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subject:subject:subject: TipTipTip ValidationValidationValidation InspectionInspectionInspection 

ThisThisThis isisis ininin responseresponseresponse tototo youryouryour memorandummemorandummemorandum requestingrequestingrequesting technicaltechnicaltechnical 
informationinformationinformation regardingregardingregarding inspectionsinspectionsinspections ofofof aaa taxpayer'staxpayer'staxpayer's booksbooksbooks andandand 
recordsrecordsrecords forforfor purposespurposespurposes ofofof aaa "tip"tip"tip validation."validation."validation." WeWeWe apologizeapologizeapologize forforfor thethethe 
delaydelaydelay ininin respondingrespondingresponding tototo youryouryour request.request.request. 

YouYouYou askaskask whetherwhetherwhether thethethe tiptiptip validationvalidationvalidation inspectioninspectioninspection describeddescribeddescribed ininin 
youryouryour memorandummemorandummemorandum constitutesconstitutesconstitutes ananan examinationexaminationexamination forforfor purposespurposespurposes ofofof 
(1)(1)(1) thethethe safesafesafe havenhavenhaven underunderunder sectionsectionsection 530530530 ofofof thethethe RevenueRevenueRevenue ActActAct ofofof 197819781978 
andandand (2)(2)(2) thethethe reopeningreopeningreopening procedures.procedures.procedures. TheTheThe questionquestionquestion aboutaboutabout sectionsectionsection 530530530 
fallsfallsfalls withinwithinwithin ourourour jurisdiction,jurisdiction,jurisdiction, andandand thisthisthis memorandummemorandummemorandum respondsrespondsresponds tototo 
thatthatthat issue.issue.issue. WeWeWe askedaskedasked thethethe OfficeOfficeOffice ofofof AssistantAssistantAssistant ChiefChiefChief CounselCounselCounsel 
(Field(Field(Field Service),Service),Service), ProceduralProceduralProcedural Branch,Branch,Branch, CC:DOM:FS:PROC,CC:DOM:FS:PROC,CC:DOM:FS:PROC, tototo respondrespondrespond 
directlydirectlydirectly tototo youyouyou ononon thethethe issueissueissue ofofof thethethe reopeningreopeningreopening procedures.procedures.procedures. WeWeWe 
understandunderstandunderstand thatthatthat youyouyou receivedreceivedreceived aaa responseresponseresponse ononon thatthatthat issueissueissue fromfromfrom 
GeneralGeneralGeneral Litigation,Litigation,Litigation, CC:EL:GL,CC:EL:GL,CC:EL:GL, ononon SeptemberSeptemberSeptember 16,16,16, 1997.1997.1997. 

ISSUEISSUEISSUE 

WhetherWhetherWhether aaa tiptiptip validationvalidationvalidation inspectioninspectioninspection constitutesconstitutesconstitutes ananan 
examinationexaminationexamination forforfor purposespurposespurposes ofofof thethethe priorpriorprior auditauditaudit safesafesafe havenhavenhaven underunderunder 
sectionsectionsection 530530530 ofofof thethethe RevenueRevenueRevenue ActActAct ofofof 1978.1978.1978. 

CONCLUSIONCONCLUSIONCONCLUSION 

BecauseBecauseBecause ofofof thethethe changeschangeschanges mademademade ininin sectionsectionsection 530530530 bybyby thethethe SmallSmallSmall 
BusinessBusinessBusiness JobJobJob ProtectionProtectionProtection ActActAct ofofof 1996,1996,1996, ititit isisis nonono longerlongerlonger reasonablereasonablereasonable 
forforfor aaa taxpayertaxpayertaxpayer tototo relyrelyrely ononon aaa priorpriorprior auditauditaudit thatthatthat beganbeganbegan ononon ororor afterafterafter 
JanuaryJanuaryJanuary 1,1,1, 1997,1997,1997, unlessunlessunless ititit includedincludedincluded ananan examinationexaminationexamination forforfor employmentemploymentemployment 
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taxtaxtax purposespurposespurposes ofofof thethethe statusstatusstatus ofofof thethethe classclassclass ofofof workersworkersworkers atatat issueissueissue ororor ofofof 
aaa substantiallysubstantiallysubstantially similarsimilarsimilar classclassclass ofofof workers.workers.workers. 

WeWeWe dododo notnotnot expressexpressexpress aaa viewviewview regardingregardingregarding whetherwhetherwhether aaa tiptiptip validationvalidationvalidation 
inspectioninspectioninspection isisis ananan auditauditaudit forforfor anyanyany otherotherother purpose.purpose.purpose. 

FACTSFACTSFACTS 

WeWeWe understandunderstandunderstand fromfromfrom youryouryour JanuaryJanuaryJanuary 199719971997 memorandummemorandummemorandum thatthatthat thethethe 
ServiceServiceService performsperformsperforms aaa tiptiptip validationvalidationvalidation inspectioninspectioninspection tototo determinedeterminedetermine whetherwhetherwhether 
aaa restaurant'srestaurant'srestaurant's workersworkersworkers areareare properlyproperlyproperly reportingreportingreporting allallall theirtheirtheir tiptiptip 
income.income.income. InInIn aaa tiptiptip validationvalidationvalidation inspection,inspection,inspection, neitherneitherneither thethethe worker'sworker'sworker's nornornor 
thethethe restaurant'srestaurant'srestaurant's taxtaxtax returnreturnreturn isisis openedopenedopened forforfor auditauditaudit ororor examination.examination.examination. 

YouYouYou statestatestate thatthatthat thethethe tiptiptip validationvalidationvalidation beginsbeginsbegins withwithwith thethethe District'sDistrict'sDistrict's 
identifyingidentifyingidentifying thosethosethose restaurantsrestaurantsrestaurants showingshowingshowing (1)(1)(1) thethethe greatestgreatestgreatest 
discrepancydiscrepancydiscrepancy betweenbetweenbetween reportedreportedreported chargedchargedcharged tipstipstips andandand cashcashcash tipstipstips andandand (2)(2)(2) 
chargechargecharge tipstipstips ininin excessexcessexcess ofofof reportedreportedreported tips.tips.tips. TheTheThe DistrictDistrictDistrict worksworksworks withwithwith 
thethethe restaurantrestaurantrestaurant tototo arrivearrivearrive atatat aaa correctcorrectcorrect tiptiptip rateraterate forforfor thethethe variousvariousvarious 
restaurantrestaurantrestaurant occupations.occupations.occupations. TheTheThe restaurantrestaurantrestaurant usesusesuses historicalhistoricalhistorical datadatadata suchsuchsuch 
asasas grossgrossgross receiptsreceiptsreceipts recordsrecordsrecords andandand informationinformationinformation fromfromfrom employeeemployeeemployee 
interviewsinterviewsinterviews tototo arrivearrivearrive atatat thisthisthis rate.rate.rate. IfIfIf aaa restaurantrestaurantrestaurant furnishesfurnishesfurnishes aaa 
tiptiptip rateraterate thatthatthat the,examinerthe,examinerthe,examiner determinesdeterminesdetermines isisis low,low,low, thethethe examinerexaminerexaminer maymaymay 
verifyverifyverify figuresfiguresfigures usedusedused tototo arrivearrivearrive atatat thethethe rateraterate bybyby conductingconductingconducting aaa samplesamplesample 
testtesttest ofofof thethethe restaurant'srestaurant'srestaurant's records.records.records. 

YourYourYour memorandummemorandummemorandum indicatesindicatesindicates thatthatthat sometimessometimessometimes thethethe restaurantrestaurantrestaurant doesdoesdoes 
notnotnot knowknowknow whatwhatwhat booksbooksbooks andandand recordsrecordsrecords tototo looklooklook atatat ororor isisis notnotnot suresuresure whatwhatwhat isisis 
requiredrequiredrequired andandand asksasksasks thethethe DistrictDistrictDistrict tototo helphelphelp determinedeterminedetermine thethethe tiptiptip rate.rate.rate. 
InInIn thatthatthat case,case,case, thethethe examinerexaminerexaminer lookslookslooks throughthroughthrough salessalessales recordsrecordsrecords ififif thethethe 
rateraterate isisis tototo bebebe basedbasedbased ononon aaa percentagepercentagepercentage ofofof sales.sales.sales. TheTheThe examinerexaminerexaminer alsoalsoalso 
lookslookslooks atatat payrollpayrollpayroll recordsrecordsrecords forforfor hourshourshours workedworkedworked ififif thethethe rateraterate isisis tototo bebebe 
basedbasedbased ononon dollarsdollarsdollars perperper hour.hour.hour. WhenWhenWhen securingsecuringsecuring aaa TipTipTip RateRateRate 
DeterminationDeterminationDetermination Agreement,Agreement,Agreement, thethethe ServiceServiceService usesusesuses aaa six-monthsix-monthsix-month periodperiodperiod tototo 
determinedeterminedetermine thethethe rate.rate.rate. TheTheThe six-monthsix-monthsix-month periodperiodperiod isisis generallygenerallygenerally twotwotwo 
quartersquartersquarters ofofof thethethe currentcurrentcurrent year.year.year. Ordinarily,Ordinarily,Ordinarily, thethethe incomeincomeincome taxtaxtax returnreturnreturn 
hashashas notnotnot yetyetyet beenbeenbeen filed.filed.filed. 

YouYouYou statestatestate thatthatthat nonenonenone ofofof thesethesethese tiptiptip validationvalidationvalidation situationssituationssituations 
resultsresultsresults ininin thethethe proposalproposalproposal ofofof ananan auditauditaudit adjustmentadjustmentadjustment forforfor incomeincomeincome ororor 
payrollpayrollpayroll taxestaxestaxes forforfor anyanyany periodperiodperiod forforfor whichwhichwhich thethethe examinerexaminerexaminer hashashas inspectedinspectedinspected 
thethethe booksbooksbooks andandand records.records.records. ThisThisThis isisis becausebecausebecause ofofof thethethe waywayway adjustmentsadjustmentsadjustments 
underunderunder sectionsectionsection 3121(q)3121(q)3121(q) ofofof thethethe CodeCodeCode operate,operate,operate, asasas youyouyou explainedexplainedexplained ininin 
youryouryour MarchMarchMarch 199819981998 memorandum.memorandum.memorandum. 

111 TheseTheseThese criteriacriteriacriteria suggestsuggestsuggest thatthatthat ananan adjustmentadjustmentadjustment underunderunder CodeCodeCode 
sectionsectionsection 3121(q)3121(q)3121(q) willwillwill likelylikelylikely bebebe made.made.made. 
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DISCUSSIONDISCUSSIONDISCUSSION 

TheTheThe applicableapplicableapplicable lawlawlaw isisis explainedexplainedexplained ininin thethethe attachedattachedattached MayMayMay 19,19,19, 
1994,1994,1994, memorandummemorandummemorandum tototo thethethe AssistantAssistantAssistant CommissionerCommissionerCommissioner (Examination)(Examination)(Examination) 
regardingregardingregarding whetherwhetherwhether certaincertaincertain compliancecompliancecompliance checkscheckschecks constitutedconstitutedconstituted priorpriorprior 
auditsauditsaudits forforfor purposespurposespurposes ofofof sectionsectionsection 530.530.530. ThatThatThat memorandummemorandummemorandum explainsexplainsexplains 
thatthatthat forforfor mostmostmost purposes,purposes,purposes, aaa meremeremere checkcheckcheck forforfor compliancecompliancecompliance thatthatthat doesdoesdoes notnotnot 
seekseekseek tototo makemakemake aaa determinationdeterminationdetermination ofofof somesomesome generalgeneralgeneral taxtaxtax liabilityliabilityliability 
generallygenerallygenerally wouldwouldwould notnotnot riseriserise tototo thethethe levellevellevel ofofof ananan audit.audit.audit. ItItIt cautions,cautions,cautions, 
however,however,however, thatthatthat forforfor purposespurposespurposes ofofof sectionsectionsection 530,530,530, aaa courtcourtcourt mightmightmight construeconstrueconstrue 
priorpriorprior ServiceServiceService activitiesactivitiesactivities ininin thethethe lightlightlight mostmostmost favorablefavorablefavorable tototo thethethe 
taxpayertaxpayertaxpayer andandand grantgrantgrant thethethe taxpayertaxpayertaxpayer reliefreliefrelief underunderunder sectionsectionsection 530530530 unlessunlessunless 
theretherethere hashashas beenbeenbeen ananan actualactualactual employmentemploymentemployment taxtaxtax determinationdeterminationdetermination withwithwith ananan 
assessmentassessmentassessment forforfor misclassificationmisclassificationmisclassification ofofof workers.workers.workers. WeWeWe wouldwouldwould updateupdateupdate thethethe 
adviceadviceadvice ininin ourourour 199419941994 memorandummemorandummemorandum onlyonlyonly withwithwith respectrespectrespect tototo twotwotwo points.points.points. 

First,First,First, thethethe SmallSmallSmall BusinessBusinessBusiness JobJobJob ProtectionProtectionProtection ActActAct ofofof 199619961996 amendedamendedamended 
sectionsectionsection 530530530 bybyby addingaddingadding aaa newnewnew subsectionsubsectionsubsection (e)(e)(e) effectiveeffectiveeffective forforfor periodsperiodsperiods 
afterafterafter DecemberDecemberDecember 31,31,31, 1996.1996.1996. BeforeBeforeBefore thethethe amendment,amendment,amendment, ititit waswaswas reasonablereasonablereasonable 
forforfor aaa taxpayertaxpayertaxpayer tototo relyrelyrely ononon anyanyany priorpriorprior audit,audit,audit, unlessunlessunless thethethe auditauditaudit 
resultedresultedresulted ininin ananan assessmentassessmentassessment attributableattributableattributable tototo thethethe taxpayer'staxpayer'staxpayer's 
employmentemploymentemployment taxtaxtax treatmenttreatmenttreatment ofofof similarlysimilarlysimilarly situatedsituatedsituated individuals.individuals.individuals. TheTheThe 
formerformerformer rulerulerule isisis stillstillstill effectiveeffectiveeffective forforfor examinationsexaminationsexaminations thatthatthat beganbeganbegan beforebeforebefore 
JanuaryJanuaryJanuary 1,1,1, 1997.1997.1997. TheTheThe amendmentamendmentamendment modifiedmodifiedmodified thethethe formerformerformer rule.rule.rule. ForForFor 
examinationsexaminationsexaminations thatthatthat beganbeganbegan ononon ororor afterafterafter JanuaryJanuaryJanuary 1,1,1, 1997,1997,1997, thethethe priorpriorprior 
auditauditaudit safesafesafe havenhavenhaven isisis limitedlimitedlimited tototo auditsauditsaudits thatthatthat includedincludedincluded ananan 
examinationexaminationexamination forforfor employmentemploymentemployment taxtaxtax purposespurposespurposes ofofof thethethe statusstatusstatus ofofof thethethe 
classclassclass ofofof workersworkersworkers atatat issueissueissue ororor ofofof aaa substantiallysubstantiallysubstantially similarsimilarsimilar classclassclass ofofof 
workers.workers.workers. Thus,Thus,Thus, ititit isisis nonono longerlongerlonger reasonablereasonablereasonable forforfor aaa taxpayertaxpayertaxpayer tototo relyrelyrely 
ononon aaa priorpriorprior auditauditaudit thatthatthat beganbeganbegan ononon ororor afterafterafter JanuaryJanuaryJanuary 1,1,1, 1997,1997,1997, unlessunlessunless 
ititit includedincludedincluded ananan examinationexaminationexamination forforfor employmentemploymentemployment taxtaxtax purposespurposespurposes ofofof thethethe 
statusstatusstatus ofofof thethethe classclassclass ofofof workersworkersworkers atatat issueissueissue ororor ofofof aaa substantiallysubstantiallysubstantially 
similarsimilarsimilar classclassclass ofofof workers.workers.workers. 

Second,Second,Second, sincesincesince thethethe 199419941994 memomemomemo waswaswas written,written,written, trainingtrainingtraining materialsmaterialsmaterials 
explainingexplainingexplaining thethethe operationoperationoperation ofofof sectionsectionsection 530530530 havehavehave beenbeenbeen prepared.prepared.prepared. SeeSeeSee 
"Independent"Independent"Independent ContractorContractorContractor ororor Employee?"Employee?"Employee?" TrainingTrainingTraining 3320-1023320-1023320-102 (Rev.(Rev.(Rev. 
10-96)10-96)10-96) TPDSTPDSTPDS 84238I.84238I.84238I. TheTheThe materialsmaterialsmaterials taketaketake intointointo accountaccountaccount thethethe recentrecentrecent 
amendmentsamendmentsamendments tototo sectionsectionsection 530.530.530. TheTheThe trainingtrainingtraining materialsmaterialsmaterials state:state:state: 

AAA businessbusinessbusiness willwillwill bebebe ableableable tototo claimclaimclaim thatthatthat ititit waswaswas subjectsubjectsubject tototo aaa 
priorpriorprior auditauditaudit ififif thethethe IRSIRSIRS previouslypreviouslypreviously inspectedinspectedinspected thethethe business'Sbusiness'Sbusiness'S 
booksbooksbooks andandand records.records.records. MereMereMere inquiriesinquiriesinquiries ororor correspondencecorrespondencecorrespondence fromfromfrom aaa 
ServiceServiceService CenterCenterCenter willwillwill notnotnot constituteconstituteconstitute ananan audit.audit.audit. 

If,If,If, forforfor example,example,example, aaa correspondencecorrespondencecorrespondence contactcontactcontact waswaswas mademademade tototo verifyverifyverify 
aaa discrepancydiscrepancydiscrepancy discloseddiscloseddisclosed bybyby ananan informationinformationinformation matchingmatchingmatching program,program,program, 
suchsuchsuch asasas InformationInformationInformation ReturnsReturnsReturns Processing,Processing,Processing, self-employmentself-employmentself-employment tax,tax,tax, 
andandand similarsimilarsimilar ServiceServiceService CenterCenterCenter programs,programs,programs, suchsuchsuch contactscontactscontacts dododo notnotnot 
constituteconstituteconstitute aaa priorpriorprior audit.audit.audit. TheyTheyThey areareare referredreferredreferred tototo asasas 
adjustments.adjustments.adjustments. 
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However,However,However, ififif correspondencecorrespondencecorrespondence contactscontactscontacts entailedentailedentailed thethethe examinationexaminationexamination 
ororor inspectioninspectioninspection ofofof thethethe business'sbusiness'sbusiness's recordsrecordsrecords tototo determinedeterminedetermine thethethe 
accuracyaccuracyaccuracy ofofof deductionsdeductionsdeductions claimedclaimedclaimed ononon aaa return,return,return, suchsuchsuch contactscontactscontacts dododo 
constituteconstituteconstitute ananan auditauditaudit forforfor purposespurposespurposes ofofof sectionsectionsection 530.530.530. 

TrainingTrainingTraining 3320-102,3320-102,3320-102, atatat pagepagepage 1-20.1-20.1-20. 

IfIfIf theretherethere areareare questions,questions,questions, youyouyou maymaymay callcallcall RebeccaRebeccaRebecca WilsonWilsonWilson ofofof thisthisthis 
officeofficeoffice atatat (202)(202)(202) 622-6040.622-6040.622-6040. 

JERRYJERRYJERRY E.E.E. HOLMESHOLMESHOLMES 
Chief,Chief,Chief, BranchBranchBranch 222 

Attachment:Attachment:Attachment: 
MayMayMay 19,19,19, 1994,1994,1994, memorandummemorandummemorandum fromfromfrom AssistantAssistantAssistant ChiefChiefChief Counsel,Counsel,Counsel, 
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