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DECISION 


We conclude that DFG Food Enterprises, Inc., d/b/a Zinnia’s, is liable for sales tax on its mandatory gratuity charges.  

Procedure 


DFG Food Enterprises, Inc., d/b/a/ Zinnia’s (Zinnia’s) filed a complaint on October 25, 2001, challenging the Director of Revenue’s August 31, 2001, assessment of sales tax and interest.  Zinnia’s claims that it is not subject to sales tax on certain gratuities because they are not mandatory charges and are not part of food and drink sales.  


This Commission convened a hearing on the complaint on May 24, 2002.  Nathan S. Cohen represented Zinnia’s.  Senior Counsel Roger Freudenberg represented the Director.


The matter became ready for our decision on August 15, 2002, the last date for filing a written argument.

Findings of Fact

1. DFG Food Enterprises, Inc., does business as Zinnia’s, a restaurant in Webster Groves, Missouri.  

2. Zinnia’s menu states at the bottom center of the entrée list:  

18% gratuity for parties of 6 or more

20% gratuity for separate checks   

3. Zinnia’s servers work for an hourly rate of $2.13 per hour, plus tips.  

4. The gratuities are paid to the servers.  Zinnia’s does not receive the gratuities.  

5. The servers have the discretion whether to write on the ticket the gratuity for parties of six or more or for separate checks.  The servers usually do not write in the gratuity.  Most of Zinnia’s customers are regulars, who understand the amount of gratuity to be given.  

6. Zinnia’s servers usually receive a gratuity of 18 to 20 percent, or sometimes more, for a table of six or more, when they do not write in a gratuity.  

7. No customer has ever objected to the 20 percent gratuity for separate checks.  On the one occasion when a customer objected to the 18 percent gratuity written on a ticket for a party of six or more, Zinnia’s allowed the customer to pay what he wanted.  

8. The Director conducted an audit of Zinnia’s for June 1997 through May 2000.  The auditor asked Zinnia’s proprietor if the restaurant ever charged mandatory gratuities, and he replied that it did for parties of six or more.  Zinnia’s proprietor disagreed with the auditor’s assertion that mandatory gratuities are taxable, as he regarded them as compensation to the staff.  However, the auditor and Zinnia’s proprietor agreed to use sample months for which to examine mandatory gratuities.  The auditor asked the proprietor to provide her with the amounts of the mandatory gratuities for those sample periods.  The proprietor provided her with lists of numbers, which he produced by relying on sales tickets that showed a gratuity on the bill.  The 

sales tickets on which he based the information given to the auditor were actually a small percentage of the tickets that had six or more at a table, but they were the only ones on which a gratuity was written on the ticket.  

9. The auditor relied on the Director’s Regulation 12 CSR 10-3.046(2) in determining that mandatory gratuities were taxable.  Based on the information provided by the proprietor, the auditor concluded that Zinnia’s was liable for $2,721.18 in sales tax, plus interest.
  (Resp. Ex. A, at D-1.)  Because Zinnia’s disagreed with these findings, it did not pay that amount.

10. On August 31, 2001, the Director issued assessments for each month in the audit, totaling $2,721.11,
 plus interest.  (Pet’r Ex. 7.)  The Director did not assess additions to tax.  

Conclusions of Law


This Commission has jurisdiction over appeals from the Director’s final decisions.  Section 621.050.1.
  Zinnia’s has the burden to prove that it is not liable for the amounts that the Director assessed.  Sections 136.300.1 and 621.050.2. Our duty in a tax case is not merely to review the Director’s decision, but to find the facts and to determine, by the application of existing law to those facts, the taxpayer’s lawful tax liability for the period or transaction at issue.  J.C. Nichols Co. v. Director of Revenue, 796 S.W.2d 16, 20-21 (Mo. banc 1990).  We may do whatever the law permits the Director to do.  State Bd. of Regis'n for the Healing Arts v. Finch, 514 S.W.2d 608, 614 (Mo. App., W.D. 1974).

I.  Pertinent Statutes


Section 144.020.1 imposes sales tax on all sellers for the privilege of selling tangible personal property in this state.  Section 144.020.1(6) specifically imposes:  

A tax equivalent to four percent on the amount of sales or charges for all rooms, meals and drinks furnished at any hotel, motel, tavern, inn, restaurant, eating house, drugstore, dining car, tourist cabin, tourist camp or other place in which rooms, meals or drinks are regularly served to the public[.]

Section 144.021 requires all sellers to report to the Director their gross receipts, defined as the aggregate amount of the sale price of all sales at retail, and remit tax at four percent of their gross receipts.  Section 144.010.1(3) defines “gross receipts” as:  

The total amount of the sale price of the sales at retail including any services other than charges incident to the extension of credit that are a part of such sales made by the businesses herein referred to, capable of being valued in money, whether received in money or otherwise[.]

(Emphasis added.)  When construing a statute, tribunals are to “ascertain the intent of the legislature from the language used and give effect to that intent, if possible, and to consider the words used in their plain and ordinary meaning.”  Roy v. Missouri Dep’t. of Corrections, 23 S.W.3d 738, 744 (Mo. App., W.D. 2000).  

II.  The Director’s Regulation


The auditor relied on the Director’s Regulation 12 CSR 10-3.046(2), which provides:  

Mandatory gratuities are considered to be a necessary part of the sale when charged by restaurants or others and are subject to the sales tax even when the charges are separately stated to the customer.  

The regulation was duly promulgated under section 144.270, which authorizes the Director to promulgate and enforce regulations for the administration and enforcement of the sales tax laws.  


“[S]tate regulations, promulgated pursuant to properly delegated authority, have the force and effect of law[.]”  Pollock v. Wetterau Food Distr. Group, 11 S.W.3d 754, 766 (Mo. App., E.D. 1999).  We are well aware that we need not follow a regulation that is contrary to statute.  Bridge Data Co. v. Director of Revenue, 794 S.W2d 204, 207 (Mo. banc 1990).  In this case, however, the regulation effectuates the intent of the legislature, which defined gross receipts to include services that are part of the sale.  Section 144.010.1(3).  The regulation is not contrary to statute.  Therefore, we must give the regulation due deference.  Further, Zinnia’s has raised no claim that the regulation is constitutionally invalid.    

III.  Court Decisions


The Supreme Court of Missouri has had occasion to determine whether mandatory gratuities are considered part of a sale.  In Oakland Park Inn v. Director of Revenue, 822 S.W.2d 425 (Mo. banc 1992), the taxpayer was a hotel that had banquet facilities.  Its banquet customers were required to a sign a contract that provided for a 16 percent gratuity.  The customers then received an invoice that stated the total charges for food and drink separately from the gratuity.  The court cited section 144.010(3), RSMo 1986, which defined “gross receipts” as the “total amount of the sale price of the sales at retail, including any service that is a part of the sale.”  The court stated:  

The fact that the separate charge (tip) will eventually be paid to servers does not distinguish it from the fixed costs to prepare the food contained in the price of the meals.  Both are equally taxable under the contract created by appellant.  To find otherwise would distort and nullify the logic and the language of the statute and frustrate the intent of the legislature. 

Case law from other jurisdictions, while not uniform, does provide a pathway.  These courts have bifurcated the issue into two inquiries:  (1) Is the gratuity really “mandatory?”; and (2) Is the amount collected and paid to the servers necessary to bring their wages up to the minimum federal wage or the local market rate? 

Id. at 426.  The court concluded that the gratuity at issue was mandatory because the customer was obligated to pay it pursuant to the contract, and the taxpayer conceded that the gratuity was necessary to equalize the employees’ wages.  Id.  


In Greenbriar Hills Country Club v. Director of Revenue, 935 S.W.2d 36 (Mo. banc 1996), the country club did not permit tipping of its employees, and billed its members a monthly service charge of $35 to cover tipping on food and drink services in its dining facilities.  The service charge was used exclusively to provide tips to Greenbriar’s food and beverage staff, and it approximated the charge that Greenbriar would have collected if a 20 percent service charge had been imposed on members for the food and drink sales.  Although the court went on to hold that the charge was not taxable because the country club was not a place that regularly served meals and drinks to the public, the court initially noted:  

The parties also stipulated that the service charge at issue is used exclusively to cover tipping for food and beverage services.  It follows that the service charge is part of Greenbriar’s charge for meals and drinks.  See Oakland Park Inn v. Director of Revenue, 822 S.W.2d 425, 426 (Mo. banc 1992).  

Id. at 38.  


In the attorney fees case arising from Greenbriar, the court further stated:  

The Director’s so-called “dues” and “gratuity” theories also do little to advance the argument that the service charges were subject to sales tax as being fees paid to a place of amusement.  The Director stipulated to the fact that the service charges were used exclusively to cover tipping for food and beverage services, and this Court had previously provided guidance that such charges are considered part of the charges for meals and drinks when factored into the tax code.

Greenbriar Hills Country Club v. Director of Revenue, 47 S.W.3d 346, 358 (Mo. banc 2001)(citing Oakland Park Inn, 822 S.W.2d at 426).  Therefore, although Greenbriar involved 

a different fact pattern because it was a private club, the court continued to voice approval of Oakland Park Inn, 822 S.W.2d at 426. 


The court has also addressed other situations where a service is considered part of a sale, such as Southern Red-E-Mix Co. v. Director of Revenue, 894 S.W.2d 164 (Mo. banc 1995), where the court concluded that delivery charges for ready-mix concrete were part of the sale, and thus taxable.  See also May Dep’t Stores Co. v. Director of Revenue, 791 S.W.2d 388 (Mo. banc 1990), and Brinson Appliance, Inc. v. Director of Revenue, 843 S.W.2d 350 (Mo. banc 1992).  In these cases, all involving delivery charges, the court concluded that the primary issue was whether the parties intended the delivery charge to be part of the sale.  Therefore, the cases yielded different results based on the facts.  


Cases in other jurisdictions have also addressed the question of whether service charges are part of the sale.
  In Lakeview Inn and Country Club v. Rose, 338 S.E.2d 166, 169 (W.Va. 1985), the court discussed a number of cases and then stated:  

If a generalized test may be drawn from the above cases, it is that “mandatory” service charges are taxable as part of the employer’s total sales price of food and beverages, whereas “discretionary” service charges, like cash tips, are rewards to the employees themselves and therefore non-taxable.  This test is similar to our inquiry as to whether or not patrons are bound to pay the gratuity as part of the consideration for their meals.  The difficulty of drawing a clear distinction between mandatory and discretionary in this context is illustrated by the varying results reached by courts dealing with very similar facts.  

IV.  Mandatory Service Charges


We recognize that cases such as Oakland Park Inn, 822 S.W.2d 425, which involved a banquet contract, and the country club service charge cases, could be distinguished from the present case, which involves a restaurant.  A written banquet contract or a country club’s assessment of a service charge may make the payment of the charge less discretionary than in a restaurant setting.  However, giving due deference to the Director’s regulation, as well as the cases from the Supreme Court of Missouri, we conclude that mandatory gratuities are part of the sale, section 144.010.1(3), and thus taxable.  


The next question is whether the gratuities at issue are mandatory.  The menu clearly stated that a service charge of 18 percent was to be imposed for parties of six or more, and that a service charge of 20 percent was to be imposed for separate checks.  The information provided to the auditor actually represented a small percentage of the tickets that had six or more at a table, but they were the only sales tickets where a gratuity was written in.  Although Zinnia’s attempts to convince us that the gratuity was at the server’s discretion and was not enforced, the evidence shows that the server could usually get a tip of 18 to 20 percent from a table of six or more.  The server could not only get the mandatory amount, but sometimes more.  On only one occasion did a customer question the mandatory charge, and understandably the policy was not enforced with an unhappy patron.  In determining whether services are part of a sale, the primary consideration is the intent of the parties.  Southern Red-E-Mix, 894 S.W.2d at 167.  Even if only a small percentage had the mandatory gratuity written on the ticket, anyone looking at the menu would have an expectation that the gratuity would be paid, and the record establishes that in almost all cases, at least the mandatory amount was paid.  Therefore, we conclude that the gratuities in question were mandatory.  


Further, the gratuities were necessary to equalize the servers’ wages.  The servers were paid a salary of only $2.13 per hour.  Therefore, as in Oakland Park Inn, 822 S.W.2d at 426, the gratuities were mandatory in nature, and were necessary to bring the servers’ wages on par with the minimum wage.  Zinnia’s is liable for sales tax on the mandatory gratuities, as the Director determined.


Zinnia’s proprietor conceded that the information provided to the auditor included only those tickets where a gratuity was written in, but was actually a small fraction of the tables of a party of six or more.  Therefore, the amount of tax, if anything, was understated.  However, because we do not have sufficient information to determine how many tables of six or more there actually were, we accept the Director’s findings as to the amount of the tax.  Dick Proctor Imports, Inc. v. Director of Revenue, 746 S.W.2d 571, 575 (Mo. banc 1988) (if the record does not contain sufficient data for us to precisely calculate the tax, this Commission “shall make as close an approximation as it can”).    
V.  Interest and Additions


Interest applies as a matter of law.  Section 144.170.  Because the Director did not assess additions to tax, there is no assessment of additions before us, and Zinnia’s is not liable for additions.  

Summary 


We conclude that Zinnia’s is liable for $2,721.11 in sales tax on its mandatory gratuity charges, as the Director assessed, plus interest, for May 1997 through June 2000.    


SO ORDERED on September 5, 2002.



________________________________



KAREN A. WINN



Commissioner

	�The record does not show that the audit findings also included the mandatory gratuities for separate checks.  





	�The auditor also determined that Zinnia’s was liable for use tax, which Zinnia’s did not contest. 





	�For some reason, there was a seven-cent difference between the assessment and the audit figures for April 1999.  





	�Statutory references are to the 2000 Revised Statutes of Missouri, unless otherwise noted.  


� Cases holding service charges taxable:  Baltimore Country Club v. Comptroller, 321 A.2d 308 (Md. App. 1974); Cohen v. Playboy Clubs Int’l, 311 N.E.2d 336 (Ill. App. 1974); Fontana D’or, Inc. v. Department of Revenue, 358 N.E.2d 1283 (Ill. App. 1976); Youngstown Club v. Porterfield, 255 N.E.2d 262 (Ohio 1970);  Peoria Hotel Co. v. Illinois Dep’t of Revenue, 408 N.E.2d 1182 (Ill. App. 1980).  Cases holding service charges not taxable:  Summit Club, Inc. v. Indiana Dep’t of State Revenue, 528 N.E.2d 129 (Ind. Tax Ct. 1988); Bloomington Country Club v. State Dep’t of Revenue, 543 N.E.2d 1 (Ind. Tax Ct. 1989); St. Paul Hilton Hotel v. Commissioner, 214 N.W.2d 351 (Minn. 1974); Memphis Country Club v. Tidwell, 503 S.W.2d 919 (Tenn. 1973); Big Foot Country Club v. Wisconsin Dep’t of Revenue, 235 N.W.2d 696, 699-701 (Wis. 1975); Sangamo Club v. Dep’t of Revenue, 450 N.E.2d 1308, 1310 (Ill. App. 1983); State v. Internat’l Trade Club, 351 So.2d 895, 898 (Ala. Civ. App. 1977), Green v. Surf Club, 136 So.2d 354 (Fla. App. 1961) .  
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