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In this article, you will find some “tax tips” that will, hopefully, be helpful to you as a restaurant or franchise owner.  One area of tax law that affects all service industry clients is how to report and withhold on tip income your employees receive.

 

What is a “tip”? In order to be a tip, the payment to your employee by the customer must be free from compulsion, the customer must have unrestricted right to determine amount, the payment should not be the subject of negotiation or dictated by employer policy, and generally, the customer must have the right to determine who receives the             payment. Otherwise, the payment is a “service charge,” and not a tip.

 

Tips your employees receive from customers are generally subject to withholding. Employees are required to claim all tip income received. This includes both tips you pay over to the employee for charge customers and tips the employee received directly from customers.

 

Section 3121(q) of the Internal Revenue Code makes it clear that tips are deemed to be paid by you, the employer, for FICA purposes. The remuneration is deemed paid at the time the employee provides a written statement of the tip amount to you, but is not required if tips are less than $20 per month. Form 4070 is used for this purpose. You must report and withhold income and FICA taxes on tip income reported on Form 8027 “Employer’s Annual Information Return of Tip Incomes and Allocated Tips.” You do not have to withhold on unreported tips.
 

On the other hand, you are responsible for your share of FICA tax on all tip incomes, whether reported or not. However, you do not have to pay the employer’s share until the IRS makes notice and demand.

 

How does the IRS determine what your share of FICA is when the tips are not reported? The IRS uses the “Aggregate Estimation Method.”   In U.S. v. Fior d’Italia, Inc., the United States Supreme Court approved this method of computing the employer’s FICA tax. In this case, the IRS looked at the 8027 and noticed that “reported tips” were less than “charge tips.” The IRS observed that average credit card tips were 14.49% in 1991 and 14.29% in 1992. The IRS applied those percentages to total receipts, assuming cash customers tipped at the same rate, not necessarily an accurate assumption by any means, but the Court upheld it nevertheless.

 

Large employers must allocate tips to employees if the total tips reported are less than 8% of total sales, adjusted for carry-out sales, service charges, and sales taxes. “Large" employers are those where more than 80 hours per day are logged by all employees. The allocation can be based on each employee's share of gross receipts, hours worked, or another method based. Most restaurants use the gross receipts method.

 

You get a tax credit for your share of FICA taxes paid on tip income. However, the credit reduces the amount of income tax deduction for FICA taxes paid you would otherwise receive. The credit only applies to tip income in excess of that needed to bring the employees' wages up to $5.15 per hour, which was the minimum wage as of January 1, 2007.

 
Example: Felix is a waiter in ABC restaurant. He is paid $2 an hour plus tips. During the month, he works 160 hours for $320 and receives $2,000 in cash tips.

 

            Felix's $2 per hour rate is below $5.15 minimum wage (as in effect 1-1-2007) by $3.15 per hour. Thus for 150 hours worked, he is below minimum rate by $504 (150 x $3.15). For Felix therefore, the first $504 of tip income just brings him to the minimum rate. The rest of the tip income is $1,496 ($2,000 - $504). Felix's employer pays social security taxes at the rate of 7.65%. The employer's credit is thus $114.44 for the month ($1,496 x 7.65%).

 
Finally, it is important to educate your employees about their reporting responsibilities. To aid you with this, the IRS has produced several useful publications, including Publication 1874, "Tips on Tips - A Guide to Reporting for Employees in the Food and Beverage Industry" and Publication 531, "Reporting Tip Income," which can be distributed to employees. It is also a good practice to have a tip reporting policy in your employee manual, and to remind your wait staff about their obligations at staff meetings. Having a good “point of sale” system also helps to track tips, which should be reported daily.

 

Hopefully, this little article will give you some ideas you can use to stay out of trouble with the IRS. A final word of caution: Never prefer another creditor over the IRS, especially regarding withholding taxes. While other debts can be discharged in bankruptcy, the IRS will simply look to the managers and owners personally to make up any shortfall in the withholding taxes.
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