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INTRODUCTION

The restaurant and bar examinations in Los Angeles District began as a Market
Segment Specialization Program effort in General Program in which agents spent

10 to 15 percent of their time on those cases. Two types of establishments were
included in the team's look at restaurants and bars. 1) Restaurants which served only
food, and 2) Restaurants which also had afull bar available.

The examinations performed in Los Angeles showed the audit potential for restaurant
and bar cases was not strong enough to warrant establishing a group to work

such cases full time. The restaurant and bar returns examined were a mixture of
Schedule C businesses and smaller corporations. Because the failure rate of
restaurants is so high (approximately 80 percent of all restaurants fail within the first 2
years of business), adjustments made to the tax returns were often uncollectable or
would have to be applied to a Net Operating Loss (NOL). Thus, the examiners
completed the audits of the sample returns opened at the onset of the project and did
not pursue the effort further.

The Boise, Idaho District expanded the Market Segment Specialization Program to
include bars which served only some food items. These entities largest revenues
were generated primarily from the sale of beer, acoholic beverages, and wine. The
sale of food was generally an incidental source of revenues.

The size of the bars and restaurants examined in the Boise District ranged from larger
franchise entities, to the smaller "Mom and Pop" type bars. The most successful
examinations were of the locally owned bars. It was generally found that these entities
dealt entirely in cash and had a great opportunity for underreporting income. About
half the returns examined contained net operating losses.

This audit guideline summarizes some of the significant facts and issues the agents
discovered from both the Los Angeles and Boise research studies of the industry
and the related examinations.

This guideisintended to be used by revenue agents specializing in the bar and
restaurant market area, and by any other examiners working in thisarea. Since

these types of examinations mainly focus on basic income and employment tax issues,
this guide can be used by examiners with al levels of experience. During the
examination of the bar and restaurant returns, the examiner will encounter all levels of
sophistication of the books and records by the taxpayer. Therefore, the examiner must
decide whether a Balance Sheet approach or an Income Statement approach will be
used for the examination. Both approaches are detailed in the guide.
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Chapter 1

BACKGROUND/GENERAL INFORMATION

OVERVIEW OF THE INDUSTRY

The bar and restaurant industry can be avery profitable business, or it can be very
unprofitable. There are various forms of entities from small sole proprietorships to
large corporations. The entities are sometimes run as franchises and are sometimes
family owned and operated entities. The examiner may find a taxpayer who owns,
manages, hires his family as employees, and has very little internal controls. The
examiner may also find a management-operated entity with strict internal controls,
definite segregation of duties and a very standard business structure.

Financial Aspects

The owner/operator should concern himself or herself with the potential start-up costs
and enough operating capital to exist for several months until a customer baseis
established. The potential start-up costs could be very high. These costs could
include: the purchase or lease of the business building, the equipment purchases, and
initial inventory stock. The taxpayer may secure start-up money from a number of
sources. The money may come from an inheritance, savings accounts, bank loans,
small business administration, loan shark, and/or other investors (partners).

Once the decision to start the business is made, one of the tasks the owner/operator
must perform is menu/drink pricing. Based on past examinations of bars and
restaurants, this practice can be as easy as using prices which are the same or dightly
lower than the competition's to figuring a profit percentage for each item. A typica
pricing technique would consist of the following:

1. Determine the cost of the item.

2. Add apercentage for waste or spillage, for example 10 percent.

3. Add apercentage for inflation, for example 4 percent.

4. Multiply the total estimated cost by the desired profit percentages.



Example1

1. Cost: Margarita .50
2. 10% spillage (.10 X .50) 05
Subtotal 55
3. 4% Inflation (.04 X .55) 02
Total Estimated Cost 57

4. Desired Profit Percentage 500%
(.57 X 5.00) Equals Sales Price 2.85

Once the restaurant/bar is established and is operating, the owner/operator must be
aware of theft in the restaurant/bar.

OPERATING RATIOS

Aswith any industry, certain operating ratios can be computed using the standard
costs found throughout the industry. As expected, the majority of the operating
expenses in a bar and/or restaurant come from the food, liquor, and payroll
expenditures. Therefore, in examining any bar and/or restaurant establishment, the
focus of the exam will be on these expenditures. Other expenses that are also high are
rent, property taxes, and insurance.

BOOKSAND RECORDS

As previoudly stated, due to the diversity of taxpayersin the bar and/or restaurant
industry, a variety of books and records may be found during the examination.

Some taxpayers will keep very detailed records of their purchases of food and liquor,
describing the quantities purchased, the price paid, and when it was purchased.

Other taxpayers will make purchases on an as needed basis only, and will not have any
structured purchases journa and will usualy only have canceled checks and/or
invoices for the items purchased.

The following isalist of possible books and records that will be found during the
examination.

1. Daily Operating Reports
2. Check Register or Copies of Coded Voucher Checks

3. Bank Statement



4. Bank Reconciliation
5. Paid-Out Recaps (by Account Classification)
6. Ending Inventories (food, liquor, beer, wine)
7. Unpaid Bills Recap (vendor and account classification)
8. Equipment Purchases (include copy of invoice)
9. Payroll Summary
10. Accrued Payrall
11. Monthly and/or Quarterly Tax Returns
12. Copiesof Daily and Weekly Profit and Loss Statements.
Many of the taxpayers keep daily envelopes with the cash paid out and the cash taken

in recorded on the envelope. All invoices/receipts of the purchases of food and liquor
are maintained in this daily envelope.
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Chapter 2

THE AUDIT

EXAMINATION

IRM 4231, Chapter 600, Text 6(16)0, "Examination Techniques Peculiar to Certain
Small Businesses,” provides some insight into the examination of restaurants or cafes.
Read thistext in the IRM before you begin as away of becoming familiar with the
basic concepts.

PRE-AUDIT PLAN

Aswith any pre-audit plan, an analysis of the tax return should be conducted for
potential issues. Performing an analytica review will be very advantageousin
determining potential issues. One form of analytical review, comparative balance
sheets and income statements, will give meaning to the changes that took place
between the years, as opposed to figures taken individually which are relatively
meaningless. Large percentage changes or percentages that are not standard for the
industry can be highlighted as potential issues and areas where the initial interview
should focus. An important ratio that can be computed on the comparative income
statement is the Gross Profit Ratio. It is computed from the following:

Gross Sales - Cost of Goods Sold = Gross Profit
Gross Sales Ratio

This ratio tells us approximately how much of an item's sale price represents gross
profit and how much is arecovery of the cost of the item. During the initial interview,
the taxpayer should be asked the mark-up percentage on the goods sold. The
percentage obtained from the interview can be compared to the computed ratio to see
if they are comparable. If not, this could be a possible indication that cost of goods
may be overstated or revenues understated. An analysis of these accounts should be
then performed to determineif thisis the case.

All Schedule M items should be carefully reviewed to determine the reasons for
differences between income shown on the books of the corporation and taxable
income shown on the tax return.



INITIAL INTERVIEW

Theinitial interview should be conducted with the owner of the establishment. If the
owner (magority shareholder) does not work in the establishment, the manager, who
knows about the day-to-day operation, should also be interviewed. The primary
objective is to acquire up-front information about the establishment and its normal
operations. Information such as gross profit ratios, mark-up percentages on food and
alcohol, and costs of food or alcohol items need to be addressed in the initia
interview. Thisinformation isimperative in order to use the indirect methods
discussed in the manual. Additiona third party information is also needed for the
indirect methods. Y ou can find this discussed in the Exhibit 2-2.

Exhibit 2-3 provides alist of questions prepared for an interview of abar and

restaurant establishment. They represent a sample only. The examiner may want to
add, subtract, or reorganize the questions depending on the type of examination.

INITIAL INFORMATION DOCUMENT REQUESTS (IDR'S)

The Information Document Requests (IDR's) should be prepared using the Form
4564. The Form 4564, Information Document Request, serves the following
purposes:

1. Provides awritten record of the information requested.

2. Providesthe date of the request so follow-ups are timely.

3. Prevents the agent from requesting the same information on different requests.

Exhibit 2-1 is a sample of an IDR that can be used.



Exhbit 2-1

Form 4564 Departnment of the Treasury
Rev. 6/88 I nternal Revenue Service
| NFORVATI ON DOCUMENT REQUEST

Request Nunber

TO Name of Taxpayer and Co. Div. or Branch

Pl ease return Part 2 with |isted documents
to requester identified bel ow.

Subj ect
Exam nati on of 1120/ 1989

SAIN No. | Subrmitted to:

Dat es of Previ ous Requests

Description of Documents Requested

1. Copiesof prior audit reports from either state or Federal agencies.

2. Workpapers used to prepare return, including trial balance and adjusting
entries.

3. Generd ledger and all journals for the year ending December 31, 1989,
including the chart of accounts and a schedule or journal of al purchases
made during the year with the supporting invoices.

4. Copy of prior and subsequent Federal income tax returns.

5. Corporate minute book, organizational records, and stock record book.

6. Copiesof Forms 940, 941, W-2, and 1099 for 1989 and 1990. Copies of
current Forms W-4.

7. Copies of State Unemployment Tax Returns for 1989 and 1990.
8. Inventory records, including detailed ending inventory schedule.

9. Bank statementsfor all checking, savings, or brokerage accounts for the
period December 1, 1988, through January 31, 1990.

10. Schedule of al loan proceeds, sources, and repayments.

11. Documentation of all nontaxable income.

12. Detailed depreciation schedule.

13. Copies of shareholder'sindividua returns for 1989 and 1990.
14. A tour of the business facilities during the first appointment.

15. Canceled checks and invoices to verify the following expenses:

Informati on Due By__ At Next Appointnent [ ] Mil

In [ ]

Nanme and Title of Requester

FROM

Dat e

O fice Location

2-3
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Exhibit 2-2

THIRD PARTY SOURCES OF INFORMATION

The following represents possible third party sources of information that can aid you in
the examination of bar and/or restaurant returns. The information may not be
organized the same way in your state and additional information may be available in
your state. Y ou should research your state information to obtain the needed

information.

Alcohol Beverage Control

State Liquor Dispensary

Loca Beer/Wine Distributor

Permits required by the State

Demands that holders of
on-premises licenses maintain
available records of al purchases
for 3 years.

Maintains records of all
purchases by liquor license
number. Does not maintain the
details of the purchases.

Maintains records of the liquor
costs for most periods of time.

Maintains records of purchases
made by their customers.

Maintains the records of the costs
of the products.

Building permits - cost of
building.

Health Dept permit - blueprints of
the establishment which has the
initial basis of the building.
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Exhibit 2-3 (1 of 6)

Questions Prepared for an Interview
of a Bar and Restaur ant Establishment

General Business

10.

11.

12.

13.

14.

15.

16.

Who runs the business? Family-operated or management-operated?
What are the duties of those who run the business?
What amount of time does each individua spend at the business?

What type of reports are prepared for the business, and who prepares them? (i.e.
tip reports, daily sales reports, etc.)

How much of the bookkeeping is done and/or kept at the business site? Does the
owner have an accountant or bookkeeper who maintains his or her own
bookkeeping system?

Who else has managerial control over the employees at the restaurant?

Does the management have any prior experience in the industry?

What are the days and hours of normal business operation?

What type of restaurant?

What type of clientele frequents the restaurant?

What is the customer capacity of the restaurant?

What are the average number of dinners sold on the weekdays and weekends?
What type of payment is accepted? (i.e. cash only, credit cards, checks)

What is the average cost of a meal?

Who determines the price of the meal?

What type of entertainment, if any, is offered?

2-7



17.

18.

19.

20.

21.

22

23.

24,

25.

26.

27.

28.

29

Exhibit 2-3 (2 of 6)

Is there a cover charge for the bar or any entertainment, at any time during the
evening?

- How are the entertainers paid?

Are banquet facilities available?

Is there a set fee for banquets or is the charge determined on an individua basis?
Is there a"happy hour" (time period when alcoholic drinks are sold at a discount)?
- Do you have any specid pricing days?

Are food specids offered daily?

What are the average number of employees on the payroll?

How many people are working on day, afternoon, or night shifts for the various
areas of the restaurant?

What type of hours do the employees work - day, afternoon, evening, etc?

How are employee's paid - weekly, biweekly, monthly?

Are any individuals working at the restaurant considered independent contractors?
How is time kept for the employees - sign-in, time clock?

What type of side duties, if any, do the employees have on a daily, weekly, or
monthly basis?

Who calculates tips for each server?

Internal Contrals - Inventory

1.

2.

3.

Who are the primary suppliers of the business? What do they supply?
When are the purchases recorded? (daily, weekly, etc.)

Who is responsible for making the purchases?

2-8



10.

11.

12.

13.

14.

15.

16.

17.

18.

19.

20.

21.

Exhibit 2-3 (3 of 6)

Are the purchases recorded from checks or invoices?
What type of records are available for purchases? (Purchase Journa?)

Are there any records available for the number and size of bottles of alcohol
purchased?

Are purchase discounts available? Were they taken?
Do the suppliers offer kickbacks or rebates? How are they recorded?

How many ounces of liquor are in each mixed drink? What are the prices of the
mixed drinks?

Isthe inventory of acohol and food stored in alocked stockroom?

Who has access to the stockroom?

Who restocks the bar from the stockroom inventory and at what intervals?

What type of records are maintained when stock is removed from the stockroom?

Does the bartender have to turn in an empty bottle before she/he can receive a new
bottle?

Who checks incoming merchandise into the stockroom?
Are contents of incoming cases verified?

Are automatic liquor dispensing devices used?

What is the price per beer for imported beer? Domestic?

If draft beer is available, how many ounces are in each drink? By the glass? By
the pitcher?

Isthere apricelist of drinks available?

Do you have wine for sale, by glass and/or bottle? How many ounces are in each
glass? Carafe? What are their prices?

2-9



22

23.

24,

25.

26.

27.

28.

29.

30.

31.

32.

33.

Exhibit 2-2 (4 of 6)

What is the price of the wine coolers sold?

How many glasses of wine are served from each bottle?

What is the norma mark-up on mixed drinks? Beer? Wine? Wine coolers?
Do you compute spillage?

At what intervals are physical inventories of merchandise taken and who is
responsible for it?

Is beginning bar inventory plus stockroom withdrawals less ending inventory
periodically extended to retail prices and compared to receipts?

Who checks incoming inventory for the kitchen?
Are incoming shipments weighed?

Once the incoming inventory has been accounted for, what happensto the
receiving document?

Do the employees eat on the premises?
Are they given the meals at a discount?

Are written records maintained for complimentary and employee consumed meals
and drinks?

Internal Control - Cash

How are sales by the waiter staff controlled?
Are pre-numbered meal tickets used for each customer and/or table?
If so, how are they issued to each server?

What is each server's responsibility for the numbered meal tickets?
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10.

11.

12.

13.

14.

15.

16.

17.

18.

19.

20.

21.

22.

23.

Exhibit 2-2 (5 of 6)

What happens to voided meal tickets?

Does someone in management verify voided tickets?

Are cash registers used for the restaurant and/or bar?

Where are they maintained?

Are they pre-set for the individual menu or drink items?

Who has access to the cash register?

Are cash register drawers closed after each sale?

Do the cash registers print sales tickets?

How are over-rings handled?

Are saes tickets given to the customers?

|'s access to the register tapes restricted? To whom?

Are the registers closed out at the end of each shift? By whom?
Are beginning and ending cash register transaction numbers compared?

If two or more bartenders and/or hostesses, etc. work simultaneously, do they use
the same or different cash registers?

Are cash register readings taken during each cashier's shift?

Is the cash reconciled to the register tapes and deposited in the bank intact. If so,
at what intervals and by whom?

How are expenses for the business paid?
Are any expenses paid in cash? If so, are these amounts accounted for?

What types of controls are placed on the cash?
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24. Who has access to the cash receipts?

Other Information

1.

2.

10.

Who determines the prices of the meals offered?

How are portions controlled?

Do you have valet parking?

What happens to the money received?

What type of advertising is used?

Are there any promotions used?

What happens to the used grease?

Are there any coin-operated machines in the restaurant/bar?
What is the age and condition of the equipment?

What is the employee turnover?

2-12
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Chapter 3

BALANCE SHEET

EXAMINATION

An examination of the balance sheet can be advantageous to detect certain items which
might not be detected with just an examination of the income statement. However,
depending on the size and sophistication of the bar and restaurant being examined, it
might be cost beneficial to examine the income statement only, since alot of the
smaller establishments are on a cash-in cash-out basis.

If a balance sheet approach is taken, the following information can be used to conduct
the examination.

This section provides a correlation between the balance sheet and the income
statement. By proper planning of an examination, one can eliminate a duplication of
effort and conduct a more thorough examination.

1. A detailed examination of accounts receivable can €iminate the sales cut off
procedures of the income statement.

2. Ananaysis of the bad debt reserves on the balance sheet using the Black Motor
Formulawill determine if the provision to the bad debt reserve is reasonable.

3. Ananaysis of the debits of the prepaid assets will verify what items are being
amortized or expensed.

4. A detailed examination of the fixed assets and the accumulated depreciation would
eliminate the need to verify depreciation expense, verify the Schedule M-1
adjustment and the investment tax credit claimed.

5. Examining accounts payable can basically eliminate the need to audit the accrued
amounts that were expensed on the income statement. Similarly, examining loans
payable will eliminate the need to verify interest expense.



Audit Technique

CASH

Thefirst step in examining the balance sheet is to prepare a comparative balance sheet
anadysis. Generaly, aminimum of 3 years will be involved, the assigned year and the
prior and subsequent years. These 3 years will provide 4 years of "end-of-year"
balances.

The primary emphasis in the examination of the balance sheet is placed on the last year
because it would eliminate the duplication of efforts for each year examined because of
"rollovers.” Rollovers are items which would affect the subsequent yearsif they were

adjusted. It isat the agent's discretion whether prior years balances are to be adjusted
just for the interest due to the Government.

NOTE: Not al balance sheet account analyses are included in this package. This
does not imply that the other accounts are correct or should not be audited.

Cash in the bank should be reconciled between book balances and the bank statements.
Generaly the taxpayer's accountant will have bank reconciliations available to inspect
or examine. The bank reconciliation(s) should then be reconciled to the tax return.

Unreported |ncome

Normal audit procedures such as tracing gross recei pts to bank deposits, doing a bank
deposit analysis of al business and (the owner/manager) persona bank accounts, etc.
should be performed. However, it isimportant to remember that these type of
establishments are a cash driven activity and that cash can be hard to tie down in any
bank deposit analysisif the cash is not being deposited into the bank accounts.
Therefore, it isimportant to tie down the cash that is collected as gross receipts from
every source and cash that is paid out as expenditures. In the income statement
section an indirect method is presented on how to audit the gross receipts from a bar
and/or restaurant; however, consider the following techniques in auditing the cash on
the balance shest.



Audit Techniques

Stale Checks

Obtain the year end reconciliation and compare it to the books. Old outstanding
checks should be considered for possible inclusion inincome. Likewise, the most
recently issued outstanding checks should be examined to determine if the
taxpayer engages in the practice of drawing checks but not issuing them promptly.
This practice is usually applicable to cash-basis taxpayers. If you believe this
practice exists, observe the dates checks were paid as stamped by the bank on the
canceled checks. Another way isto look for a credit balance in the cash account
indicating checks drawn but not issued until later.

Using canceled checks, test one month's returned checks in the following manner:
Compare the name of the payee with that of the endorser. If they do not agree, or
if the name of any officer, partner, shareholder, etc., appears as secondary
endorser, determine why. The cash disbursement book should be open to the
appropriate month while thisis being done. If the payees of any checks are the
officers, etc., or if the checks are drawn to "bearer" or "cash,” look at the cash
book to see if the payee described therein is the same one named on the check
itself.

Review the cash disbursements journa for a selected period. Note any missing
check numbers and large or unusual items. Determine the propriety of these items
by comparing with vouchers and other records.

Determine if voided checks have been properly handled.

Review the cash receipts journal for itemsidentified as ordinary business sales and
be aert for items such as sale of an asset or prepaid income.

Review entriesin the general ledger cash accounts for unusual items which do not
originate from the cash receipts or disbursementsjourna. These entries may
indicate unauthorized withdrawals or expenditures, sales of capital assets, or
omitted income.

Determine whether the taxpayer has included interest income from time deposit
accounts.

Banks are generally not obligated to honor checks that are over 6 months old.
Additionally, many customers either lose checks issued to them or just fail to
present the checks for payment. If checks are outstanding for a prolonged period
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of time, the issue of liability should be raised. The taxpayer may no longer be
liable for the outstanding checks. If no real expectation exists of the amounts ever
having to be paid, then the amount(s) should be restored to income. Asan
alternative, the expense associated with the outstanding obligation or outstanding
check(s) can be reversed and the check should no longer be carried as an
outstanding check on the bank reconciliation. In other words debit cash and credit
the expense.

Audit Techniques

In reconciling the cash account, there will be outstanding checks. Determine what the
company policy isfor restoring outstanding checks to income. Select al checks over 6
months old and determine whether the check(s) should be restored to income.

— IRC section 61 defines gross income as all income from whatever source derived.

— IRC section 111(a) provides that gross income does not include income
attributable to the recoveries during the taxable year of any amount deducted in
any prior taxable year to the extent such amount did not reduce income subject to
tax.

INVENTORY

Inventories can be alarge and material income producing item in the bar and
restaurant area. A comment must be made in your work papers about its stated value
on the tax return. Inventories on a bar and restaurant return would largely consist of
food and acohol items sold in the establishment.

|RM 4231 for Inventories

Asrequired by IRM 4231, make the following minimum checks:



Extract
IRM 4231, Chapter 500, Text 5(10)2.2:2

* * * * * * *

(a) verify that any method of inventory valuation conforms to the "prescribed
methods' as indicated in Regs. 1.471,

(b) compare inventory balances in the return with the balances for the prior
and subsequent years returns, and verify these with the taxpayer's records,

(c) check for unauthorized changes from cost to cost or market;
(d) check for gross profit percentage variations,

(e) determine meaning and significance of any notes or qualifying statements
on financial reports prepared by independent accounting firms;

(f) determinethat al direct and indirect overhead and burden expenses arein
the overhead pool that is used in the computation of overhead rates where
applicable;

(g) analyze unusual entriesto cost of sales account for labor, material, and
burden charges not directly related to sales or transfers of finished goods, if
applicable;

(h) determine that year-end purchases were included in closing inventory;

(i) determineif there have been write downs for "excess' inventory to below
cost. Verify that the method of inventory valuation for "excess' inventory isin
accordance with Rev. Rul. 80-60; and

() determine that inventory costing conformsto Regs. 1.471-11 for taxpayers
engaged in manufacturing or production activities. * * *

SAIN Discretionary Audit Procedures

1. Compare prior year closing inventory with current year opening inventory.
2. Determine whether a consistent and acceptable pricing method has been used.

3. Review manner in which overhead has been applied to inventories.
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Review all inventory adjustments to assure that no premature write-downs or
reserve of anticipated losses have been included therein.

Where obsol escence adjustments have been made, review usage for prior, current
and subsequent years.

Where a standard cost system is used, review the factors comprising the standard
frequency of updating and disposition of variances.

Test end of year purchases and accruals to assure inclusion of these itemsin
inventory.

LOANSTO SHAREHOLDERS

Many of the bar and restaurant corporate returns will be closely-held corporations.
Many of these will have loans to the shareholders. The following information will
provide the general audit techniques to use when addressing thisissue.

Audit Techniques

Obtain copies of any notes or evidence of indebtedness. Test them to seeif the terms
of the note are being followed. For example, isinterest (if any) being accrued as
income. Doesthe loan call for monthly payments or is it payable on demand? Does
the note have a fixed maturity date? Doesit have an interest rate? Istheinterest rate
near market? The absence of one or al of the above may indicate the loan was made
at less than an arm's length transaction and may be construed to be a constructive
dividend (or, as an aternative position, interest income).

SAIN Discretionary Audit Procedures

1.

2.

Analyze the composition of the account balance.

Trace the source of repayments.

Determine whether or not a bona fide debtor-creditor relationship exists.
Ascertain whether the current year's increase represents dividends.
Determine that interest income has been properly recorded.

Follow SAIN Program 218 (Loans from Shareholders/ Liability) where applicable.
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FIXED ASSETS

The initia investment to start a bar and/or restaurant is quite high. Capital isrequired
for the purchase of the property, leasehold improvements, equipment and furnishings,
possible franchise fees, licenses, permits, taxes, liquor licenses, utilities, insurance,

food inventory, advertising, and payroll.

Be aware that the taxpayer may choose to reduce the capital requirement and lease the
property for the establishment. Make sure during the examination that the leaseis an
arm's length transaction and that leasehold improvements, etc. are being correctly

treated.

Of the capital items discussed above, the fixed assets will make up alarge percentage
of the investment. The basic fixed assets that will be found in any bar and/or

restaurant are as follows:

Kitchen Equipment

Office Equipment

Property

Dining Room

Stove, grill, fryer, walk-in
freezers, walk-in refrigerators,
ovens, dishwashers, and storage
equipment.

Desk, computer and telephone.

Fencing, building, and outside
seating.

Tables, chairs, music
(stereo/speakers), jukebox, cash
register, floor coverings, salad
bar, coffee makers, soda
fountains, silverware, glassware,
and dishes.

Refrigerators, cash register, sinks,
bar, glassware, ice machine, ice
bin, draft beer dispensers, acohol
dispensers, telephone, and
coin-operated machines.

These fixed assets vary in cost and you may want to do some research to determine if

the assets are being carried at a reasonable cost.



SAIN Discretionary Audit Procedures

1.

2.

Review the acquisitions to determine that basis has been properly recorded.

Where the acquisition consideration is other than cash, fully review the manner of
arriving at basis.

Does the basis include all expenditures required to place the asset in readiness for
operating use?

Allocations should be reviewed where alump sum purchase price is involved.
If there is an alocation in the contract between buyer and sdller, verify that the
allocation is consistent with the agreement. Also verify that the allocation reflects

economic redlity.

If there was an acquisition of assets constituting a trade or business, IRC section
1060 may apply.

Consider the advisability of requesting Engineering assistance.

Review retirement policy and determine that receipts from dispositions are
properly accounted for.

Determine company policy with respect to capitalization of minor items and record
the information for future references in the Historical File.



Chapter 4

PROFIT OR LOSSSTATEMENT

EXAMINATION

Examining the profit or loss statement may be the quickest and easiest way to perform
an audit on a bar and/or restaurant. Some limitations of this approach might bein
examining the gross receipts of the establishment. Since these establishments deal
largely in cash, you will need to determine if the internal controlsin place are adequate
to ensure that the cash is being deposited into the bank accounts. Because of this
uncertainty, an indirect method besides a bank deposit analysis may be warranted.

Audit Technique

2

The first step in examining the profit or loss statement is to prepare a comparative
anadysis. Generaly, aminimum of 2 years will be involved; the assigned year and the
subsequent year. Based on the analysis, unusual or significant fluctuations in account
balances can be selected for a more detailed examination.

The primary emphasis of the examination of the profit or loss statement is placed on
"permanent” types of issues. Permanent types of issues are contrary to the

"rollover" type of issues and do not affect the subsequent year; for example, travel and
entertainment, political contributions, investment tax credit, and investment tax credit
recapture.

NOTE: Not al classfications of income or expenses are included in this package,
which does not imply that the other items are correct or should not be
audited.

The sales generated from a bar and/or restaurant can be generated from the following
sources: Receipts from the sale of food, receipts from the sale of beverages (alcoholic
and non-alcoholic) and receipts from coin-operated machines.

The sales generated from these sources are hard to trace since income is being
generated by every customer and sometimes the level of sophistication of the books
may be poor. To gauge the daily, weekly, or monthly performance of sales, the
examiner will have to rely heavily on the information obtained in the initia interview,
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such as the number of meals sold in atypical day, average price of a meal, mark-up
percentages on food and alcohal, etc. If the examiner can obtain accurate information
in these areas, he or she will be able to accurately estimate what the sales should have
been for a specific period. This estimate will enable the examiner to determine if
unreported sales are possible. If it is discovered that underreporting exists, further
detailed analysis of the information gathered will ensure that the underreporting can be
adjusted in the examiner's report.

The indirect methods discussed in this section use information obtained from the
taxpayer in the initial interview and from third party sources discussed in Chapter 2,
Exhibit 2-1.

Since the bar/restaurant business is largely a cash-basis one, the use of the indirect
methods discussed in this section may only uncover that an understatement of income
exists, it may be hard or impossible to detect how the understatement was achieved.
For example, the taxpayer may only be reporting income from one cash register when
two are used, etc. The only way to possibly uncover thisisto ask alot of questions
and keep your eyes open on the tour of the business. Another helpful technique would
be to visit the operation during its normal business hours and observe how the
transactions are handled.

| ncome From the Sale of Food

The formula below can provide a reasonable estimation of annual sales for the
examiner to use in a comparison to figures on the tax return. The numbers used
should be derived from the initial interview. Any large discrepancy between the
income derived from these numbers and those reported on the tax return may indicate
unreported income or inflated expenses. The examiner should then look closely at the
pertinent accounts (such as food/beverage purchases, monthly sales, etc.) in the books
and records.

Possible daily volume X Average check per seat = Daily Sales

The possible daily volume would be the number of seats in the establishment
multiplied by how many timesin aday they are occupied. The possible daily
volume can be broken down into time periodsina day--breakfast, lunch, or
dinner--to get amore accurate tally.

The average check per seat can be obtained from the taxpayer during theinitial
interview.

The daily sales can be extended to weekly and yearly sales based on the days openin a
week and the weeks open in ayear.



-- Daily sales X Daysopeninaweek = Weekly sales

-- Weekly sales X Weeksopeninayear = Yearly sales

These estimates can be accurate if consideration is made for vacant seats and people
who walkout before paying their bill. During the initial interview ask enough pertinent
guestions to determine if these or any other situations should be considered.

Normal audit procedures such as tracing gross receipts to bank deposits, doing a bank

deposit analysis of al business and (the owner/manager) personal accounts, etc. should
be performed. Consider the interview responses received concerning internal controls.
Does the same person who counts the daily receipts also make the bank deposit? Are

the meal orders taken on numbered tickets or would it be easy to ssmply not ring

up asale on the cash register for some orders? The examiner must look closdly at the

supervision habits in the restaurant to evaluate how sales might be understated or how

easlly theft may occur and by whom.

Another account to look at to test the accuracy of income reported is advertising. Are
specials advertised? How often? Specials may refer to certain menu items or
discounted prices or both. Are the times for which specias are offered (such as happy
hour, weekly breakfast hours, etc.) reflected in the daily receipts ledger?

Cash Transaction Analysis, Net Worth, and Other I ndirect Methods

A cash transaction analysis, net worth or other indirect method may be used to
determine an understatement. However, as many of these methods rely on estimates,
they must be supplemented if the case is to be sustained through the Appeals process.
One possible way to further support as an indirect method in the case of arestaurant is
for the examiner to inspect the supply invoices to find the name of the printer of the
guest checks. This printer can provide the number of guest checks purchased by the
restaurant in ayear. A projected income can then be determined from the average
amount of the guest check multiplied by the number of checks. If these methods are
used in combination, they strengthen the case.

In the case of bars, it happens that, even in states where the distribution of liquor is
carefully regulated, the bar owner may remove cash from his or her drawer, purchase
liquor off the shelf of astore, sall the drinks in his or her establishment and return

the amount of cash to the drawer while pocketing the profits. In such a case there
usualy will be no indication in the books that anything is wrong as neither the invoice
or the income touches the books. An indirect method may uncover this.



| ncome From the Bar

Asin any income tax examination, the auditing techniques used depend on the quality
and quantity of the books and records maintained by the taxpayer. If the examination
consists of alarger bar where there are inventory records maintained which detail the
daily and/or monthly purchases and quantities sold, then the liquor cost percentage can
be computed and applied to total purchases to determine the gross receipts and gross
profit of the taxpayer. If the examination isof asmaller "Mom & Pop" type bar,
chances areit is going to be time consuming and possibly difficult to determine the
purchases for one day or one month. In this situation it might be better to partly rely
on third party information to verify purchases and compute the mark-up on cost. The
Mark-up can then be applied to total purchases to determine the gross receipts and
gross profit of the taxpayer. Exhibit 4-1 provides a unit breakdown of liquors.

Using the Liquor Cost Percentage to Compute Gross Receipts

To compute gross receipts using the liquor cost percentage, the following steps should
be followed:

1. Determine the cost of some of the more popular brands of liquor.
2. Determine the sales value of the bottleif al liquor out of these bottles were sold.

3. Dividethe sales value into the cost to get the potential pouring cost.

Example1

Computing the liquor cost percentage.
1. Determine the cost of liquor.

The taxpayer's records and verification from third party sources indicate that
the cost per quart is $4.48.

2. Determine the sales value of the bottle.

A quart has 32 ouncesin it. If the taxpayer poured 1-1/4 ounces per drink,
there would be 25.60 drinks per bottle. (32/1.25 = 25.60)

If the taxpayer sold the drinks for $1.10, then the sales value per bottle less
sales tax of $1.97 would be $26.19.
(25.60 X $1.10 = $28.16 -$1.97 = $26.10)



3. Dividethe salesvalue into the cost. This gives you the potential pouring
cost.

Cost $4.48 = 17.1 percent
SdesValue $26.19

Conclusion: 17.1 percent of $26.19 isthe cost. Therest isthe mark-up. If this
percentage is applied to total purchases of $5,000, the gross receipts should be
$29,239.77. ($5,000/17.1% = $29,239.77)

Gross Receipts (100%) $29,239.77
Less. Purchases (17.1%) ( 5,000.00)

Gross Profit (82.9%) $24,239.77

Using the formula discussed above in Example 1, the computations could be used to
calculate the total sales value of al bottles sold in aweek or a month, etc.

Using the Mark-up on Cost to Compute the Gross Receipts

If it isdifficult to determine daily and/or monthly purchases of ataxpayer, the Mark-up
on Cost might be used to compute gross receipts and gross profit. This method works
closely with the liquor cost percentage method, however, different percentages are
being determined.

Aswith the cost percentage method, the cost and sales value of the various items
needs to be computed. Then, the mark-up on cost can be computed. Mark-up on cost
is the amount of the sales price over the cost of an item.

Example 2

Simplified example: SalesPrice $10.00
Cost 5.00

Gross Profit  5.00

Mark-up on cost = SalesPrice  $10.00
= = 200%
Cost 5.00

The following steps should be followed to compute gross receipts based on mark-up
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on cost.
1. Determine the mark-up of the various acoholic items the taxpayer sélls.

The mark-up should be determined, if possible, in the initial interview. If the
taxpayer does not know the mark-up of the bar items, you must compute it based
on the sales price of drinks and the cost of the drinks. Figure 4-1 shows how to
compute the mark-up of drinks.

2. Determine the purchases made by the taxpayer. Exhibit 4-2 provides a sample.
Y ou can get this information off the invoices provided by the taxpayer, if available
and accurate. If accurate records are not available, you should request the names
of al of the vendors from the taxpayer in the initial interview. Send letters to the
vendors requesting all records of purchases made by the taxpayer in the years
under examination.

3. Apply the mark-up to the purchases of the various types of alcohol.

Asin the earlier smplified Example 2:

Mark-up = 200%
Purchases and Total Costs = $ 5.00
Cost =$5.00
Sales Price = $10.00

$5.00 X 200% = $10.00 Projected Sales

The steps discussed above do not take into account amounts for spillage, happy hour
prices, etc. Thisinformation must be determined in the initial interview so that the
taxpayer can be allowed these amounts in determining the correct gross receipts.



Figure4-1

SALES PRICE PER DRINK / COST PER DRINK = MARK-UP OF DRINK

Computing the mark-ups on the various types of drinks

Alcohoalic Sales Price per Drink -- Take an average of the more popular drinks served in the
Drinks bar, per the taxpayer in the Initia Interview. It isimportant to determinein the
initial interview the amount of acohol in each drink.

Cost per Drink -- Bottle Price / Number of drinksin bottle (See Exhibit 4-2)

The bottle price is an average price of acohol based on information from your
locdl liquor dispensary.

Draft Sales priceis based on the price of the beer per the taxpayer in theinitial

Beer interview. Divide the sales price by the size of drink to get the sales price per
ounce. Itisimportant to determine the size of beers served, ouncesin glasses,
pitchers, etc.

Cost of the beer is an average cost of beers available for sale by the taxpayer, sold
in kegs, divided by the number of ouncesin akeg (1,984 ounces). Thisgivesthe
cost per ounce. |

Bottled/ Sales price of the bottled/canned beer is based on the price for the bottle or can
Canned per the taxpayer in the initia interview.
Beer

Cost of the beer is an average cost of beers available for sale by the taxpayer.
Bottles and cans usually sold by 12 pack or case (24), therefore, divide the cost by
12 or 24.

Wine Sales price by the glassis based on the price per the taxpayer in the initia
interview. Dividethe sales price by the size of the glassto get sales price per
ounce. It isimportant to determinein initial interview the ounces in each serving.

Cost of thewine is an average cost of wine available for sale by the taxpayer.
Wine can be sold by the bottle, box, or keg, therefore, take the cost of the unit
divided by the number of ouncesto get a cost per ounce.

Wine Sales price by the bottle is based on the price per the taxpayer in
Coolers theinitial interview.

Cost of the bottle is an average cost of wine available for sale by
the taxpayer. Wine coolers are usually sold in case lots of 24.
Divide the cost by 24 to get the cost per the bottle.




OTHER INCOME

Income from Coin-Operated Activities

Another important area in auditing income, is the recelpts generated by the
coin-operated machines located in abar. Coin-operated machines may include

juke boxes, cigarette machines, pool tables, dart boards, etc. These machines can be
owned by the taxpayer or leased from another party. If the machines are leased, the
generd ruleisthat the income generated from the machinesis split based on some
percentage determined by the owner of the machine.

Income generated from coin-operated activitiesis very difficult to determine
accurately. Therefore, it isimportant to ask alot of pertinent questionsin the

initial interview regarding the operation and income generated from these machines. It
may be necessary to secure third party information on thisincome. However, be
careful of the reliability of these types of sources, since they may have arrangements
with the taxpayers.

Other Activities

Other areas of producing possible income in a bar/restaurant isin the sale of lottery
tickets, check cashing, cover charges, and gaming pools. Again close scrutiny must be
made concerning these areasin the initia interview. Ask pertinent questions to
determine if the taxpayer engages in these areas and how the cash is handled and
reported on the tax return.

COST OF GOODS SOLD

The cost of goods sold can be one of the largest expenses on the return. The examiner
should be aware that the purchase figure reported on the return may be a"plug"” figure
in order to balance the cost of goods sold computation.

The Internal Revenue Manual 4231, Chapter 500, Text 5(10)2.1 outlines minimum
checks for purchases. (See extract below.)



Extract
IRM 4331, Chapter 500, Text 5(10)2.1 Purchases

(1) Review the cutoff date. Determineif year end purchases have been
recorded in the proper accounting period.

(2) Determine if the owners consume or withdraw merchandise for personal
use, such as food, liquor, appliances, etc. If so, proper reductions should be made
to purchases or cost of sales. Also, consider the possible tax effect of such
withdrawal s to the recipients.

(3) Scan purchases column in the cash disbursements journal, voucher register,
etc., and look for items unusual in amount and to payee or vendors not generally
associated with the products or services handled by the taxpayer.

(4) Review entriesin the general ledger control account. Note and verify
entries which originate from other than usual sources (genera journal entries, debit
and credit memos, etc.).

(5) Test check the recorded purchases for a representative period with vendor's
invoices and canceled checks, etc. Be alert to such items as:

() personal expenditures; ***
(b) capital expenditures,

* * * * * * *

(6) If purchases are made from related taxpayers or controlled foreign entities,
review arepresentative number of such transactions to determine if the following
are present:

(&) pricesin excess of fair market value;
(b) excessive rebates and allowances,
(c) goods or services not received ***,

(7) Ascertain if merchandise, prizes, trips, etc., were received from suppliers
as aresult of volume purchases.



Unit Breakdown of Liquor

The following items are unit breakdowns of liquor that is useful
in computing liquor cost percentages or mark-up percentages.

Keg of Beer =15 1/2 gallons = 1984 ounces
16 ounces = 1 pound = pint = 500 milliliters
32 ounces = 1 quart = 1 liter

128 ounces =1 gallon

25.6 ounces = 1 fifth = 750 milliliters

1/2 gallon =64 oz. = 1.75 liter

1.6 oz = miniature = 50 milliliters

Exhibit 4-1

Number of drinksin bottle
Metric Size U.S. Fluid Oz. 3/4 oz. 1oz 11/8 oz. 11/4 oz. 1%oz.
1.75 Liter 59.2 78.9 59.2 52.6 47.4 39.5
1Liter 33.8 45.1 33.8 30.0 27.0 225
750 Milliliters 25.4 33.9 25.4 22.6 20.3 16.9
500 Milliliters 16.9 225 16.9 15.0 135 11.3
200 Milliliters 6.8 9.1 6.8 6.0 54 45
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Exhibit 4-2 (1 of 2)
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LT 43126
DK 43036

FRANGELI CO 64996
GALLI ANO 65474

BLUE CURACO 85516
C BROS BRANDY 52316
BL BER BRANDY 54706
CHERRY BRANDY 55306
CR DE CACO DK 78166
CR DE CACO LT 78706
TANQUERAY 28866
BOVBAY SAPHI R 28236
BEEFEATER 28086
ABSOLUT 34006

STOLI CHNAYA 34746
SO COMFORT 86886
VERMOUTHSVET 98744
BUSHM LLS 15776
KAHLUA 67526

BAI LEYS 68036

PEACH SCHNPS 82856
RASPBERRY 82146
CROMN ROYAL 11296
MAI LBU 65726
QUERVO GOLD 89196
CUTTY SARK 4796
DEWARS VWHI TE 4866
RED LABEL 5346
MYERS DK 42166

LI QUOR BRAND

BARCARDI

BACARDI
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Chapter 5

REQUIRED FILING CHECKS

EXAMINATION

Part of the examination of a corporate return consists of the required filing checks.
Since agents should already be aware of these procedures, this section shall pertain
specificaly to the examination of restaurants and bars, with an emphasis on the various
forms needed for audit or inspection.

IRM 4034
Required Filing Checks are as follow:

1. Required forms - Any delinquent Forms 1120 or
1040 returns required to be filed.

- Form 8027, Employer's Annual
Information Return of Tip
Income and Allocated Tips.

- If tip adjustments are required
for employees, order in needed
employees returns.

2. Forms W-4 Inspect for number of
exemptions.

3. Forms W-2 Scrutinize all Forms W-2 for any
withholding which appearsto be

small in relationship to the wages
and request the employees Forms
W-4's. Inthe event an
employment tax examination is
warranted, the information
needed is whether the FUTA and
FICA limitations have been met.

Determine if any wages have
been paid in cash and make sure
that Forms W-2 have been issued.



4. Forms 1099

5. Forms 940 & 941

6. Forms 1040

7. Forms 8300

8. Bartering

9. Forms 5500 & 5500C

EMPLOYMENT TAXES

Determine if there are any
"off-the-books" employees being
paid in cash and not being issued
Forms W-2.

Determine if back-up withholding
was properly applied to illegal
aliens. Consult your employment
tax coordinator for specific issues
inyour area.

Consider the issue of independent
contractors versus employees.

Determine if cash has been paid
to bands and/or other entertainers
and if Forms 1099 were filed.

Employment tax returns.

Constructive dividends and
excess standard of living.

Currency Transactions over
$10,000 (in conjunction with the
audit of the cash account).

Consider along with the audit of
the income account.

Review pension expenses and
distributions.

The restaurant and bar businessis largely a cash business. As aresult, many owners
pay people for services rendered in cash. Two areas to consider in auditing these
entities are cash paid to employees and cash paid to bands and/or other entertainers.
The cash paid to the employees generally will not have employment taxes paid on it.
The cash paid to the bands and/or other entertainers generally will not have a Form
1099 filed for it. Be sure that these areas are addressed in every examination of
restaurants and bars. See Exhibit 5-1 for alist of interview questionsto consider. This

listisnot al inclusive.



Another areainvolves the requirement that the tipped employees in the establishment
report thelr tips received to the employer at least monthly. The Omnibus Budget
Reconciliaiton Act of 1987 revised IRC section 3121(q) to require the Employer to
match the FICA Taxes of the employee for tips reported.

The Service has implemented a "National Tip Rate Determination/Education
Program." The program is discussed later in this chapter.

Tip Income

Form 8027 Employer's Annual Information Return of Tip Income and Allocated
Tips- IRC Section 6053(c)

To increase tip income reporting compliance, the Tax Equity and Fiscal Responsibility
Act of 1982 (TEFRA) enacted provisions which provide for substantial changes to
reporting tip income earned by employees at large food and beverage establishments.
For calendar year 1983 and later, employers at large food and beverage establishments
are required to file Form 8027 (Employer's Annual Information Return of Tip Income
and Allocated Tips) indicating the amount of gross recelipts from food and beverage
operations, total charge tips, and total charge receipts on which there were charged
tips. See Exhibit 5-2 for alist of IRC sections that apply to tip income. In those
establishments where employees report to their employer aggregate tips of less than 8
percent of gross receipts, the employer must allocate to the directly tipped employees
the difference between 8 percent of gross receipts and the reported tips. The
allocation will appear in Block 6 on the employee's Form W-2.

Large food and/or beverage establishments are required to make annual reports to the
Internal Revenue Service concerning receipts from food or beverage operations and
tips reported by employees. In certain circumstances the employer is required to
allocate amounts as tips to employees. This reporting is done on Form 8027
(Employer's Annual Information Return of Tip Income and Allocated Tips). Large
food and/or beverage establishments are defined as establishments where tipping is
customary and which on atypica business day during the preceding calendar year,
normally employed more than 10 employees (include al employees at al locations).
An employee is defined as a full-time employee, based on the hours worked on a
typical day. Sincetipping isnot customary at cafeterias or fast food operations, a
return is notrequired for these. Exhibit 5-3 is a copy of the Form 8027.

Since most restaurants fall under the tip reporting rules, the examiner needs to ensure
proper alocation has been made to the employees wages. This audit step would be
considered necessary to perform a quality audit. During the examination of the
taxpayer, be sure to request a copy of the Form 8027 filed to ensure that a proper
allocation has been made.



Allocation of Tips - IRC Section 6053(b)

As stated previoudly, an employer must allocate tips among employees who receive
tipsif the total tips reported to the employer during any payroll period are less than 8
percent of the employer's gross receipts for that period. Generaly, the amount
alocated is the difference between the total tips reported by employees and 8 percent
of the gross receipts, other than non-allocable receipts. Non-allocable receipts are
receipts for carry out sales and receipts with a service charge added of 10 percent or
more. The amount allocated is for information purposes only and employers should
not withhold income or social security taxes on that amount.

The allocation can be made under a good faith agreement or by using the gross
receipts or hours worked methods. A good faith agreement is a written agreement
between the employer and at least two-thirds of the employees of each occupational
category of employees who receives tips (e.g. waiters and waitresses, busboys, maitre
d's) working in the establishment when the agreement is adopted.

-- Directly tipped employees. Employees that receive tips directly from the
customers, for example, waiters, waitresses, and bartenders.

-- Indirectly tipped employees. Employees that do not receive tips directly from
customers, for example, busboys, service bartenders, and cooks.

The agreement must:

1. Providefor an alocation of the difference between total tips reported and 8
percent of gross receipts among employees who receivetips. This should
approximate the actual distribution of tip income among the employees.

2. Beeffective with the first day of apayroll period that begins after the date of
adoption, but no later than January 1 of the next year.

3. Be adopted when there are employees in each occupational category who would
be affected by the agreement. AND

4. Allow for revocation by awritten agreement adopted by at least two-thirds of the
employees in occupational categories affected by the agreement at the time of
revocation. The revocation is effective only at the beginning of a payroll period.

If no good faith agreement applies to the payroll period, the employer must alocate

the difference between total tips reported and 8 percent of gross receipts using the
following formula:
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1. GrossReceipts e
Less: Carryouts e
Saleswith mandatory tips ~ ----------

Net tippablesales e

Times 8% X 0.08

Tipsat8% e
2. Less: Tipsreported by employees
receivingindirecttips ~ cemeeeeeee-
Total Directly tipped employees' allocation ~ —=-memeeee-
3. Employee breakout of tips: *
Total Directly tipped employees' allocation ~ —=-mememee-
Times Ratio of = employee's gross sales

all directly tipped  C—
employees gross sales

Directly tipped employee' sshare of allocated tips  ~ —-=----—---
4. Individual employee'stip allocation ~  mememeeee-

Less: Tipsemployeereported for payroll
period e

Individual employee’s shortfall for period ------------
5. Tipsat8% asfiguredinStep1 ~ ceeeeeeeeees

Less: Total tipsreported by both directly
and indirectly tipped employees  ~ cmeeeeeeeeen

Amount to be allocated among the directly
tipped employeeswith a shortfall
(figuredinstep4 e

6. TimesRatioof: employee'sshortfall
total shortfall of all
directly tipped employees ) Q———

Individual employee’stip allocation

If after ingpecting the alocation of tips and the tips reported by the employees you

. The employer may substitute the following for item No. 3 in the fraction described above: the number

of hoursworked by each employee who istipped directly and total number of hours worked by all employees who are
directly tipped for the payroll period.

3. Employee breakout of tips:
Total Directly tipped employees’ dlocation ~ smemeeeeeeeeee
Times Ratio of = total hours worked by
directly tipped employee

total hours worked by
al directly tipped employees ~ cmeeeeeeeeeees
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determine that further examination is warranted in order to correctly determine the tip
income, a computation known as the M cQuatters Formula can be used to compute the
tip income.

Tip Rate Deter mination/Education Program

In October 1993, the National Office introduced the Nationa Tip Rate
Determination/Education Program. A program developed to improve the compliance
of tipped employees in the food service industry.

The program isincluded in a Handbook entitled "National Tip Rate

Determination/Education Program.” The District Tip Coordinator in each district
Examination Division has a copy of the handbook.

Overview of Program

The program involves executing a mutual agreement between the establishment owner
and the district director, a"Tip Rate Determination Agreement.” An accurate tip rate
is determined by the establishment, validated by the district and used in subsequent
periods by the tipped employees of the establishment. Working properly, the program
will eliminate the need to audit participating employees returns.

For acopy of the "Tip Rate Determination Agreement (TRDA)", see Exhibit 5-3.
A 6 month calendar period is used to establish the tip rate(s) used in the agreement.
January 1, 19xx - June 30, 19xx or
July 1, 19xx - December 31, 19xx.
In order for the establishment to participate in the program, 75 percent of the tipped
employees must sign a " Tipped Employee Participation Agreement (TEPA)" with
the restaurant owner.
To participate in the program, the employees must:

Be current in filing and payment of tax on their individual income tax returns.

Continue to keep records of tips received and report at least the rate determined
per the agreement.



The establishment is sent a Notice and Demand L etter for the Employer's share of
FICA tax per IRC section 3121(q) on the unreported tips determined for the 6
month period used to establish the tip rate(s).

The Notice and Demand letter informs the employer of the unreported tips to be
reported on the employer's Form 941 for the period in which the Notice and Demand
IS made.

Contact the District Tip Coordinator in the Examination Division. The coordinator
will work with you to bring the restaurant into the program.

Examination Techniques Used to Determine Tip Income

If the establishment will not enter into a Tip Rate Determination Agreement, as
described above, it will be necessary to conduct an employment examination of the
establishment and al of the tipped employees.

The foundation for any tip examination is the McQuatters Formula. A result of the

1973 court case involving the employment tax examination of the restaurant located at
the top of the Seattle Space Needle.

Discussion of McQuatters Formula

The McQuatters Formulais a statistically valid computation of unreported tips based
on a 28 day sample of the restaurants charge tip receipts. The chargetip rateis
established. Through interviews of restaurant management and tipped employees, the
cash tip rate is established, typicaly .5 percent to 2 percent less than the charge tip
rate.

This indirect method of determining tips was challenged in the courts. Although the
computation was modified for various factors, the Service's overall methodology

was upheld in the following court cases. See Exhibit 5-4 for a summary of each court
case.

-- Mendelson v. Commissioner, 305 F.2d 519 (USCA 7)

-- Carroll F. Schroeder, 40 T.C. 30 (1963)

-- Sutherland v. Commissioner, 32 T.C. 862 (1959)

McQuatters, 32 CCH Tax Ct. Mem. 1122; 42 P-H Tax Ct. Mem. 1078 (1973).



SUMMARY

To make the computations used in the McQuatters Formula requires an in-depth
analysis of the establishment's gross receipts and payroll records. Consult your Tip
Coordinator for guidance before starting such an analysis. It aso requires you to
conduct very detailed interviews of management and employees. But most
importantly it requires sound judgment in considering and accounting for all factors
affecting the cash tip rate. If you do not perform your analysis properly, you will not
be able to defend your proposed adjustments adequately. The techniques to properly
document, analyze and gather information to determine tip income are summarized in
Exhibit 5-5, Audit Program for Tip Income.

NOTE: Remember when opening an employment tax exam that there are other return
statutes to protect. A Form SS-10 would be required in addition to the Form
872A for income tax.



Exhibit 5-1 (1 of 5)

Interview Questions

MANAGEMENT INTERVIEW

1. Days open:

2. Hours open:

3. Number of shifts?

4. Average number of employees on each shift?
Captains

Waitpersons

Buspersons
Other

oo oo

5. Do employees work the same shift on aregular basis?
6. If not, how are shifts rotated?
How are different shifts recorded?
7. Who sets up the room?
8. What isthe average set-up time?
9. How is set-up time rotated?
10. If stations are not rotated, how are they assigned?
11. What isthe seating capacity of the restaurant?
12. Aretips pooled and split anong waitpersons?

13. How aretips split?



14.

15.

16.

17.

18.

19.

20.

21.

22.

23.

Exhibit 5-1 (2 of 5)

If tips are not split, to who and what percent are they tipped out?

How do customers pay for their meals? (i.e. do they pay the waitperson or pay on
the way out?)

How do the employees receive their charge tips?

Do you have the following types of sales?

Charge sales Est. % of sales
Banquets Est. % of sales
Complimentary sales Est. % of sales
Ticket/Tour Sales Est. % of sales

If you have the types of saleslisted above, how do the employees receive any
non-cash tips?

Are waitpersons required to pay for customers who leave without paying?

Does the average cash customer tip better or worse than the average charge
customer? If so, by how much?

Do customers tip differently according to the time they eat?
Are there any unusual factors that affect tipping in your establishment?

Other Comments;
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Exhibit 5-1 (3 of 5)

EMPLOYEE INTERVIEW

NAME OF EMPLOY EE INTERVIEWED:

1.

2.

10.

11.

12.

13.

14.

15.

16.

17.

Who was your manager?

How many shifts were there?

How many hours did you work in each shift?

Did al waitpersons work set-up and breakdown?

If not, who did and how long did it take?

Did you have a steady schedule?

Were shifts rotated?

How were they rotated?

How were stations assigned?

Were stations rotated?

How were they rotated?

What is the average number of tables per station?

What is the average number of chairs per station?

How many tables on the average did you serve per shift?
How many checks on the average did you write per shift?
Who assigns work stations?

Who assigns work shifts?

5-11



18.

19.

20.

Exhibit 5-1 (4 of 5)

Does the average cash customer tip better or worse than the average charge

customer? By how much?
Are tips pooled?

If s0, how are they split?

21. If tips are not pooled, with whom do you share your tips?

22.

23.

Amount

Busperson

Cocktail Waitperson
Bartender

Captain
Host/Hostess
Maitre d'
Owner/Manager
Other

From whom do you receive a share of tips?

Amount

Busperson

Cocktail Waitperson
Bartender

Captain
Host/Hostess
Maitre d'
Owner/Manager
Other

On an average night, average week, or average month, how often would you get

stiffed?

5-12



24,

25.

26.

27.

28.

29.

30.

Exhibit 5-1 (5 of 5)

If aslow night occurred, was anyone sent home and how was this decided?
If sent home, did you get paid for the hours worked or afull shift?

Did you have to pay for walkouts?

If yes, how often did this happen?

What is your position?

What are your duties?

How long have you worked at this establishment?

31.Have you worked in any other position at this establishment?

32.

33.

34.

35.

36.

37.

38.

39.

40.

41.

42.

Did you maintain records of tips you received?
If yes, what kind of records?

Was there a guaranteed tip rate at any time?
Did anyone work al large parties?

If yes, how was this determined?

Are customers who receive complimentary food or beverages better or worse
tippers that the average customer?

Were checks written up so that you could be identified?
If s0, how was this done?

Asafood server, do you consider yourself above average, average, or below
average?

|s there a reason why a determination of an average sales and tips would be unfair
to you?

Other Comments;
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Exhibit 5-2

IRC SECTIONSWHICH APPLY TO TIP INCOME

Section 45B

Section 61

Section 119

Section 446

Section 3101

Section 3121(q)

Section 6001

Section 6053

Section 6652(c)

Section 6653(a)

Genera income tax credit for employer FICA
taxes paid on employee tips. Effective 1994.

Tips and gratuities are compensation for services
rendered.

Excludes from income meals furnished on the
business premises of the employer for the
convenience of the employer.

Allows the IRS to compute income by a method
which, in its opinion, does clearly reflect income.

Imposes atax under the Federal Insurance
Contributions Act.

Tipsincluded for both employee and employer
taxes.

Taxpayers are required to keep records which are
sufficient to enable the respondent to determine
their correct tax liability.

Such records must be retained by the taxpayer so
long as the content thereof may become material
in the administration of any interna revenue.

Imposes new reporting requirements with regard
to tip income. Guidelines for the Form 8027.

Allows for a 50 percent penalty for underreported
FICA tax dueto tips.

Allows for a penalty for negligence or intentional
disregard for the rules or regulations.
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Exhibit 5-3 (1 of 13)

Department of the Treasury-Internal Revenue Service
TIPRATE DETERMINATION AGREEMENT

(Taxpayer-Employer's name, address, and identifying number) and the Didtrict
Director of Internal Revenue ("District") make the following agreement:

WHEREAS, by law, al employees who receive cash and or charge tips are
required to keep timely and accurate records of tips received and to report the tips
received to thelr employer on a monthly basis or other lesser period as the employer
may require, and al tips received are required to be reported as income on the
employees federal income tax returns; and

WHEREAS, the District and

, (hereinafter "Employer") have agreed to
implement a program to ensure maximum compliance by the employees of the
Employer with those provisions of the Internal Revenue Code of 1986, as amended,
relating to tip income. This program will minimize the burden on the Employer
resulting from tip compliance programs of the District and reduce the enforcement
costs of the District; and

WHEREAS, the District and the Employer have agreed to resolve disputes
concerning the responsibility of the Employer under 26 U.S.C. 3121(q) and establish
procedures to prevent such disputes in the future;

NOW IT ISHEREBY DETERMINED AND AGREED for federal income and
employment tax purposes as follows:

I. RECITALS
The foregoing recitals are made a part hereof.
[I. DEFINITIONS

1) Employer as used herein is the employer named above.

S5-17



Exhibit 5-3 (2 of 13)

Tip Rate Determination Agreement With (Name of Employer)

2) Employee as used herein is a person employed by the Employer for at least 30
calendar days and who directly and or indirectly receives cash and or charge tips of at
least $20.00 per month during the course of his or her employment.

1. EFFECTIVE DATE

This agreement is effective as of the date the last party to sign the agreement does
0.

V. EMPLOYEE PARTICIPATION

A. For purposes of this agreement, a " Participating Employee" is an employee
who:

1) completes and files with the Employer on or before (month/day/year), the
Tipped Employee Participation Agreement ("TEPA"), indicating his or her intent to
participate in the tip reporting program; and

2) commencing in the year (year), reports and continues to report, his or her
tips to the Employer (in compliance with Internal Revenue Code and Regulations) at
or above the tip rates established pursuant to Section V11 of this agreement.

B. If the employeeis hired by the Employer after (month/day/year), he or she
must indicate on the TEPA his or her election to participate in the program and file the
TEPA with the Employer no later than 30 days after his or her date of hire. A copy of
the TEPA isincluded as attachment "A" to this agreement.

C. TheDistrict will not examine an employe€'s tip income from (name of
employer) for (year) or any subsequent year in which he or she is employed by this
Employer and receives tip income if the employee completes and files with the
Employer on or before (month/day/year), or within 30 days of his or her date of hireif
later, the TEPA indicating his or her election to participate in the program. The
employee must also comply with subparagraph A. 2) above.

An employee who revokes his or her TEPA may be subject to the full range of
compliance and enforcement procedures of the Service.
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Exhibit 5-3 (3 of 13)

Tip Rate Determination Agreement With (Name of Employer)

V. NONPARTICIPATING EMPLOYEES

An employee other than a Participating Employee ("Nonparticipating Employee”)
is subject to the full range of compliance and enforcement procedures of the Interna
Revenue Service.

VI. EMPLOYER PROGRAM

A. The Employer agrees to encourage al of its tipped employees to participate in
the program.

B. The Employer will establish tip rates in accordance with Section VI of this
agreement.

C. The Employer will make tax withholding based upon tips reported, as required
by law.

D. The Employer will include all reported tips on Forms W-2 as "wages, tips, and
other compensation.”

E. On or before (month/day/year), and each March 2nd thereafter, the Employer
will provide to the District in writing the following information on each
Nonparticipating Employee: name, social security number, wages, shifts, hours and or
sales, job categories, reported tips, and charged tips paid out. The Employer shall
provide to the District additional information in the Employer's possession and control
necessary to determine the tip rates of Nonparticipating Employees as requested.

Employers that report tip rates on subsequent years Forms 8027 (Employer's Annual
Information Return of Tip Income and Allocated Tips) at or above the tip rates
established for the Tip Rate Determination Agreement, will not be required to submit
the information above.

F. The District will give Notice and Demand for the liability against the Employer
for (year) pursuant to 26 U.S.C. 3121(q) based on tip income received by employees
for the six month period beginning (Date) and ending (Date) which was used to
determine the tip rate for (year).
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Exhibit 5-3 (4 of 13)

Tip Rate Determination Agreement With (Name of Employer)

G. For the Employer to participate in this program:

1) 75% or more of al tip receiving employees must be Participating
Employees on or before (month/day/year). Tip receiving employees with fewer than
30 days of service with the Employer as of (month/day/year), may be included in this
calculation, but are not required to be included; and,

2) the Employer must document through the TEPA, payroll records,
exceptionreports, and such similar records as the Employer must maintain, those
employees who have elected to report their tips to the Employer in accordance with
Section IV of this agreement.

H. To continue participation in this program for subsequent years, the Employer
must have at least 75% or more of all tip receiving employees as Participating
Employees on or before December 31st of each subsequent year. Tip receiving
Employees with less than 30 days of service with the Employer as of December 31st of
each subsequent year may be included for that year's calculation but are not required
to be so included.

|. The District may assert liability against the Employer pursuant to 26 U.S.C.
3121(q) based on tips received by Nonparticipating Employees after (month/day/year),
but only if such asserted liability is based upon the final results of an audit of a
Nonparticipating Employee.

VII. TIPRATES

A. Initid tip rates will be established by the Employer prior to entering this
agreement. Theinitial tip rates will be reviewed by the District. The District will
notify the Employer in writing of its approval or will request additional information
within 90 days of the date the Employer submits theinitial rates to the District.

B. Thetip rates will be determined based on information available to the
Employer, historical information provided by the District and generally accepted
accounting principles. If appropriate, the Employer will establish tip rates for
categories or subcategories of employees. These tip rates will specify tips received by
hour, sales, or by shift, depending on the nature of the work performed.
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Tip Rate Determination Agreement With (Name of Employer)

C. The charge tip rates are based on dividing the charge receipts (with tips) into
the chargetips. Each year the Employer must retain charge receipts for those days
specified as the 28 day sample set forth in attachment "B". The Employer must retain
the 28 day sample charge receipts for the period specified in paragraph F. below.

D. Theformulafor the Employer to use to calculate the tip ratesis set forth in
attachment "C". This formula was derived from the Tax Court case McQuattersv.
Commissioner, T.C. Memo 1973-240. Theinitia tip rates are set forth in attachment
"D".

E. Each year as of December 31, the Employer will review the tip rates and will
submit to the District within 90 days after December 31, either revised tip rates or a
statement that no revision was necessary. Any revision submitted to the District will
be reviewed and the District will notify the Employer in writing of its approval or
request further information within 90 days after submission.

F. The Employer will maintain the records used to establish the initial tip rates
and those used each year to determine the necessity of arevision. These records will
be retained for at least four years after the later of: 1) the payment due date of
applicable Income and FICA Tax for the return period to which the records relate; or
2) the date those taxes were paid. The Employer will make those records available to
the District upon request.

VIII. TERMINATION OF THE AGREEMENT
This agreement may be terminated by either party to the agreement.

A. The District may terminate this agreement if, as of December 31, (year), and
each December 31st thereafter, fewer than 75% of the tipped employees are
Participating Employees. Nonparticipating Employees with fewer than 30 days of
service with the Employer will not be included in this calculation.

B. If either party fails to comply with any provision of this agreement, the other
party shall notify the noncomplying party of the defect. If the defect is not corrected
within 30 days of notification, the notifying party may terminate the agreement by
giving 30 days written notice to the noncomplying party.
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Tip Rate Determination Agreement With (Name of Employer)

C. If the partiesfail to agree to revision of the tip rates, as set forth in Section VI
of this agreement, within 90 days after the tip rates are submitted to the District, either
party may terminate the agreement by giving 30 days written notice to the other party.

D. The mutua obligations of the parties hereunder shall cease 30 days after date
of written notice by either party to terminate the agreement.

IX. MISCELLANEOUS

A. The agreements described herein, including but not limited to those agreements
described above in paragraph V. E. and paragraphs VI. F. and G. shall remain in
effect if any other part of this agreement is found to be unenforceable, or beyond the
authority of the District to include in the agreement.

B. All correspondence by the Employer pertaining to this agreement, including a
notice of termination by the Employer to Internal Revenue Service, must be sent to
Chief, Examination Division, Stop , : ,

. The Internal Revenue Service will send al correspondence
pertaining to this agreement, including a notice of termination to the Employer, at the
address stated below unless notified in writing by the Employer of a change of address.

By signing this agreement, the parties certify that they have read and agreed to the
terms of this document, including all attachments hereto.

EMPLOYER: INTERNAL REVENUE SERVICE

District

(Name of Employer)

(Signature) (Signature)

BY: BY: __ (Directors Name)
TITLE: TITLE: District Director
ADDRESS: ADDRESS:

(street address) (street address)
(city/state/zip) (city/state/zip)

DATE: DATE:
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Attachment A of Tip Rate Determination Agreement With
(Name of Employer)

ATTACHMENT "A"

TIPPED EMPLOY EE PARTICIPATION AGREEMENT
"TEPA"
SUMMARY DATA

The Disgtrict of the Internal Revenue Service ("District") is exploring new
methods to achieve voluntary compliance with the tip reporting requirement. In the
past, the District reviewed an employer's records and examined individual employees.
This method was very time consuming for all partiesinvolved.

The new program involves a cooperative effort by the District,
(the "Employer"), and you, the tipped employee. This new
program provides for the following:

1. The Employer will calculate atip rate based on historical data and the
M cQuatters Formula

2. The District will review thisrate.

3. Employees will participate by: (@) continuing to comply with the employee tip
reporting requirement (i.e., a written statement must be supplied to the Employer to
report tip income); (b) reporting tip income at or above the tip rates established in the
Tip Rate Determination Agreement; and (c) having the Employer withhold the
appropriate income tax and FICA tax.

4. Seventy-five percent of the tipped employees must be Participating Employees.

5. Employee's will maintain tip records, income tax returns and related
information for at least four years after the later of: 1) the payment due date of
applicable Income and FICA Tax for the return period to which the records relate; or
2) the date those taxes were paid.

6. The Employer will provide the District alist of names, social security numbers,

wages, shifts, hours and or sales, and job categories of all Nonparticipating Employees
by March 2nd of each year.
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Attachment A of Tip Rate Determination Agreement With
(Name of Employer)

7. The District will not examine a Participating Employee's income tax return for
underreported tip income received from (name of employer), if the Participating
Employee isin compliance with the Tipped Employee Participation Agreement. The
District may examine the tip records of a Participating Employee for compliance with
this agreement.

Employees who do not participate in this program will be subject to examination
to verify tips received.

Nothing in this agreement is intended to explicitly or implicitly create a contractual
relationship between the undersigned employer and employee(s).

TIPPED EMPLOY EE PARTICIPATION AGREEMENT
l, , employed asa ,

(print name) (jobrtitle)
wish to:

(check one) () participate, ( ) not participate,

in the tip reporting program between and the District.
(Restaurant/employer)

Employee Socia Security Number Employee home telephone Number

Employee Signature

Date
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Attachment B of Tip Rate Determination Agreement With
(Name of Employer)

ATTACHMENT " B"

NON-LEAP YEAR SAMPLING DAY S

Quarter 1 1/2 V15 131 2/11  2/24 3/22
3/23

2 4/14 430 56 515 5/30 6/28
6/29

3 7/24 8/5 91 9/13 9/24 917
9/26

4 10/4 10/16 11/9 1121 12/15 12/23
12/31

LEAP YEAR SAMPLING DAYS

Quarter 1 1/4 Y20 128 129 2/23  2/27
3/20

2 4/12  4/15 420 4/23 5/5 5/9
5/29

3 823 825 99 917 9/18 9/19
9/21

4 10/4 10/8 10/16 11/18 11/24 12/26
12/28
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Attachment C of Tip Rate Determination Agreement With
(Name of Employer)

ATTACHMENT "C"
FORMULA FOR TIP RATE CALCULATION
Step1l:  Determine charge and cash tip rates.

Chargetip rate = Total chargetips
Tota charge sales with charge tips*

Less: Difference between charge and cash tips
(attributable to smaller and fewer tips)

Equals. Cashtiprate

Step2:  Compute tips earned per hour/sale

1. Gross sales subject to tipping

2. Less Stiff factor

3 Charged sales with charged tips

4, Other factors

5. Equds: Sales subject to cash tipping

6. Multiply: Cash tip rate

7. Equds: Cash tips received

8. Added: Charged tips

9. Tips received from other employees
10. Equals: Tota tips received
11. Less Tip outs
12. Equals: Adjusted tips
13. Divide: Total hours worked or total sales $
14. Equals: Tip rate per hour or sales $
Indirectly tipped employees

Compute tip rate per hour

Tip rate per hour = Tips received from other workers
Total hours worked

* |f thisfigure is unavailable, use "Total Charge Sales' for the denominator of the
chargetip rate.
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Attachment D of Tip Rate Determination Agreement With
(Name of Employer)

ATTACHMENT " D"

INITIAL TIP RATES

Section 45B Credit
Food and Beverage Workers

CATEGORY TE
Host/Hostess %

Food Servers %
Cocktail Servers %
Bartenders %
Room Service Food Servers %

Bus Persons $ per hour
Others $ per hour

Non Section 45B Credit
Food & Beverage

CATEGORY RATE

Bellman $ per hour
Vaet $ per hour
Others $ per hour
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SUMMARIES OF SIGNIFICANT COURT CASES

Mendelson v. Commissioner, 305 F.2d 519 (USCA 7)

Where a taxpayer keeps no records disclosing his income, no method can be devised
which will produce an exact result. The law does not require that much. Itis
sufficient if the method employed produces a result which is substantially correct. All
taxpayers, including the one here involved, by failure to keep records of their income
assume the hazard that they may be called upon to pay atax based on an income which
cannot be determined to a certainty. Such a situation, however, arises from the fault
of the taxpayer and not that of the Commissioner.

Carroll F. Schroeder v. Commissioner, 40 T.C. 30 (1963)

Tips constitute compensation for services rendered and, therefore, are includiblein
gross income under section 61(a) of the Internal Revenue Code of 1954. Robertsv.
Commissioner, 176 F.2d 221 (C.A. 9. 1949), affirming 10 T.C. 581 (1948);
Mendelson v. Commissioner, 305 F. 2d 519 (C.A. 7, 1962), affirming a Memorandum
Opinion of this Court, certiorari denied 371 U.S. 877 (1962). What is at issuethenis
the amount of tips received by the petitioner during 1957 and 1958.

Sutherland v. Commissioner, 32 T.C. 862 (1959)

Having determined that the petitioner did not have any records of her tip income, the
Commissioner used his statutory authority under Section 446 of the Internal Revenue
Code of 1954, to make a computation of the amount of petitioner's tips for the years
involved in accordance with a method which in his opinion did clearly reflect such
income. The method used by the Service to determine the tip income was not
arbitrary or capricious, as asserted by petitioner, but was the best and most realistic
method that could have been used with the information available.
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McQuattersv. Commissioner, 32 CCH Tax Ct. Mem 1122; 42 P-H Tax Ct. Mem. 1078 (1973)

The court addressed specifically the factors to be considered in determining atip rate
and the types of items for making areduction. The court stated: " *** None of the
petitioners has claimed that she did a significantly greater amount of low tipping work
(serving banquets or lunches or working in the cocktail lounge) than the other
petitioners. Accordingly, we believe that respondent's flat rate approach to all
petitioners is appropriate. Respondent's 12 percent rate is based upon the fact that
charge customers of the Space Needle who aso charged their tips gave tips

equaling dightly more than 14 percent of the cost of their food and beverages. Such
customers accounted for about one-fifth of the restaurant's total sales for two months
in 1968. Respondent reduced the rate to 12 percent to account for the facts that cash
customers usually left smaller and fewer tips than charge customers, that petitioners
shared their tips with the captains, and that low tipping work like banquets was

not charged. *** Although we are reluctant to extricate petitioners from the
predicaments caused by their own lack of records, we do believe that petitioners have
justified an additional two percent reduction in the rate to be applied. We are
convinced that petitioners gave 10 to 15 percent of their tips to the captains and

that to account for this and other factors respondent's formula should be applied with a
10 percent rather than a 12 percent rate of tipping. Accordingly, we hold that the
amounts of tip income determined by respondent for each petitioner should be reduced
by one-sixth."

Feldman v. Commissioner, 47 CCH Tax Ct. Mem. 776; 52 P-H Tax Ct. Mem. 3272 (1983)

The court determined that the Commissioner's formula was reasonable, but it made
two downward adjustments for evidence presented by the taxpayer which showed
that she earned smaller tips on cash sales and paid alarger percentage to busboys than
the Commissioner had determined.

Marvin v. Commissioner, Trevis L. Rorie and Sherilyn Rorie v. Commissioner, 41 CCH Tax Ct.
Mem. 369; 49 P-h Tax Ct. Mem 2176 (1980)

Underreported tips were reconstructed at 12 percent by Commissioner but lowered
and assessed at 9 percent by court. A 5 percent negligence penalty was assessed.
Taxpayer had no records of tip income. Court upheld that the tips recorded on the
taxpayer's time cards every 2 weeks do not constitute "records." The taxpayer
produced records in court but they were not accepted since they looked recently
fabricated. Tip percentage reduced to 9 percent by court for the following reasons.
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1) 12 percent of charged receipts included no tips and it is not fair to assume that a
cash tip had been left, and 2) only 30 percent of total sales had been charged and the
general opinion was that cash customers tipped less.

Commissioner, 41 CCH Tax Ct. Mem. 744; 50 P-H Tax Ct. Mem. 60 (1981)

Commissioner proposed 10 percent tip rate, court reduced tip rate to 7 percent due to
this particular waitress's shift. The taxpayer proved she worked 8 p.m. shift which
mainly serviced younger people returning from bars who largely ordered inexpensive
items and did not tip as much as patrons during conventional meal hours.

Nonetheless, the negligence penalty was still assessed.

Meneguzzo v. Commissioner, 43 T.C. 824(a) (1965)

Morgan v.

Tax Court reduced Commissioner'stip rate to include lack of seniority, language
difficulty or inferior stations.

Commissioner, 41 CCH Tax Ct. Mem. 332; 49 P-H Tax Ct. Mem. 2141 (1980)

Restaurant had minimum charge per customer. Number of total yearly customers was
determined by record of checks. Tip rate determined by total year's charged tips,
guaranteed tips and coupon customers. Determined total food and beverage
saleslyear; reduced by 20 percent to account for stiffs; multiplied the adjusted sales by
tip rate and further reduced by 16.6 percentto account for tip-outs. The adjusted tips
were thendivided by total hours of all waiters and waitresses.

Yukimura v. Commissioner, 43 CCH Tax Ct. Mem. 467; 51 P-H Tax Ct. Mem. 220 (1982)

The case follows our methodology exactly. It points out several key areas which
related to tip income projects.
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Exhibit 5-5

Audit Program for Tip Income

Interview Management
and Employees

Order Returns

Verify Sales Information

Determine Charge Tip Rate

5-35

Interview knowledgeable
individuals to determine the tipping
practices and factors causing
differences between charge and
cash tip rates.

In event of tip adjustments, order
all returnsfor directly and indirectly
tipped employees using the
information from the W-2's.

Identify those sales subject to
tipping. Separate, when necessary,
sales subject to tipping at different
rates or earned by different
categories of directly tipped
employees.

Use the Form 8027 if establishment
filed an accurate return. Use a
"28-day" sampleif establishment
does not have adequately organized
records. See Exhibit 5-3, Tip Rate
Determination Agreement for
details on the "28-day" sample.
Document evidence of employee
tips.
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GLOSSARY

GENERAL TERMS

Call Drink -- A drink made with a name-brand liquor.

Food Cost -- The cost of al food items purchased for resale; does not include cost of
supplies.

Food Cost Percentage -- The portion cost divided by the menu price.

Liquor Cost -- The amount paid for liquor after discounts; does not include bar
supplies, mixers, etc.

Liquor Cost Percent -- The portion cost divided by the selling price.
Menu Price -- The amount that will be charged to a customer for the item.

Net Purchase Price -- The price paid by the restaurant for one unit (i.e., pound,
package, container, etc.)

Portion Cost -- The unit cost times the portion served.

Portion Served -- The amount of an item served to a customer in an order.
Shrinkage -- The amount lost as a result of cooking.

Spillage -- The amount of alcohol lost during the drink making process.
Unit Cost -- The purchase price divided by the applicable unit.

Wl Drink -- A drink made with the less expensive non-name brand liquors.
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TIPINCOME RELATED TERMS
Complementary (Comp) Sales -- Thisiswhen ameal or drink is served, but the
customer is not required to pay, e.g., management courtesy meals. Generally,
atipisleft asin the case of aregular paying customer.

Directly Tipped Employee -- Thisis an employee who receive tips from the customer
directly.

Indirectly Tipped Employee -- Thisis an employee who receives tips from directly
tipped employees through either tip pooling or tip splitting.

Payouts -- Same as tip-outs.

Server Assistants (S/A) -- Thisisaterm used in a number of restaurants to describe
buspersons.

Service Bar -- This service bar makes drinks for the waiter/waitress or cocktail
waiter/waitress to serve but does not serve customers directly. Therefore, the
bartender of a service bar isonly indirectly tipped.

Stiff -- A stiff iswhen a customer leaves no tip.

Tip-outs -- These are tips shared from directly tipped employees to other directly and
indirectly tipped employees, such as buspersons and cooks.

Tip Pool -- In some instances the employees will put al of their tips together and then
divide them equally or on a percentage basis. Sometimes they are divided
based on hours worked.

Tipshare -- Thisiswhen adirectly tipped employee shares his/her tips with an
indirectly tipped employee.

Walk-out -- Thisiswhen a customer |leaves the premises without paying the bill.
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COMPUTATION OF KEY PERCENTAGES

Bar Supplies divided by Bar Sales = Bar Supplies Cost Percentage
Beer Cost divided by Beer Sales = Beer Cost Percentage

Food Cost divided by Food Sales = Food Cost Percentage

Labor divided by Total Sales = Labor Cost Percentage

Liquor Cost divided by Liquor Sales = Liquor Cost Percentage
Paper Cost divided by Food Sales = Paper Cost Percentage

Other divided by Total Sales = Other Cost Percentage

Wine Cost divided by Wine Sales = Wine Cost Percentage
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