
Proposed Tip Reporting Agreement
for Use in the Hairstyling Industry

Announcement 96–105

SUMMARY

The Internal Revenue Service is con-
sidering expansion of its Market Seg-
ment Understanding (MSU) Program as
a means to enhance tax compliance
through taxpayer education and volun-
tary advance agreements instead of tra-
diti onal audit techniques. This an-
nouncement solicits comments on a
draft model MSU Agreement entitled
Tip Reporting Alternative Commitment
(Hairstyling Industry).

OVERVIEW

The Service developed its MSU Pro-
gram in 1993 as a means of enhancing
tax compliance while reducing taxpayer
burden. In essence, the Program envi-
sions that the Service and taxpayers in
particular market segments would work
together to improve tax compliance in
those areas through educational efforts
and other collaborative approaches
rather than through traditional audit
techniques.
Since 1995, the Service has entered

into Tip Reporting Alternative Commit-
ment (TRAC) agreements with taxpay-
ers in the food service industry. In
general, these TRAC agreements involve
an educational program for tipped em-
ployees and tip reporting procedures for
cash and charged tips. The agreements
also set forth an understanding that both
the employer and employees who com-
ply with the terms of the TRAC agree-
ment wil l generally not be subject to
challenge by the District Director. The
decision to enter into a TRAC agree-
ment is entirely optional on the part of
the employer.

Taxpayers in the hairstyling industry
have expressed interest in entering into
a TRAC agreement with the Service. To
ensure consistency in these agreements
and provide an opportunity for public
comment prior to expanding this aspect
of the MSU Program, the Service has
developed a draft form of TRAC agree-
ment that could be used as amodel for
the hairstyling industry. This draft model
Agreement is entitled ‘‘Tip Reporting
Alternative Commitment (Hairstyling In-
dustry)’’ and is attached to this an-
nouncement.

COMMENTS

Written comments must be received
by December 14, 1996. Send submis-
sions to Office of Specialty Taxes, c/o
CC:DOM:CORP:R (Announcement 96–
105), room 5228, Internal Revenue Ser-
vice, POB 7604, Ben Franklin Station,
Washington, DC 20044. Alternatively,
taxpayers may submit comments elec-
tronically via the Internet by selecting
the ‘‘Tax Regs’’ option on the IRS
Home Page, or by submitting comments
directly to the IRS Internet site at
http://www.irs.ustreas.gov/prod/tax_regs/
comments.html. In the alternative, sub-
missions may be hand delivered be-
tween the hours of 8 a.m. and 5 p.m. to
Off ice¬ of¬ Specialty¬ Taxes,¬ c/o
CC:DOM:CORP:R (Announcement 96–
105), Courier’s Desk, Internal Revenue
Service, 1111 Constitution Avenue NW,
Washington, DC.

DRAFTING INFORMATION

The principal author of this announce-
ment is Karin Loverud of the Office of
the Associate Chief Counsel (Employee
Benefits and Exempt Organizations). For
further information regarding this an-
nouncement, contact Kathy Mort, MSU
program administrator, Office of Spe-
cialty Taxes, on (202) 376–0687 (not a
toll-free call).

Draft release date: 10/15/96

TI P REPORTING ALTERNATIVE
COMMITMENT

(Hairstylin g Industry)

between

Department of the Treasury-Internal
Revenue Service

and

[Name of Employer]

(Taxpayer-Employer’s
name, address, and identifying number)

(‘‘Employer’’ ) and the
District Director of Internal Revenue
(‘‘District Director’’ ) hereby agree to the
following Tip Reporting Alternative
Commitment (‘‘TRAC’’).
The parties agree that the current law

requirements for reporting cash and
charged tips and for determining the
Employer’s liability for Federal Insur-
ance Contribution Act (‘‘FICA’’ ) taxes
with respect to those tips operate as
described below:
A. Section 6053(a) of the Internal

Revenue Code of 1986, as amended
(‘‘Code’’) , requires employees to furnish
one or more written statements to their
employers reporting all tips received in
each calendar month. The statements
must be furnished to the employer by
the 10th day of the following month.
For purposes of both the employer and
employee shares of FICA taxes, the tips
are deemed to be ‘‘remuneration’’ at the
time the employee’s report is furnished
to the employer. Section 3121(q) of the
Code was amended by section 9006 of
the Omnibus Reconciliation Act of
1987, Pub. L. No. 100–203, effective
January 1, 1988, to cross-reference sec-
tions 3111(a) and (b) of the Code,
thereby obligating employers to pay the
employer share of FICA taxes on em-
ployees’ tip income ‘‘remuneration.’’ Ac-
cordingly, effective for tips received
after 1987, an employer must pay its
share of FICA taxes on the tip income
reported to it by its employees under
section 6053(a) of the Code at the time
the income is deemed to be remunera-
tion by section 3121(q) of the Code.
B. If an employee fails to report tip

income to the employer as required by
section 6053(a) of the Code, or under-
reports tip income to the employer, the
employer’s liability for the portion of
FICA taxes attributable to such tip in-
come is collectible only under the ‘‘no-
tice and demand’’ procedure found in
the last clause of section 3121(q) of the
Code. Under this procedure, the Internal
Revenue Service (‘‘Service’’ ) provides a
‘‘notice and demand’’ to the employer to
reflect tip income not previously re-
ported by the employee to the employer.
This tip income then becomes ‘‘remu-
neration’’ under section 3121(q) for pur-
poses of determining the employer’s
share of FICA taxes under sections
3111(a) and (b) of the Code.
C. Under section 6652(b) of the

Code, if an employee fails to report the
tip income received in any calendar
month as required by section 6053(a),
the employee can be assessed a penalty
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equal to 50 percent of the additional
employee FICA tax due with respect to
the tip income, unless the employee can
show that the failure is due to reason-
able cause and not willful neglect.
In October 1993, the Service imple-

mented nationally its Tip Rate Education
Program (‘‘Program’’). The purpose of
the Program is to ensure maximum
compliance by employees with the pro-
visions of the Code relating to tip
income.
The Service will accept a TRAC

agreement in every District, will permit
all eligible employers to enter into a
TRAC agreement, and will assist appli-
cants in understanding and meeting the
requirements for participation in a
TRAC agreement.
The District Director and the Em-

ployer have agreed to resolve disputes
concerning the responsibilities of the
Employer and the District Director un-
der section 3121(q) of the Code and to
establish procedures to prevent such
disputes in the future. Therefore, the
parties agree as follows:

I. DEFINITIONS

A. Employermeans
[insert name].
B. Establishmentmeans each of the

establishments listed by name, address,
and identifying number in Attachment
A. [sample attached] If the Employer
has one place of business, that place of
business is an Establishment.
C. Employee means a person em-

ployed by the Establishment who di-
rectly or indirectly receives tips of at
least $20.00 per month during the
course of the employee’s employment.
D. TRAC applicationmeans a signed

request to enter into a TRAC agreement
submitted by mail.
E. District Director means the Dis-

trict Director of Internal Revenue for
[insert name of Dis-

trict] or designee.

II. EFFECTIVE DATE OF
AGREEMENT

A. General rule.Except as described
below, this Agreement is effective on
the first day of the first calendar quarter
following the date the District Director
signs the Agreement.
B. Special rules.
1. Employer with Establishment open

to the public before [insert date pro-
gram is to go into effect (‘‘date A’’)]—
Applications submitted before [insert
date 1 year later (‘‘date B’’)]. In the

case of an Employer who (1) had one or
more Establishments open to the public
before [insert date A], and (2) submits
its TRAC application before [insert date
B], the TRAC agreement is effective on
the first day of the first calendar quarter
following the quarter in which the appli-
cation is submitted to the District Direc-
tor, unless the District Director rejects
the application (with respect to any or
all of the Establishments) in writing
within 3 months after the date of sub-
mission. (Section II. B. 5. sets forth the
reasons for which the District Director
may reject a TRAC application.)
2. Employer with no Establishment

open to the public before [insert Date
A]—Applications submitted within 12
months after first Establishment opens.
In the case of an Employer who (1) had
no Establishment open to the public
before [insert date A], and (2) submits
its TRAC application within 12 months
after its first Establishment opens to the
public, the TRAC agreement is effective
on the first day of the first calendar
quarter following the quarter in which
the application is submitted to the Dis-
trict Director, unless the District Direc-
tor rejects the application (with respect
to any or all of the Establishments) in
writing within 3 months after the date of
submission. (Section II. B. 5. sets forth
the reasons for which a District Director
may reject a TRAC application.)
3. Employer acquisition or public

opening of Establishment—Participation
and nonparticipation in Agreement.If an
Employer acquires or opens to the pub-
lic an additional Establishment and the
Employer wishes to include the Estab-
lishment in the Employer’s TRAC
agreement, the Employer must provide
an addendum to Attachment A to the
District Director within six months after
the date of any such acquisition or
public opening. The addendum will in-
clude the name, address, and identifying
number of the acquired or opened Es-
tablishment. Such Establishment will be
treated as participating in the TRAC
agreement beginning on the date of
acquisition or public opening, unless the
District Director rejects the application
in writing within three months after the
date of submission of the addendum. If
the Employer does not furnish a timely
addendum, the general rule of Section
II.A. applies, and thus the TRAC agree-
ment will not become effective with
respect to the additional Establishment
until the first day of the first calendar

quarter following the date the District
Director agrees in writing to the adden-
dum.
4. Change in Ownership or Control.

If an Employer or Establishment cur-
rently participating in a TRAC agree-
ment undergoes a change in ownership
or control, such Employer or Establish-
ment must provide an addendum to
Attachment A to the District Director
within six months after the effective
date of the change. The addendum will
include the name, address, and identify-
ing number of the acquiring entity. The
acquiring entity will be treated as the
successor Employer under the original
TRAC agreement beginning on the date
of change in ownership or control unless
the District Director rejects the adden-
dum in writing within three months of
its submission, in whole or in part, for
the reasons set forth in Section II. B. 5.
Failure to furnish an addendum may
result in a revocation under Section V.B.
as of the last day of the six-month
period.
5. Rejection by the District Director.

The District Director may reject a
TRAC application or addendum for one
of the following reasons:
a. the failure of the Employer to

comply with the rules relating to the
filing of any federal tax return, paying
the amount of any undisputed federal
tax, or making any deposit of federal
taxes;
b. the inability of an Establishment to

comply with the procedures set forth in
Section III.; or
c. the pursuit, by the Internal Rev-

enue Service or another federal agency,
of administrative or judicial action relat-
ing to the applicant or related party.
C. Ongoing tip examination.A tip

examination in progress on the date the
Employer submits its TRAC application
will not affect the effective date of this
Agreement.

III. COMMITMENT OF
EMPLOYER

While this Agreement is in effect, the
Employer agrees to the following provi-
sions:
A. Educational Program. The Em-

ployer must institute and maintain for
each calendar quarter an educational
program that trains newly hired Employ-
ees and periodically updates existing
Employees as to their reporting obliga-
tions with respect to tip income received
as either cash tips or charged tips. This
educational program may include on-site
or off-site training by the Establishment,
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video programs, and written materials,
such as tip reporting booklets offered as
part of new employee informational ma-
terials.
This educational program must em-

phasize that, in addition to charged tips
attributable to Employees, all cash tips
paid to and retained by the Employees
must be reported to their employing
Establishment. The Employer may illus-
trate this by informing the Employees of
the Establishment’s charged sales to
cash sales ratio and explaining the cor-
relation between charged tips and cash
tips.
The Employer as part of this program

must explain to the employees their
obligation to maintain for their records
the information required in Form
4070A, Employee’s Daily Record of
Tips. This educational program also
should advise all participants of the
benefits of proper tip reporting (e.g.,
Social Security wage credit history, in-
creased retirement plan contributions,
and creation of adequate records of tip
income).
B. Requirements regarding returns,

taxes, and records.
1. Filing returns.
a. Form 941. Each calendar quarter,

the Employer must comply with the
requirements for filing Form 941, Em-
ployer’s Quarterly Federal Tax Return.
The Form 941 must include all charged
and cash tips reported by the Employees
to the employing Establishment(s) in
accordance with the procedures set forth
in Section III. C.
b. Forms W–2. The Employer (or

employing Establishment) must comply
with the requirements for filing Forms
W–2 for all the Employees and include
all reported charged and cash tips on the
Employees’ Forms W–2, including tips
verified or corrected pursuant to Section
III. C.
c. Other returns.The Employer must

comply with the requirements for filing
all other required federal tax returns.
2. Payment and deposit of taxes.The

Employer must comply with the require-
ments for paying the amount of any
undisputed federal tax that is due and
depositing federal taxes.
3. Maintenance of records.Each Es-

tablishment must maintain records of the
following:
a. Gross receipts subject to tipping,

and
b. Charge receipts showing charged

tips.

The Employer must retain these records
for at least 4 years after the April 15
following the calendar year to which the
records relate.
4. Availability of records.Upon the

request of the District Director, the
Employer will make the following quar-
terly totals available, by Establishment,
for statistical samplings of its Establish-
ments:
a. Gross receipts subject to tipping,
b. Charge receipts showing charged

tips,
c. Total charged tips, and
d. Total tips reported.
C. Employee tip-reporting proce-

dures.
1. Charged Tips.Each Establishment

must establish a procedure under which
a written statement is prepared and
processed on a regular basis (no less
frequently than monthly), reflecting all
charged tips for sales attributable to
each directly tipped Employee. The Es-
tablishment must implement reasonable
procedures under which each directly
tipped Employee is given the opportu-
nity to verify or correct any statement of
proposed attribution of charged tips, in
order to reflect tip outs, tip sharing, tip
pooling, and other adjustments. For ex-
ample, the Establishment would satisfy
this paragraph if it provided a written
statement that contained the following
information: Employee’s charged sales,
Employee’s total charged tips, and the
ratio, as a percentage, of charged tips to
charged sales.
The Establishment must also adopt a

reasonable method for reporting charged
tips received by indirectly tipped Em-
ployees. For example, the Employee
may report to the Establishment the
amount and with whom tips were
shared. Alternatively, the directly tipped
Employee may provide to the Establish-
ment a copy of Form 4070A indicating
the shared tips. As another example, the
Establishment could furnish the indi-
rectly tipped Employee a written state-
ment, which that Employee would verify
or correct in a manner similar to the
procedure for directly tipped Employees.
The Employer’s procedures must en-

able Employees to meet their reporting
requirements under section 6053(a) of
the Code. To meet these requirements,
the Employee must sign the verified or
corrected statement of attributed tips (no
less frequently than monthly) and give
the statement to the Establishment no
later than the 10th day of the month
following the month in which the Em-
ployee received the tips.

This verified or corrected statement
(if completed by the 10th of the month
for tips received during the preceding
month) will satisfy the Employee’s re-
quirement of reporting charged tips to
the Employer under section 6053(a).
The Employer may satisfy the require-
ments of the section if it remits charged
tips to the Employees through the pay-
roll system under a method that ensures
reporting of tips by Employees and is
consistent with sections 3102 and 3402
of the Code.
2. Cash Tips. Each Establishment

must establish a procedure under which
a written statement is prepared and
processed on a regular basis (no less
frequently than monthly), reflecting all
cash tips for sales attributable to each
directly tipped Employee. For example,
if the Employee signs for charged tips
on a daily basis, the Employee may
record the amount of cash tips received
at the same time. As another example, a
procedure comparable to the procedure
for charged tips would be appropriate
for cash tips. The Employer may also
provide a separate procedure for report-
ing cash tips.

IV. COMMITMENT OF DISTRICT
DIRECTOR

A. General rule.Except as provided
in B. below, any section 3121(q) notice
and demand issued to the Employer (or
Establishment) by the District Director
shall be based solely on amounts re-
flected on one or more of the following
forms:
1. Form 4137, Social Security and

Medicare Tax on Unreported Tip In-
come, filed by an Employee with his or
her Form 1040, or
2. Form 885–T, Adjustment of Social

Security Tax on Tip Income Not Re-
ported to Employer, prepared at the
conclusion of an employee tip examina-
tion.
B. Special rules.
1. Retroactive revocation.In the

event the District Director revokes the
Agreement retroactively as provided un-
der Section V. A. 1., the general rule of
Section IV. A. does not apply.
2. Prospective revocation. In the

event of a revocation under Section V.
A. 2. or 3., or Section V. B., the general
rule in Section IV. A. will apply with
respect to tip income actually received
by (or deemed under section 3121(q) of
the Code to have been paid to) Employ-
ees at the Establishment during the
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period from the effective date of the
TRAC agreement until the effective date
of revocation.
3. Ongoing Tip Examination.If the

District Director has initiated a tip ex-
amination of one or more Establish-
ments prior to the filing of the TRAC
application, the District Director will not
be bound by the general rule of Section
IV. A., with respect to any tip income
actually received by Employees at the
Establishment during any calendar quar-
ters under tip examination. TRAC will
be available to the Employer for all
other calendar quarters as provided in
this Agreement.
C. Compliance review.The District

Director may not evaluate the Employer
(or Establishment) for compliance with
the provisions of Section III. A. (per-
taining to the Employer’s educational
program) or Section III. C. (pertaining
to Employee tip-reporting procedures)
until the second calendar quarter follow-
ing the quarter in which this Agreement
becomes effective. During the first two
calendar quarters of this Agreement the
District may review the Employer’s (or
Establishment’s) progress in complying
with the provisions of those Sections.
D. Examinations and/or inspections

of books and records.The inspection of
books of account or records pursuant to
a tip examination or compliance review
will not preclude or impede (under
section 7605(b) of the Code, section
530(a)(2) of the Revenue Act of 1978,
or any administrative provisions adopted
by the Service) a later examination of a
return or inspection of books of account
or records with respect to any tax period
involved in the tip examination or com-
pliance review. The Service need not
comply with any applicable procedural
restrictions (for example, providing no-
tice under section 7605(b)) before be-
ginning such examination or inspection.

V. REVOCATION

A. Revocation by District Director.
The District Director will revoke this
Agreement only for the following rea-
sons:
1. Failure to comply with Section III.

A. or Section III. C. If the District
Director determines that the Employer
(or any Establishment) has failed to
substantially comply with Section III. A.
(pertaining to the education program) or
Section III. C. (pertaining to employee
tip-reporting procedures), the District
Director may retroactively revoke this
Agreement. The revocation will be ef-
fective the first day of the first calendar

quarter of the Employer’s (or Establish-
ment’s) substantial noncompliance. The
District Director must notify the Em-
ployer in writing of the revocation and
the Establishment(s) to which the revo-
cation applies. If the revocation applies
to all the Establishments of the Em-
ployer, the Agreement will be termi-
nated, as of the above-stated effective
date.
2. Failure to meet requirements of

Section III. B. 1., 2., 3, and 4.If the
Employer (or any Establishment) fails to
meet any of the requirements of Section
III. B. 1., 2., 3., or 4. (pertaining to
filing returns, paying and depositing
taxes, maintenance of records, and avail-
ability of records), the District Director
may revoke this Agreement. The revoca-
tion will be effective the first day of the
first calendar quarter after the District
Director notifies the Employer in writ-
ing that the Agreement no longer applies
to the Employer (or Establishment).
3. Employee underreporting of tips.If

the District Director determines that the
Employees of an Establishment have
collectively and substantially under-
reported tip income for at least two
continuous calendar quarters despite the
Employer’s (or Establishment’s) sub-
stantial compliance with the procedures
in Section III. C. (employee-tip-
reporting procedures), the District Direc-
tor may revoke this Agreement with
respect to the Establishment. The revo-
cation will be effective the first day of
the first calendar quarter after the Dis-
trict Director notifies the Employer in
writing that the Agreement no longer
applies to the Establishment. If the revo-
cation applies to all the Establishments
of the Employer, the Agreement will be
terminated, as of the above-stated effec-
tive date.
4. Other. In addition to the reasons

for revocation listed in this section, the
District Director may revoke the Agree-
ment when the Internal Revenue Service
or another federal agency pursues an
administrative or judicial action relating
to the Employer or Establishment that is
a party or related party to this Agree-
ment.
B. Revocation by Employer.If the

Employer no longer wishes this Agree-
ment to apply to one or more Establish-
ments, the Employer may revoke this
Agreement with respect to the Establish-
ment(s), by providing written notifica-
tion to the District Director identifying
the Establishments(s). The revocation by
the Employer will be effective the first

day of the first calendar quarter after the
Employer notifies the District Director
in writing. If the revocation applies to
all the Establishments of the Employer,
the Agreement will be terminated, as of
the above-stated effective date. If an
Employer fails to furnish an addendum
pursuant to Section II.B.4., the Service
may treat the failure as an employer
revocation under this paragraph as of
the last day of the six-month period
described in Section II.B.4.
C. Reapplication by Employer.If the

District Director revokes this Agreement
either with respect to the Employer or
with respect to an Establishment(s), the
Employer may submit a new TRAC
application. In the event of a reapplica-
tion, the effective date provided in Sec-
tion II. A. will apply.

VI. MISCELLANEOUS

A. Notices. All correspondence per-
taining to this Agreement, including a
notice of revocation, must be sent to the
parties to this Agreement at the ad-
dresses stated below, unless notified in
writing of a change of address. In the
event of a change of address, all corre-
spondence must be sent to the new
address.
B. Authority. The Employer repre-

sents that it has the authority to enter
into this Agreement on behalf of itself
and the Establishment(s) listed in At-
tachment A.
C. Date of notices.All notices and

TRAC applications are deemed to be
sent or submitted on the date of the
postmark stamped on the envelope or, in
the case of a notice or application sent
by certified mail, the sender’s receipt.
D. Statutory changes.The Commis-

sioner may terminate this Agreement at
any time following a significant statu-
tory change in the FICA taxation of tips.
E. Sunset provision.The Commis-

sioner of Internal Revenue may termi-
nate prospectively the Tip Rate Educa-
tion Program or TRAC agreements after
[insert date 5 years after date A].

VII. PAPERWORK REDUCTION
ACT

The collections of information con-
tained in this document will be submit-
ted to the Office of Management and
Budget for review in accordance with
the Paperwork Reduction Act (44 U.S.C.
3507(c)).
An agency may not conduct or spon-

sor, and a person is not required to
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respond to, a collection of information
unless the collection of information dis-
plays a valid control number. The col-
lections of information in this document
are in sections I.B., I.D., II.B.3. and 4.,
III.A. , III.B.3. and 4., III.C., and V.B.
This information is required to comply
with sections 6053(a) and 6001 of the
Internal Revenue Code and to assist the
Internal Revenue Service in its compli-
ance efforts. This information wil l be
used to monitor the Employer’s perfor-
mance under the Agreement. The collec-

tions of information are required to
obtain the benefits available under the
Agreement. The likely respondents are
business or other for-profit institutions.
The estimated total annual reporting

and/or recordkeeping burden is 47,733
hours.
The estimated annual burden per

respondent/recordkeeper varies from 12
hours to 51 hours, depending on indi-
vidual circumstances, with an estimated
average of 15 hours. The estimated

number of respondents and/or record-
keepers is 3,200.
The estimated annual frequency of

responses (used for reporting require-
ments only) is on occasion.
Books or records relating to a collec-

tion of information must be retained as
long as their contents may become ma-
terial in the administration of any inter-
nal revenue law. Generally, tax returns
and tax return information are confiden-
tial, as required by section 6103 of the
Code.

VIII . SIGNATURES

By signing this Agreement, the parties certify that they have read and agreed to the terms of this document, including
Attachment A, Names, Addresses, and Employer Identification Numbers by Employer of Establishments Covered Under TRAC
Agreements.

EMPLOYER:¬ INTERNAL REVENUE SERVICE

District
(Name of Employer)

(Signature)¬ (Signature)

BY: BY:
(Director’s Name)

TITLE: TITLE: District Director

ADDRESS:¬ ADDRESS:

(Headquarters street address)¬ (Street address)

(City, state, ZIP code)¬ (City, state, ZIP code)

DATE: DATE:

TRAC AGREEMENT
(Hairstylin g Industry)

Attachment A

[format for individual establishments]

Employer
A & B Hairstylists
xx–xxxxxxx
Street address
City, state, zip code

[format for chains]

Employer (parent, if applicable)
XYZ Corp.
yy–yyyyyyy
Street address
City, state, zip code

Establishments (if applicable)
AB Hairstyling
Street address
City, state, zip code

CD Hairstyling
Street address
City, state, zip code

Related entity (if applicable)
UVW Corp.
zz–zzzzzzz
Street address
City, state, zip code

Establishments (if applicable)
EF Hairstyling
Street address
City, state, zip code

GH Hairstyling
Street address
City, state, zip code
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