Tips, gratuities, service charges and troncs

The Inland Revenue have recently commenced investigation work into restaurants, pubs and bars in relation to the operation of tips for employees. This has come about due to the way in which some employers include the value of tips towards the National Minimum Wage for employees. The NMW is administered by the Inland Revenue and they have be quick to pick up this practice. Furthermore there has been a recent European Court of Justice ruling on the treatment of tips received on credit card and cheque payments. The ruling deems the tips to be payments to the employer, and therefore the onward payment to the employees is regarded as being administered by the employer.

The clamp down by the Revenue will effect businesses which control how tips are collected and given to staff as well as formal tronc arrangements. If either system has not been operated correctly, the Revenue are assessing employers for PAYE and/or National Insurance Contributions. Even where a tronc system has been administered correctly, the Revenue are still obtaining national minimum wage awards for employees, so the employees benefit from the tips plus an additional payment from the employer. As the Revenue are empowered to go back for 6 years and this can produce a very large unexpected tax bill in an already tight market.

What types of payment are at risk?

All tips, gratuities and service charges are taxable.  The arrangements by which they are paid determine who is responsible for accounting for the tax.

What is a tip or service charge?

A tip or gratuity is a spontaneous and uncalled for payment offered by a customer either in cash, in part of a cheque payment, or as a specific gratuity on a credit/debit card slip.

A service charge is an amount added to a customer’s bill before it is presented to the customer.  If it is made clear to the customer that the charge is a purely discretionary amount and that there is no obligation to pay, then the payment is a voluntary service charge.  Where that is not the case, the payment is a mandatory service charge.

The tax and National Insurance treatment of such payments is determined by the nature of the payment and the arrangements under which it is paid.

Employees liability

The only arrangement where the responsibility for payment of the tax due on tips etc lies with the employees is where they receive cash tips directly from the customers and the monies never pass through the employers hands. It is up to each individual employee to declare cash tips received by them on their tax return. 

Employers liability

Where the tips etc are distributed by the employer then the amount paid to each employee must be included in their gross pay, with PAYE deducted accordingly.

National Insurance contributions are due only in the case of mandatory service charges or where the employer has any control over the distribution of the payments.  The flowchart in the enclosed attachment shows the National Insurance treatment for tips, gratuities and voluntary service charges.

As long as the employer plays no part in deciding how the tips should be shared among the employees, and there are no mandatory service charges, then no National Insurance contributions should be due.

Tronc systems

An alternative arrangement is to operate a tronc system.  This is, in effect, a separate payroll operated for tips, etc. The tronc must not be operated by the employer or company director and should be operated by an ordinary employee, often the Head Waiter/Waitress. The troncmaster must register as an employer with the Inland Revenue and becomes responsible for the deduction of PAYE (not NIC) from the payments distributed to staff. 

It will also be necessary to inform your local tax office of any new tronc system coming into operation.

Further information and guidance

If you believe that your business could be vulnerable to an attack by the Inland Revenue, you must contact a qualified accountant or taxation practitioner immediately. They will be able to advise on any risk to your business as a result of a Revenue Inspection and will be able to advise on how any irregularities should be disclosed. 

Administration of Troncs

Following the Inland revenue’s high profile investigations into the administration of tips in the hospitality industry, every business should examine the way in which it administers tips and gratuity payments. One of the most effective from the employees and employers viewpoint is the creation of a tronc system. This article sets out the tax and national insurance treatment of tronc payments and the obligations of the troncmaster. 

TRONCS

A ‘tronc’ is an arrangement for the pooling and distribution to employees of tips, gratuities and/or service charges in the hotel and catering trade.

Payments into a tronc can be

· cash tips

· tips included in credit card or cheque payments to the employer

· service charges collected by the employer.

Where a tronc system operates, employees normally receive

· a fixed wage from the principal employer, and

· a share of the pooled tips from the tronc.

A tronc is administered by the ‘troncmaster’ who is usually the Head Waiter or similar.

PAYE

The troncmaster is regarded as the employer responsible for operating PAYE on distributions from the tronc.  

The troncmaster is required to

· receive and record all payments of tips, gratuities and service charges

· determine how the payments should be distributed among the employees

· calculate the tax deduction due on the distributions under PAYE*

· prepare deductions working sheets (either manual or computerised) showing the amounts distributed to each employee and the tax deducted

· prepare end of year returns (forms P35) in respect of the payments

· prepare form P46 when a new employee receives their first payment from the tronc

· prepare form P45 in respect of the payments when an employee leaves

*  As tax allowances will have been set against the wages for each employee tax will normally be deducted at basic rate, ie, 22%.  In the case where an employee does not earn enough basic pay for full deductions of PAYE to be made, ie, where they earn below the basic rate band, the Revenue advise that the employer takes responsibility for paying all earnings, with any tips being paid with their basic pay.

If a troncmaster fails to operate PAYE satisfactorily then the Revenue can insist that

· the principal employer operate PAYE on any tips passed to the troncmaster through the principal employer, and

· the local tax office assess or code out tips not passing through the principal employer's hands.

Where such a direction is made the troncmaster is still liable for tax underpaid on tronc distributions made before the date of the direction. This can be very expensive from a personal point of view and it should be born in mind that the Collector of Taxes is now to pursue all tax debts much more vigorously than in the past. This change is expected to hit all taxpayers and is a result of the Inland Revenue loosing its position as a secured creditor in liquidation arrangements. 

As the troncmaster is unlikely to have recourse to capital sums on which to pay any back duty assessment, the revenue will be keen to link the employer back into the arrangement as the employer is more likely to be in a position to pay any liability. Providing tronc arrangements are set up correctly the employer can not be pursed for the tax due. The troncmaster may then find himself facing a liability which may need to be funded by bank loan, remortgaging or some other capital source.

NIC

A troncmaster does not have to account for NIC.  In the following circumstances where NIC liability arises on distributions from a tronc (see flowchart), the principal employer has to account for the NIC

· the principal employer passes all or part of a service charge made to customers to the tronc for distribution to employees 

· tips for employees are given to the principal employer who passes them to the tronc with instructions on their allocation or distribution.

Further information and guidance

If you believe that your business could be vulnerable to an attack by the Inland Revenue, you must contact a qualified accountant or taxation practitioner immediately. They will be able to advise on any risk to your business as a result of a Revenue Inspection and will be able to advise on how any irregularities should be disclosed. 

Tip/Gratuity/Voluntary service charge flowchart
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Is the tip/gratuity/voluntary service charge paid by the customer directly to the employee?





Is the tip/gratuity/voluntary service charge paid by the customer to someone else such as a troncmaster (who may be an employee of yours), tronc committee, or into a staff box?





Is the tip/gratuity/voluntary service charge paid to you?  For example a charged tip which a customer asks to be added to the bill, or a tip the customer includes as part of a cheque or credit card payment.





Does the money then pass through your hands?





* Do you decide or influence how the money is shared out among the employees?





Do you pass all such tips to a troncmaster?








Do you decide how the money is shared out among the employees?








National Insurance Contributions are not due.








National Insurance Contributions are due.
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*  This includes ensuring employees receive a guaranteed level of tips, or directing that such payments are 


    used to bring the level of earnings up to the National Minimum Wage.









