem
5. [312] Little or no problam
.......... G-
6. [_32] No basis to judge

. Ovarall, how easy or difficult is

Lunch~ Dinnar- it to understand the IRS
tima i instryctions on how to comply with
(31} (32) tip income reporting, including
complating IRS Form 8027,
1. $5.00 or laess [3621 1321 "Employer's Annual Information
Return of Tips Incoma and Allo-
2. $5.01 - $10.00 (2181 [2451 catad Tips"? (CHECK ONE BOX.)
(34)
3. $10.01 - $15.00 ([_201 (1523
1. [15.1 Very easy
4. $15.01 - $20.00 [_91 (.49
2. .ll&] Easy
5. $20.01 - $25.00 [_31 (23]
i 3. ?92_] Neithar Qasy nor
6. $25.01 - $30.00 [__1 (103 difficult
7. Over $30.00 11 83 4. 12291 Difficult
§. [1091 Very difficult
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Beverage Industry on the Impact of TEFRA's

Tip Income Reporting Requirements

t1. In late 1983, according to IRS, | 14. IRS now uses 8 parcent of gross
thaey mailaed Publication 1215, | receipts as a minimum raporting
Information on Tip Ragorting and | raquiremant. In your opinion,
Allogatiop to a large numbar of | in thisg establishment, is this
food and bavaerage astablishments. | estimate of tips receivad high,
Did this aestablishmant recaeive or | low:, or about what tippad
obtain a copy of tha Publication | employees raeceiva? (CHECK ONE
from aither IRS or another sourca? | BOX.)
(CHECK ONE BO0X.) | (38)
(35 |
| 1. IEEL] Much too high
1. (2441 Yas. from IRS |
| 2. 2411 Too high
2. [J471 Yas, from another/unknown |
sourca | 3. 215 1 About what is recaivad
1
5. 110071 No | 4. 1221 Too low
(SKIP TO |
6. 11701 Don't know } Q. i3} | 5 [_EL] Much too low
|
| = e e e et e e e e e - -
12. How halpful or not was Publication |
1215 in explaining the naw law? | 6. [02.]1 Don't know .
(CHECK ONE BOX.) |
(36) |
| €. COST T0 COMPLY WITH REGULATIONS
1. [__8] vary great help I
| 15. Did’does your astablishmant incur
2. (_§§] Great help | any additional start up ar recur-
| ring cost, {(such as overtima cost,
3. [}éﬂl Moderate halp | hiring new amployees, or purchas-
| ing computer servicaes) in ordar to
6. lléél Some halp ! comply with IRS' naw tip reporting
| ragulations? (CHECK ONE BOX.)
5. (_26) Litta or no halp ! (39
1
13, How much of a problam, if any, is | 1. [EEE% Yas
tha IRS requirement to separate |
total chargad recaipts with tips | 2. 031 No
from total gross receipts? (CHECK | (SKIP TO
GNE BOX.) I 3. 1281 Don't know Q. 21
(37 |
|
1. [179] Vary great problam |
|
2. [103] Great problam |
|
3. £136] Modarate problem ]
|
4. [_511 soma problam l
|
5 [_§§] Litta or no problaem |
|
............... o
|
6. [1131 No basis to judge |
|
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Beverage Industry on the Impact of TEFRA’s

Tip Income Reporting Requirements

16.

17.

Hhich of the following generates
the additignal cost incurred to
comply with IRS' new tip reporting
regulations? (CHECK ALL THAT
APPLY.)
1. £262]

Overtime (40)

2. [_26]1]1 Extendad use of out-
side consultants
(CPA's, lawyers,
accountants, and

computar firms) (41)

3. [1291 Hired additional
amployees (claerks,
accountants, and

managers) (42)

4. [2701 Purchased computar soft-
ware and/or raevisaed
prasent softuware (43)
5. [_29] Purchased computaer
equipmant (44)
6. [_Z}] Other, plaase

specify (45)

Estimata your 1983 cost (start-up

. Estimate your establishment's

annyally cecurring additianal cost
in order to comply with tha naw
tip reporting requirements.
(CHECK ONE BOX.)

(47)

1. [:El] No cost

2. 2861 51 - ss500
3. 203 ss01 - $1,000
6. 321 s1,001 - 81,500

5. 1423 s1,501 - s2,000

6. [551 Over $2,000 (ploase

spacify) $

7. [jzll Cannot estiﬁate

. For 1983, estimate the numbaer of

additional hours, if any, manage-
ment expended to comply with IRS'
tip reporting regulations. In-
cluda time spant explaining
ragulations to employeas and/or
determining whaether tip alloca-

cost) incurred in order to comply tions were necessary. (CHECK ONE
with the new tip reporting regula- B0X.)
tions. (CHECK ONE BOX.) (48)
(46)
1. [_ii] ¢ hours
1. [_6] No cost
2. 11801 1 - 50 hours
2. 1186] s1 - $500
3. (126 51 - 100 hours
3. [_T11 $501 - $1,000
6. 1381 101 - 150 hours
4. 1921 $1,001 - $1,500
5. {511 151 - 200 hours
s. 1 491 $1,501 - $2,000
6. [_701 Over 200 hours (please
6. [_2}] Ovar $2,000 (plaeasa speci fy)
spacify) $
7 [;Ei] Cannot estimate
7 [_§§l Cannot estimate
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Beverage Industry on the Impact of TEFRA's

Tip Income Reporting Requirements

20.

Estimate tha number of hours. if
any, your astablishment gcurrently
spands on 3 weekly basis to comply
with IRS' tip reporting requla-

tions. (CHECK ONE BOX.)
(49)

1. [ 1010

2. [ 471 Less than 30 minutas

3. (1237 30 minutes to 1 hour

4. (1491 Mora than 1 hour but
lass than 3 hours

5. [_§l] 5 hours to 5 hours

6. [ 53] More than 5 hours but
less than 10 hours

7. t_&i] 10 hours or more (plaasae
specify)

8. [_ﬂg] Cannot estimatae

D. IIP ALLOCATION PROCESS

|If amployeas do not raport to thair |
lamployer tips which equal at least 8|
{percent of an aestablishment's gross |
|sales, the employer must "allocate” |

21,

Did this establishment allocate
tips to employees during eithar
1933 or 19847 (CHECK ONE BOX.)

|
I
I
|
|
|
|
|
|
|
!
|
|
|
|
|
|
!
|
|
|
|
|
|
|
|
!
]
|
|
|
I
|
|
[
[
|
|
|
|
|
|
|
{
|
i
|
{
|
|
|
|
|
|
|

(50)
1. [22;] Yas
2. 3641 no
(SKIP TO
5. £_131 Don't know Q. 26)
57

22.

23.

E.

Which of tha following mathods, if
any, does your establishmant usa
to allocata tips to your
employees? (CHECK ALL THAT
APPLY.)

1. [}2?] Employee hours

workad (51)

2, 1174 Employee gross
salaes (52)
3. [_}Ql An agreemant arranged
between management

and aemployees (53)

4. [_6)

Other, please

specify (54)

How @asy or difficult is thae al-
location method to agply? (CHECK
ONE BOX.)

(55)

1. 10
63
3. 1162

Vaery aasy
Easy

Naither easy nor
difficult

6. [ 190
5. 167

Difficult

Vary difficult

RATE REDUCTION PROCESS

A rate raduction is an option

employers can raquast.

24.

Has this establishment submittaed a
raequast to IRS for an allocation
rate lowaer than 8 percent? (CHECK
ONE BOX.)

(56)

1. 13971 vas (SKIP TO Q. 26)
2. B0 No

5. [ 191 Don't know

(CONTINUE
T0 Q. 25)
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Summary of Responses by the Food and
Beverage Industry on the Impact of TEFRA's
Tip Income Reporting Requirements

25. If this establishment has not sub- |
mitted a raquest, which of the |
following was the primary reason |
for your decision pngk to apply for |
3 lower allocation rate? (CHECK I
ONE BOX, THEN SKIP TO Q. 29.) |

(57) |

I

1. [322] Tipping rate in my |

establishment is 8 par- |

cent or greater |

|

2. [_61) Not awara of process |

for requesting a lowar |

allocation rate |

|

3. [102] The complexity of tha i

process |

I

4. [__71 The difficulty of the |

instructions |

1

5. [_131 Tha length of time |

requiraed |

|

6. [_U61 Othar, plaase spacify |

|

|

|

(SKIP TO QUESTION 29) |
26. If you have submitted a request, how satisfied or dissatisfied werae you with each

of the following aspacts of the procaess?

(CHECK ONE BOX IN EACH ROW.)

Neither
Vary satisfied Vary
satis-|Satis-[nor dis- |[Dissatis-|dissatis-
fied fied satisfied|fied fiad
ASPECTS OF THE PROCESS (1) (2) (3) (4) (5)
1. The amount of work raquirad to
submit the request
& 28 3R 19 (58)
2. Tha clarity of the instruc-
tions 25 26 33
8 (59)
3. Tha length of time required to
obtain an IRS decision
1 15 31 21 21 £60)
4. Othar, please spacify
1 10
(61)
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Summary of Responses by the Food and

Beverage Industry on the Impact of TEFRA’s

Tip Income Reporting Requirements

27. Which of the following represents | 31. Do any of your employees share
tha action IRS took on your rae- | tips, that is, do they split or
quast for a3 lower allocation rate? | pool tips? (CHECK ONE BOX.)
(CHECK ONE BOX.) { (86)

(62) |
y | 1. 0941 Yas
1. £ 431 1RsS appravaed request 1
( 2. 531 No (SKIP TO Q. 36)
2. 1_381 IRS denied requast I
I 32. Which of the following represents
3. [_12] IRS daecision is pending | your employees' tip sharing
| method? (CHECK ALL THAT APPLY.)
|

28. How long did thae process take (or | 1. [443 Tip splitting with
has the process taken, so far)? | indirectly tipped and
(ENTER MONTHS.) | nontipped employaees (87)

|
4,0 (mean) 63-649) | 2. 1591 Tip pooling with other
(Months) 1 directly tipped
| employees (88)
|
F. IMPACT OF RECULATIONS | 3 [_J;Bl] Othar tip sharing
| arrangements, please

29. Approximately what was tha total | spaci fy &1
amount of tips raeported to you in |
1982, 1983, and 19847 (ENTER I
AMOUNTS) i

|
1. 1982 $62,743 (mean) (65-71) | 33. How much of a problem, if at all,

I does this tip sharing arrangement
2. 1983 $M (72-78) | create for you whan getermining

| whathar tip allocation is necas-
3. 1986 $90,899 (mean)  (79-34) | sary? (CHECK ONE BOX.)

| (90)

30. If there was a changa in the |
amount of tips employeaes raeported | 1. [E] Vary great problam
aftar TEFRA (April 1983), to what |
axtant, if any, did tha IRS tip | 2. [_141 Great problam
reporting raquiremants contribute |
to tha change? (CHECK ONE BOX. | 3. [_44] Modarate problam
IF THERE WAS NG CHANGE, PLEASE |
CHECK "NOT APPLICABLE.™ | %, [_33] Soma problam

(85) |
I 5. [_A2] Littla or no problam
1. {84 Vary great extant |
' ................
2. [BL] Great axtant |
| 6. [_231 No basis to judge
3. o4 ] Moderata aextant |
|
%, [ GR ] Soma extant |
|
5. (927 Litta or no aextaent |
|
............... |
1
6. (1051 Not applicable 1
I
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Summary of Responses by the Food and
Beverage Industry on the Impact of TEFRA’s
Tip Income Reporting Requirements

36. How much of a problem. if at all,
does this tip sharing arrangement
create for you when determining
the amount of tips to allocate to
@ach employee? (CHECK ONE BDX.)

91)

35. Is the problem that tips per
employee are underestimated or
overestimated or is there another
problem? (CHECK ONE B80X.)

(92)

1. {_29) Underestimated amount of

1. [ 261 Establishment has pot tips per employaee

allocated tips to

2. {_21] Overestimated amount of
tips per employee

emMpLUYyweS

2. [21] Very graat problem
3. [_2Y% Other, please specify
3. [_161 Graat problem

4. [_331 Modaerata problem

36. If you hava additional comments

6. [61] Littla or no regarding any praevious quaestion or

problam genaeral comments concarning IRS'

(SKIP TO new tip reporting requirements,

7. [.261 No basis to Q. 36 please use the spaca Balow, and,
judge if necessary, you may attach addi-

tional pagaes.

|
1
[
i
|
|
]
i
1
H
I
|
|
|
{
|
i
5. [_10]) Soma problam i
|
|
|
[
|
I
|
| {93)
|
|
l
|
|
i
|
|

GHQ/MMS~-GGD/6/85
(THE FOLLOWING SECTION WILL ULTIMATELY BE SEPARATED FROM THE QUESTIONNAIRE.)
363636 36 963636 36 36 6 36 696 36 33636 36 26 3636 6 36 36 JE3E 36 36 36 336 6 36 36 363636 6 36 3 36 36 36 36 36 36 3636 36 6 1 J I 36 1636 3 3636 3 I 36 36 36 2 JEIEI6 26 36 26 36 3 I IEJE2 3 2 %4

Pleasa aenter below tha namae, title, and telephona number of tha individual who
should be contactaed if clarification or any additional information is needed.

NAME :

TITLE:

TELEPHONE:

(Area code) (Number)

36 36 36 36 36 3€ € 3€ 36 36 JE 3 I I IE 36 2 IE 3E I IE € 3 HEIE IE IE HE € IE I IE I 2 36 I€ IE 3E 3 36 36 IE 3 I IE 36 IE 3 IE IEIE IE 3 3¢ I IE IE 2 I I€ IE IE IE I 36 36 I I€ IE IE 6 I€ 2 I 3E I 2 3 € 3¢ 2 3

Thank you for your help!
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Sampling and Data Analysis Methodology

This appendix describes how we selected the establishments in our
sample and how we projected the sample data. Included in this appendix
are tables showing the statistical sampling errors for the major figures
in the report.

Sampling Methodology

Statistical sampling enables us to draw conclusions about the universe
of interest on the basis of information in a sample of that universe. The
results from a statistical sample are always subject to some uncertainty
or sampling error because only a portion of the universe has been
selected for analysis.

Our particular sample of establishments is only one of a large number of
samples of equal size and design which could have been selected. Each
of these samples would produce a different value for most characteris-
tics being estimated. An estimate’s sampling error measures the varia-
bility among the estimates obtained for all the possible samples.
Sampling error thus is a measure of the precision or reliability with
which an estimate from a particular sample approximates the results of
a complete census. From the sample estimate, together with an estimate
of its sampling error, interval estimates can be constructed with pre-
scribed confidence that the interval includes the average result of all
possible samples.

For example, from our sample survey we project that about 302 estab-
lishments with gross income between $1 and $49,999 had not expe-
rienced an increase in reporting of tips after the implementation of
TEFRA. Using a sampling error formula, we had a 95-percent chance of
producing a set of limits that encloses the true number of establish-
ments. For this sample estimate of 302 establishments, our lower and
upper limits were 192 and 463, respectively.

Sample Selection and Scope

Our universe of establishments included only those restaurants that
complied with TEFRA’s reporting requirements in 1983. We excluded
from this universe any establishments that had been either closed or
sold from the time they reported this information to Irs and the time of
our survey. The nationwide sample was then selected by stratifying on
the basis of gross receipts. Table IV.1 shows the number of cases in our
sample and the universe from which these cases were selected.
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Table IV.1: GAO’s Sample of

Restaurants That Complied With Strata Sample Universe
TEFRA’s Reporting Requirements in Receipts unknown (zero) 42 228
1983 (By Gross ReCBIptS) $1-$49,999 154 2447
$50,000-$99,999 109 2,870
$100,000-$249,999 178 9,254
$250,000-$499,999 243 12,378
$500,000-$999,999 187 11,031
$1,000,000-$9,999,999 166 5,648
$10,000,000 and over 23 25
Total 1,102 43,881
Projection of Sample Although our sample consisted of 1,102 establishments, each establish-
Results ment represented a member of a larger universe and, therefore, their

responses could be “weighted” to project to the total universe.

The following example illustrates our weighted methodology. In the
strata of establishments with gross receipts between $50,000 and
$99,999, there were 2,870 establishments of which we took a sample of
109. We calculated the weighted factor by dividing the stratum universe
size by the sample size (2870/109=26.33). Therefore, any condition
observed in one establishment with gross receipts between $50,000 and
$99,999 could be projected to 26.33 establishments in the universe.
Table IV.2 lists the strata and the weights associated with each.

Table 1V.2: Weights Assigned to GAO’s
Sample of Restaurants That Complied
With TEFRA in 1983 (By Gross Receipts)

Strata Sample Weight Universe
Receipts unknown {zero) 42 543 228
$1-$49,999 154 15.89 2,447
$50,000-$99,999 109 26.33 2,870
$100,000-$248,999 178 51.99 9,254
$250,000-$499,999 243 50.99 12,378
$500,000-$999,999 187 58.99 11,031
$1,000,000-$9,999,999 166 3402 5,648
$10,000,000 and over 23 1.09 25
Total 1,102 43,881
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Sampling Errors on Tip
Income Reporting Data

Our sampling plan was designed to provide a sample size that would
yield an expected sampling error of not greater than 10 percent on a
response upheld by 50 percent of the universe (at the 95 percent confi-
dence level). However, the actual sampling error on any particular
response estimate depends on the percentage of establishments
upholding that response, the percentage of establishments in which data
was not available for a particular response and the distribution of the
responses for each characteristic or variable.

To show the reader the size of the sampling errors, some individual sam-
pling errors were calculated. We calculated the sampling errors for esti-
mates that were subject to large sampling errors relative to the size of
the estimate and to those estimates that were crucial to our report find-
ings. The upper and lower limits of these estimates were then calculated.
These limits are shown in the following tables.

Table IV.3: Confidence Limits for
Selected Universe Estimates

L ]
Contfidence interval (95 percent)

Universe
Description of establishment estimate Lowerlimit Upper limit
Percent of those with initial cost of $2,000 or
less to comply with TEFRA 68 64 71
Percent of those with recurring cost of $2,000
or less to comply with TEFRA 70 67 74
With initial cost of $2,000 or less to comply
with TEFRA 14,664 14,224 15,104
With recurring cost of $2,000 or less to
comply with TEFRA 15,085 14,613 15,517
With initial cost to comply with TEFRA 21,604 21,213 22,228
With recurring cost to comply with TEFRA 21,483 20,866 22,100
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Table 1V.4: Confidence Limits for Food and Beverage Establishments’ Initial Cost to Comply With TEFRA’s Reporting

Requirements

Start-up cost

Establishment Total
size by $501 to $1,001 to $1,501 to Cannot establish-
grossreceipts Nocost  $1to $500 $1,000 $1,500 $2,000 Over $2,000 estimate ments
$1t0 $49,999

Number 32 493 79 64 95 127 222 1,112
limits 311033 443 to 543 751083 61to 67 90 to 100 119t0 135 20410240 1,03210 1,192
$50,000 to $99,999

Number 421 211 79 184 105 237 1,263
limits 251027 378 to 464 195 o 227 75t0 83 171 t0 197 9910 111 21810256 1,130to 1 396
$100,000 to $249,999

Number 0 1,820 832 468 364 728 676 4,888
limits 0to 190 1,669 to 1,971 780 to 884 446 t0 490 348 to 380 685to0 771 638to714 4541105235
$250,000 to $499,999

Number 2,649 866 408 255 815 917 5,910
limits 0to 187 2,450 to 2,848 823 t0 909 394 to 422 248 to 262 776 to0 854 870t0 964 5,514 to 6,306
$500,000 to $999,999

Number 177 1,593 1,003 472 531 826 885 5,487
limits 17210182 1,470t0 1,716 938 to 1,068 450 to 494 506 to 557 776 10 876 830t0940 5,097 to 5,877
$1,000,000 to $9,999,999

Number 0 680 204 510 374 1,021 374 3,163
limits 0to 123 632 to 728 196 to 212 478 to 542 35410394 93810 1,104 35410394 2,948103,378
$10,000,000 and Over

Number 0 1 1 4 3 4 3 16
limits Oto.25 Oto1 Oto1 3t05 2t04 3to5 2to4 1610 17

Total establishments

Number 35
limits 233 t0 237

7,657 3,196

2,005

1,806 3,626 3,314 21,839
7,381107.933 3,110t03,282 1,963 102,047 1,770101:842 3,528103,724 3228103400 21,140 to 22,538
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Table 1V.5: Confidence Limits for Type of Cost Incurred by Food and Beverage Establishments to Comply With TEFRA’s

Reporting Requirements

Type of cost

Hired Purchased
Establishment size Use of additional computer Purchased
by gross receipts Overtime consultants employees software computer Other
$1 10 $49,999
Number 620 461 127 667 32 143
limits 555 to 685 415 to 507 119t0 135 597 to 734 311033 134 0 152
$50,000 to $99,999
Number 474 579 342 579 53 132
limits 424 t0 524 514 to 644 310 to 374 514 to 644 511055 124 t0 140
$100,000 to $249,999
Number 2184 2,496 572 2,755 416 520
limits 10994102374 2274102718 542t0 602 2,507 to 3,003 397 t0 435 493 to 547
$250,000 to $499,999
Number 2,700 3,668 1477 2,343 917 1,172
limits 249910290C 3378103958 1,385t0 1,569 2,174102,512 870t0964 1,106 t0 1,238
$500,000 to $999,999
Number 2,773 2,360 1,416 2,006 531 944
limits 2523103,023 2155t02,565 1,311 t0 1,521 1,840 10 2,172 505 to 557 885 to 1,003
$1,000,000 to $9,999,999 ]
Number 1,667 1,463 884 1,871 306 204
limits 1515101819 1,333 t0 1,593 815t0953 1,699 to 2,043 291 10 321 196 to 212
$10,000,000 and Over
Number 11 4 3 11 0 0
limits 10to 12 3t05 2t04 10to 12 0to.25 0t0.25
Total establishments
Number 10,429 11,031 4,821 10,232 2,255 3,115
limits 10,0220 10,836 10,590t0 11,472  4,672104870 9,843 to 10,621 2203102307 3,034 to 3,196
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Table IV.6: Confidence Limits for Recurring Cost Encountered by Food and Beverage Establishments to Comply With TEFRA’s

Renaorting Requiremeants
hinted sl 4 ~1 >

Recurring cost
Establishment Total
size by $501 to $1,001 to $1,501 10 Cannot establish-
gross receipts Nocost  $1to $500 $1,000 $1,500 $2,000 Over $2,000 estimate ments
$1 to $49,999
Number 32 302 318 48 64 95 254 1,113
fimits 311033 27510329 28910347 46 t0 50 611067 9010100 23310275 1,033t0 1,193
$50,000 to $99,999
Number 53 606 237 53 105 105 105 1,264
limits 511055 538 to 674 218 to 256 511055 99 to 111 99 1t0 111 99t0 111 1,131 to 1 397
$100,000 to $249,999
Number 104 2,184 936 260 312 468 676 4,940
limits 102 to 106 1,994 to 2,374 875 to 997 250 to 270 300 to 324 446 10 490 637t0715 4,599 to 5,281
$250,000 to $499, 999
Number 2,44 611 560 306 408 1,375 5,909
limits 199 to 209 2,267 to0 2,623 585 to 637 537 to 583 297 t0 315 39410422 1292t01,458 5,513106,305
$500,000 to $999,999
Number 118 1,652 944 580 649 531 1,003 5,487
limits 115t0 121 1,5231t01,781 885t0 1,003 560 to 620 614 t0 684 505t0 557 9381t01,068 5,097 to0 5,877
$1,000,000 to $9,999, 999
Number 646 578 306 340 918 476 3,298
limits 33to 35 601 to 691 540to 616 291 to 321 322 to 358 845 to 991 447 t0 505 3,097 to 3,499
$10,000,000 and Over
Number 0 1 9 2 1 2 2 17
limits 0to .25 Oto1 8to 10 1to3 Oto1 1t03 1t03 16to 17
Total establishments
Number 545 3,633 1,819 1,777 2,527 22,028

limits

7,83 3,891
539t0551 7,554108.118 3535103.731 1,783 10 1,855 1,741 to 1.813 2,471 t0 2,583 3,7821t04,000 21,323 to 22,733
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COMMISSIONER OF INTERNAL REVENUE
Washington, DC 20224

JUL 2 8 1986,

Mr. William J. Anderson

Director, General Government Division
United States General Accounting Office
Washington, DC 20548

Dear Mr. Anderson:

Thank you for the opportunity to review your draft report
entitled "Tax Administration: Tip Income Reporting Can Be
Increased".

We agree with the general thrust of your report. Detailed
responses to the report recommendations are enclosed.

Sincerely,

Actfag Comunissioner

Enclosure

Department of the Treasury Internal Revenue Service *
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IRS COMMENTS ON GAOC DRAFT REPORT
"TAX ADMINISTRATION: TIP INCOME REPORTING
CAN BE INCREASED"

Now on p. 21. Recommendation (Page 20)

To improve the Service's efforts to improve compliance with the
requirements for reporting tip income, we recommend that the
Commissioner of Internal Revenue formulate and implement an
overall strategy for identifying and reducing tip income
nonreporting. In formulating this strategy, the Commissioner
should, in conjunction with providing TEFRA tip income
information to the regional and district offices,

--identify and evaluate for Service-wide applicability,
those detection techniques and tools which have proved
effective in conducting tip income reporting projects and
communicate this information to all IRS regions and districts.

--design and implement an overview and evaluation process
to monitor the progress of tip enforcement activities, identify
potential problem areas, and devise the action(s) needed to
deal with them.

Response

The Service is currently conducting the congressionally
mandated TEFRA Tip Income Study which is to be completed by
January 1, 1988. This study will provide information on
compliance levels and the nature of noncompliance and identify
the types of establishments and geographical areas that are
most noncompliant. District offices may conduct local tip
projects when they determine that these will be effective in
collecting revenue and enhancing voluntary compliance.
Ultimately, districts will be able to evaluate their own
experiences with the study and determine the nature of local
noncompliance and the yield to cost effectiveness of
implementing additional tip projects. In addition, the study
will provide a nationwide core group of trained examiners and
establish procedures for conducting future tip projects to
supplement those activities which are currently on-going in the
field.

Detection techniques and tools which have proved effective
in conducting tip income reporting projects have been
communicated and made available to all regions and districts.
For example:

a. The Western Region computer system for tip projects is
available to all regions and is being used in four of the seven
regions. Those regions not using the system decided to use
other alternatives, such as microcomputers. In addition, all
of the available computerized systems are being evaluated for
inclusion in the Automated Examination System which should be
available in 1989.
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b. Annually, districts are provided listings of
establishments with potentially noncompliant employees. These
lists are developed through a computerized selection system
using criteria which identify those establishments with high
tipping rates and low reported tips. Each region is also
provided with a magnetic tape copy of Forms 8027 so they can
use their own computerized selection criteria to identify
establishments with the most significant noncompliance.

Districts and regions are responsible for the initiation
and monitoring of local tip income projects. We have
designated a separate code (132) in our Examination Management
Information System for tip income projects, which are compared
on a U.8., regional and district basis. As of April 30, 1986,
every region and 42 district offices reported accomplishments
under the Tip Income Project Code (132).

Now on p. 31. Recommendation (Pages 35 and 36)

To reduce the inconsistencies in the rate reduction process, we
recommend that the Commissioner of Internal Revenue

(1) establish uniform criteria and standard procedures for
reviewing employers' requests for a reduction from the
reporting of 8 percent of gross receipts as tip income, and

(2) monitor the implementation of the review process to assure
a reasonably consistent Service-wide approach.

Response

Revenue Procedure 85-4 is very specific on the types of
information that establishments or employees are to provide in
their rate reduction requests. Districts may require
additional evidence, if deemed necessary. Each district
evaluates the evidence based on its assessment of local
conditions to determine the merits of the rate reduction
request. While instructions will be issued on how the
information is to be evaluated, this is a subjective area that
does not lend itself to uniform criteria. Consequently, IRS
personnel will still consider local conditions and rely heavily
on their own judgments in analyzing the facts and circumstances.

.There is no monitoring of the determination process
itself. However, there is an appeals process for applicants
who are unsatisfied with a district's determination. There
have been very few appeals filed. We will require the regions
to more closely monitor the process to ensure consistent
treatment of applicants.
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