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Chairman Houghton and distinguished members of the committee, thank you for inviting me to testify today on behalf of the National Restaurant Association about the restaurant industry’s ongoing concerns with the Internal Revenue Service’s enforcement practices with regard to tipped income.

I am the President and CEO of K-Bob’s USA, Inc., a steakhouse chain with locations throughout New Mexico , Texas , Oklahoma and Colorado . Systemwide we employ roughly 1000 people, of which 40 percent are tipped employees.  Currently, I am the Treasurer for the National Restaurant Association.

Although I am here today to represent the National Restaurant Association, I have also been asked to talk about the K-Care program, a unique initiative I created that has resulted in increased tip reporting among my employees.

By way of background, we want to remind the committee on the history of this issue.

In 1988, Congress required employers to begin paying FICA payroll taxes on all employee tips. Congress concluded that tipped employees earn a substantial portion of their income through tips. Therefore, Social Security benefit payments should be determined with respect to the entire amount of tips, and Congress determined that employers should be subject to tax on all tips, so that the employees’ wage earnings records can be properly credited.  

In 1993, Congress enacted a federal tax credit to provide some relief from paying a matching FICA tax on tips given by customers to restaurant servers. The so-called 45(B) credit allows employers to claim a federal income tax credit for the FICA taxes they pay on any tips above the minimum-wage tip credit. In regulations, the IRS limited the scope of this credit to (1) tips reported by employees and (2) tips received after January 1, 1994.

Congress further clarified the law, rejecting the IRS’ interpretation, in the 1996 minimum wage/tax bill by allowing restaurateurs to claim the credit for FICA taxes paid after January 1, 1994, on both reported and unreported tips, and regardless whether those tips were received before or after January 1, 1994.  This clarification was necessary because many employers are made to pay additional FICA taxes based on IRS’s tip audits and assessments, as a consequence of employee underreporting of tips.

In determining tax liability on unreported tips, the IRS uses an “employer-only” aggregate assessment method, whereby the agency looks at a restaurant's records, primarily credit card tips’ receipts, to come up with a total amount of tips it thinks all employees should have reported. The IRS then bills the restaurant-operator for the employer's share of FICA taxes (currently 7.65%) on any allegedly unreported tips, but does not examine individual employees' records or credit employer FICA tax payments to individual employees' Social Security accounts.

The IRS’s approach has been challenged in a number of court cases. In June, 2002 the U.S. Supreme Court took up the issue and upheld the practice based on the Court’s inability to find a definite expression of congressional intent to prohibit the IRS from conducting such “employer-only” audits and aggregate assessments. In its opinion, the Court invited the industry to seek legislative action to clarify congressional intent behind the law. 

The National Restaurant Association believes Congress never intended to grant the Internal Revenue Service (IRS) the authority to use aggregate assessments to bill employers for FICA payroll taxes on allegedly unreported tips. The Association believes statutory language is needed to clarify Congressional intent for the following reasons:  

The purpose of paying FICA taxes is to create a wage history for individuals to draw future Social Security benefits. When the IRS issues an aggregate assessment for FICA taxes owed on unreported tips, the amount paid by the employer is never credited to the employee’s social security wage records.
Aggregate estimates inaccurately inflate an employer’s tax liability.  In making these aggregate estimates, the IRS assumes – quite often, incorrectly -- that (1) customers who pay cash for their meals tip at exactly the same percent as customers who pay by credit card; (2) all tipped employees fail to report their tips; (3) all tipped employees fail to report the same amount; (4) customers never “stiff” their servers—i.e., leave them no tip.
The IRS’s “employer-only” approach puts the burden of enforcing tip-reporting laws on employers, rather than the IRS.  It places on employers the unique burden of disproving either that employees underreported their tips or the amount underreported. Justice Sandra Day O’Connor asked the government attorney representing the IRS in the Supreme Court case, Fior d’Italia v. U.S. , how an employer could disprove employees’ underreporting of tips? The IRS’ attorney told her during oral argument that the only way she could imagine this being done was for employers to hire “honest employees.” 

The Honorable Wally Herger and the Honorable John Tanner, both distinguished members of this committee, have introduced legislation to help clarify congressional intent.  H.R. 2034, the Tip Tax Fairness Act, would prohibit the IRS from imposing aggregate assessments for FICA taxes owed on allegedly unreported tips.  The IRS would have to establish the actual amount of tips that were unreported.  Further, the intent of the legislation is to ensure that the IRS credit assessments paid by employers for FICA taxes owed on unreported tips to the individual employee’s wage credit accounts for purposes of the employee’s Social Security benefits.  

The Association appreciates the effort Congressman Herger and Congressman Tanner have put forth on behalf of tipped industries.  Passage of this legislation represents a top priority for the Association.  

Given the association’s legal battles and legislative efforts, it would appear as if we have an adversarial relationship with the IRS.  However, it is quite the contrary.  Over the years, we have enjoyed a mutually respectful working relationship.  I am a witness to that, having worked with the IRS on the concept of a non-contractual tip reporting agreement, which the IRS later rolled out as its new “EmTRAC” program.  The IRS has worked closely with the Association to make improvements to the agency’s tip reporting programs and IRS higher level staff have been available on many occasions to meet with our member restaurants to discuss problems with tip reporting programs, such as the TRAC and EmTRAC.  In return, the Association has spent a considerable amount of resources educating members about their employees tip reporting obligations.  The Association created a tip reporting kit for restaurateurs to use to help comply with the TRAC agreement.  And, at the request of the IRS, the Association now recommends, and has since the year 2000 that members seriously consider signing the TRAC or EmTRAC, as a means of protecting their restaurants from an employer-only audit and assessment.   

Until the time that our fundamental disagreement over the IRS employer-only practices are resolved via the legislation, the Association will work on ways to provide employers more complete protection from their current exposure to an employer-only audit and assessment.    

It is important to point out that restaurateurs currently have certain limited options that can minimize but do not eliminate their potential exposure to an employer audit and assessment.  First, as mentioned, Congress passed in 1993 a tax credit for employers that pay FICA tax on servers’ tips. The so-called the 45(b) tax credit, however, cannot be applied to all taxpayers.  Like most other credits and deductions, it cannot be taken by taxpayers filing under the alternative minimum tax, a growing predicament for more and more restaurateurs every year.  Alternately, the credit cannot be applied when a taxpayer has no tax liability, i.e. they did not have a profitable year. According to National Restaurant Association statistics, only 40 percent of restaurant companies with tipped employees take advantage of the 45(b) tax credit. Second, and in addition to the 45(b) tax credit mentioned earlier, restaurateurs can enter into a tip reporting agreement with the IRS.  The agreement requires the agency to conduct employee tip examinations before assessing an employer for back FICA taxes owed, in exchange for the employer’s commitment to educate employees about their tip obligations and maintain records on the employee’s tips (discussed below).  However, employers are not completely sheltered by this option either.  

Another potential option is for an employer to enter into a tip reporting agreement with the IRS.  The most widely used program offered to restaurant operators is the Tip Reporting Alternative Commitment or TRAC.  Under the TRAC, an employer agrees to advise his or her workers of tip-reporting requirements, implement procedures by which employees report tips, maintain specific records, and comply with tax reporting, filing and payment requirements.  In return, the IRS agrees to not conduct employer-only audits and assessments against the employer for the time period the employer is under TRAC.  However, the TRAC has numerous drawbacks.  

Consider the fact that there are roughly 225,000 table service restaurants in this country and roughly 18 percent of them are operating under a tip reporting agreement.  Clearly, the TRAC is not providing the appropriate exposure from an audit and assessment to entice the majority of restaurateurs to enter into a voluntary agreement. 

I chose not to sign the agreement because, like many other restaurateurs, I do not like the idea of signing an agreement with the IRS.  I do not like executing an agreement with an entity, like the IRS, which has no positive working relationship with our company, and an entity which has the high propensity to change personnel in who would be handling the relationship, thereby diminishing, or simply eliminating, all continuity of the relationship.

The employer obligations under that TRAC are significant.  The requirements to educate employees and keep track of their tip reports, are in addition to the basic education and training an employer must engage in order for the employee to begin their job in the restaurant.  This is particularly onerous for an industry that deals with a large population of young, transient and/or seasonal employees.  National Restaurant Association research shows that the 27 percent of adults found their first job in the restaurant industry.  A significant job-training responsibility, coupled with the additional educational duties required if you sign the TRAC.

For those that do sign the agreement, significant exposure remains.  An important point that often gets misinterpreted by employers is that under the TRAC an employer is not protected from an audit and assessment, just an employer-only assessment.  Additionally, the employer is not given retroactive protection.  The protections of the TRAC only apply from the day it is signed forward.  There have been inconsistent indications from IRS officials that the TRAC does apply backward beyond the date it is signed, yet no formal statements have been made to that point, and the wording of the TRAC belies the IRS’ representation.  Such a commitment would certainly be in line with the agency’s objective of attracting more companies to the program, thus improving overall tip reporting.  

The Association also believes it is important to note the TRAC program is set to expire at the end of 2005.  There is concern within the industry that the IRS hasn’t yet announced its intentions to extend the program, and that the recent Supreme Court ruling has provided a disincentive to do so.  The uncertainty of the program’s future creates further gaps of exposure.  The Association would appreciate a commitment by the IRS that this program will continue as it helps the Association in advising their members on the success of the program.

In addition to these concerns, I can offer the following insights on behalf of the National Restaurant Association’s larger restaurant companies:

Proper tip reporting by employees is a matter of great importance to larger restaurant chains, some of which have more than 1,000 restaurant units operating nationwide.  These large employers are faced with the challenges and burdens of maintaining procedures and systems that facilitate and encourage tip reporting by employees; timely filing the requisite tax and information returns; educating employees; and collecting, depositing, and reporting billions of dollars in employment taxes, including FICA taxes. 

For these reasons, large restaurant chains were among the first in 1995 to embrace the opportunity to work in partnership with the IRS through the newly issued TRAC program to increase the level of cash tip reporting by employees.  Because of their commitment to and participation in TRAC, the program quickly became the model for how the IRS likes to partner with stakeholders to increase compliance with the tax laws of the United States .  More importantly, the TRAC program has resulted in a significant increase in the reporting of cash tips by employees.

Nevertheless, following the Supreme Court’s 2002 decision in Fior D’Italia, the industry has become increasingly concerned that the IRS may move away from its commitment to work cooperatively with large employers.  A fundamental fact remains that restaurant employers are neither legally required nor factually able to guarantee that their employees will voluntarily report all cash tips received.  Employers are concerned that good-faith compliance with the TRAC program, requirements may not ultimately protect against the threat of “employer-only” tip audits. 

Significant concerns have arisen over the IRS’s administration of the TRAC program.  There are reports of uneven treatment of similarly situated employers at the hands of local IRS personnel.  That is, employers that may have very similar educational programs and reporting procedures may be held to different standards by their local IRS employment tax specialists.   

In some cases, IRS local teams have sought to hold large taxpayers to compliance and performance standards that are not set forth in the TRAC contract.  For example, the IRS has argued that employers who have entered into a TRAC agreement must somehow ensure that directly tipped employees report “100 percent” of the cash tips they receive from customers.  The IRS has also attacked the practice of employee “tip-outs” – where a server shares part of his or her cash tips with a bartender or bus person – even though the TRAC agreement explicitly contemplate the sharing of tips.  Moreover, the IRS has even asserted that the restaurant employer is not in compliance with the TRAC agreement if the tip-outs reported by servers do not reconcile with the tip-ins reported by the employees with whom the tips are shared, even though such reconciliation is not required by the TRAC contract, by the Internal Revenue Code, or by IRS regulations.

Many restaurant employers are fearful that the IRS has even predetermined a cash tip reporting percentage threshold that, if not met, will lead to threatened or actual revocation of the TRAC agreement.  Such a position is not supported by the law or the TRAC contract.  In fact, the TRAC agreement does not set forth any requisite level of “effectiveness” in terms of cash tip reporting percentage results.  Indeed, the original working group of IRS and industry representatives that developed the TRAC framework considered – and rejected – an approach that would have required a restaurant’s cash tip reporting percentage to be within a specified range of charged tip reporting.

Despite their good-faith efforts to comply with the TRAC requirements, many large restaurant chains live in fear of TRAC revocation and a subsequent employer-only audit. This state of uncertainty exists despite an IRS promise in 1999 that restaurant employers would not be held liable for employee non-reporting if they made good-faith efforts to follow the TRAC guidelines.  IRS News Release IR-1999-84 stated:

The IRS will no longer revoke TRAC agreements in cases where employers make a good-faith effort at following the guidelines but employees still fail to report tips.  Instead of pursuing the employers in such situations, the IRS will focus on the employees who are not in compliance with tip reporting.

Notwithstanding this promise by the IRS, the NRA is not aware of any cases where the IRS has initiated audits of large chain restaurant employees where it may have observed low cash tip reporting by those workers.

The NRA is particularly concerned that the IRS may be revoking TRAC agreements without warning to or input from the affected restaurant employers.  This places employers in a position of being procedurally defenseless prior to revocation, with no due process opportunity to address, contest, or cure any asserted breaches in contractual obligations. Moreover, an IRS decision to revoke without warning may actually result in revocation at the very time a restaurant employer’s cash tip reporting percentages are improving dramatically – that is, when the cash tip reporting rate is moving in the right direction.  TRAC revocation should be a last resort, a step taken where an employer is not working in good faith with the IRS. 

Unless the TRAC program is properly administered, the NRA believes that the IRS will lose a valuable tool for fostering the intended cooperative environment that promotes employee tip reporting compliance over the long term.  The TRAC agreement was intended to be method for employers and the IRS to resolve disputes before they arose.  With proper administration, we believe the TRAC program can continue to be part of a systemic tip reporting solution.  The industry stands ready to work with the IRS and Congress in that regard.

However, there are areas where progress appears to be at a stand still.  First and foremost, I have to restate that the National Restaurant Association continues to believe that the IRS has gone beyond its authority in conducting employer-only audits and assessments.  The Association believes employer-only audits and assessment create inaccurate and inflated assessments that employers are incapable of challenging.  An employer has virtually no recourse when the IRS issues an aggregate assessment.  How does the employer prove or disprove what an employee received in cash tips?  In fact, another statement by the IRS’ attorney during the oral arguments in the case Fior d’Italia before the Supreme Court, and there was audible laughter in the courtroom during the response of the government attorney when she acknowledged that an employer could obtain an employee's complete tip income records only by filing a lawsuit against the worker.

I can offer more personal insights on the newest of the tip reporting programs, the EmTRAC.  The EmTRAC provides employers protection from employer-audits and assessments in return for employer commitment to employee tip reporting education efforts. The EmTRAC requires employers to design a tip reporting education program and submit that program for evaluation by the IRS.  Unlike the TRAC, the EmTRAC allows for flexibility in the design and implementation of tip reporting education programs.  The most significant difference between the two programs is that the TRAC requires employers to enter into a contractual agreement with the IRS.  It is the contractual agreement aspect of the TRAC that has kept many restaurants from participating.  The EmTRAC does not require signing a contract, only complying with the program created by the employer, as approved by the IRS.

The EmTRAC provides a more appealing option for my company, given the tip reporting initiative I developed known as K-Care.   I did not create the K-Care program to protect my company from an audit; I did it prior to the IRS approving the EmTRAC approach and because at one point, K-Bob’s staff turnover was more than double the average for the restaurant industry – 230 percent! I realized we had to do something to change this pattern, not only for the sake of my company, but also for the image of the entire restaurant industry.

K-Care began out of the desire to more tangibly show hourly employees how much we care about them, how much they mean to the success of our business and how much we are willing to do to help them meet their career and financial goals. We assumed our employees knew we cared about them, but an employee survey surprised us by revealing that employees would recommend our restaurant for a meal but not for a job – only 33 percent felt the chain was interested in their welfare. We knew we had to create a more meaningful way to show we cared. And we thought the best way to do that was to invest in our employees.
We decided to base K-CARE on reported tips, because tips are the easiest way to measure customer service in a table service restaurant. The harder you work, the more you earn. Good customer service is a team effort and K-CARE rewards all team members - from the host and the dish washer- to the server and the line cook.

Servers report their tips, and K-Bob's matches those amounts with a 5-percent contribution into a mutual fund: New England Financial’s Growth Opportunities Fund. The more tips a server reports, the higher the matching amount. The mutual fund is split among all employees – front-and back-of-the-house – based on the hours they worked during any given quarter.
Employees enroll at the beginning of a financial quarter and must be employed for the entire quarter to share in the earnings for that period. Employees can get access to their money once a year. They also receive paid vacation days, based on a formula that converts their reported tips into an hourly wage. Quarterly statements are mailed to employee's homes, just like a 401(k) statement. We also post the names of the top 10 earners on the restaurant bulletin board, to help other employees comprehend the long-term benefit of savings.

The results of the program are more than encouraging to K-Bob's management. What we found was that the K-CARE program not only gave employees more money, it improved tip reporting. Reported tips went up by 20 percent. In addition, staff turnover, which had been 230 percent, fell to 110 percent. Employees’ attitudes toward the chain exceeded the goal. K-Bob's wanted to increase to 40 percent the number of employees who "totally agree" that the chain is concerned about their welfare. In the latest survey 61 percent answered that way. For K-CARE, the return on investment has been undeniable.

Consider the fact that the restaurant industry is the largest private sector employer in this country, and roughly 50 percent of our employees are under the age of 25.  In fact, the restaurant industry is the first job for many of these individuals and I believe we can have a significant impact on their attitudes towards savings and investment if we can start educating them early. 

Accompanying National Restaurant Association staff, I have met with the IRS to discuss the K-Care program along with the structural outline of a program submitted through the National Restaurant Association, as well as my concerns with signing a TRAC.  I think it is fair to say that the concept of the K-Care program contributed to the creation of the EmTRAC -- to encourage tip reporting initiatives, without the intimidation of a contractual agreement.  At the time, I believed, based on this experience that my program would be one of the first to qualify under the EmTRAC, but as of today it has not been officially approved.  Many restaurant companies have expressed interest in K-CARE and I believe we could be successful in marketing this program to a wider audience if the program were approved under the EmTRAC.  I should also note that the K-Care program does not qualify as a 401(k). Contributions made by employers and employees are taxable. In order to get K-Care qualified, I would have to jump through numerous bureaucratic hoops. Based on my previous experience, the paperwork alone is extremely complicated and overwhelming.  

I believe the EmTRAC could be a successful program and I hope the IRS can offer some insight on its use thus far by the restaurant industry.  I would also recommend that the IRS do more to educate employers about its existence.  I am sure the National Restaurant Association would help to distribute that information.

Mr. Chairman, I hope this extensive testimony provides useful insights and I thank you for the opportunity to present them to this honorable committee.
