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SW1E 6SW

Mr Pat McFadden MP
Minister for Employment Relations and Postal Affairs
Department for Business, Enterprise and Regulatory Reform

1 Victoria Street

London

SW1H 0ET

16 February 2009
Dear Mr McFadden
Response from the Low Pay Commission to the consultation on service charges, tips, gratuities and cover charges

The Low Pay Commission welcomes the opportunity to contribute to the Government’s consultation on the use of service charges, tips, gratuities and cover charges in relation to the National Minimum Wage.

Low Pay Commission’s Experience 

Our First Report looked at the use of tips to make up the National Minimum Wage.  We had received conflicting evidence about whether tips and service charges should be included in the minimum wage and we concluded that a distinction should be made between cash tips paid directly by customers to staff, and tips and gratuities distributed through the payroll.  We recommended that only the latter should count towards the minimum wage and these recommendations were reflected in arrangements the Government subsequently introduced.

In recent years, we have received few submissions from stakeholders on tips.  Those we have received have mainly covered the tax treatment of payments rather than the principle of using them to count towards the minimum wage.  This year, however, in response to the Government’s consultation, a number of organisations have urged the Commission to consider how the Government’s proposals on tipping should be implemented. 

Our understanding, built through consultations and commissioned research, is that there is diverse practice in how employers handle tips.  While some collect and use tips to make up minimum wage pay, many do not.  Employers often choose not to get involved directly and leave it to staff to manage distribution, through tronc arrangements.  

Low Pay Commission’s view

We believe that the Government is right to review the treatment of tips under the National Minimum Wage legislation because most customers expect tips to be paid on top of wages in recognition of good service.  However, there could be losers as well as winners resulting from the Government’s proposals as they stand.  Further, because there is not one standard system used by employers to distribute tips, it is difficult to predict how such change in the law would modify practice and what the impact would be, either for businesses or for workers.  This is a complex area of policy, and the Government needs to pay particular attention to the following areas.

Ownership of tips

Tips, gratuities and service charges paid to a business and collected by the employer, are currently the property of the employer.  The only way to place employers under a legal obligation to pass on tips, gratuities and service charges, would be to change the law on ownership of these monies.  We recognise the complexities involved in introducing a change of ownership,  but the Government must be aware that, without such a change, its proposals may not improve the pay of all those who currently receive tips.  

Efficacy of code of practice and guidelines

The Government has not proposed to change the law on ownership, rather it seeks to influence employers’ practices by improving information to consumers and workers on what happens to tips.  If the proposed code and guidelines were widely taken up, they could result in greater transparency and this would be expected to have an impact on employer practice.  To maximise the benefit to workers, the code of practice would need to have the widest possible support from all the tipping sectors, especially hospitality.  We therefore urge the Government to involve representatives of all tipping sectors in developing these materials.

Sectoral impact 

We have received evidence over the years that the practice of using tips to make up minimum wage pay is a greater issue for the hospitality and leisure sectors than any other.  Within these sectors, hotels and restaurants and food-led bar/pub operators are most affected.  In the other ‘tipping sectors’ practice tends to be that tips are paid directly in cash to individual workers without employer-levied service charges (e.g. hairdressers and taxi drivers) or receipt of gifts is not allowed (e.g. the gambling sector).  We noted in our 2008 Report that there was anecdotal evidence that some food-led operators in the bar sector had, following clarification of the tax treatment of tips, reinstated tronc arrangements to help cushion the cost of the National Minimum Wage uprating.  Economic indicators show that the hospitality and leisure sectors are already greatly affected by the recession and they would be further affected by these proposed changes.  

Cover charges

The Government’s proposal would still allow cover charges to be used to make up minimum wage pay.  Cover charges are usually levied as a charge per person to meet specific costs of providing particular services or goods, such as entertainment or bread on the table.  They are not given in recognition of service.  It is harder to argue, therefore, that employers should not be able to use monies from cover charges to contribute to the National Minimum Wage.  However, we are concerned that allowing cover charges to continue to count towards the minimum wage may provide a loophole through the new restrictions on use of tips, gratuities and service charges.  If the Government retains this position, then it should ensure cover charges are included in the matters covered in any code of best practice/guidelines, so that consumers are fully informed about what happens to each element on their bill.  The future use of cover charges would have to be closely monitored to see if there has been any change in employer practice.

Potential benefits

If the Government succeeds in achieving its stated aims, then excluding tips and gratuities from wage bill calculations could make the minimum wage simpler to administer and workers’ pay more transparent, with attendant benefits for enforcement.  While the Low Pay Commission’s focus remains firmly on the minimum wage, we recognise that there could also be consumer benefits for those leaving tips.  As we have shown above, there seems to be diverse practice on tipping and the proposed improvements to customer information could bring greater clarity. 

Undesired consequences

While we recognise the potential benefits of the Government’s proposals, there is a risk, which Government acknowledges in its own impact assessment, that the proposed changes in the law could generate undesired responses.  There are four main areas of concern, the impact of which must be assessed.

1. Even though there would be improved information on what happens to tips, some employers might still choose to keep a larger proportion of tips, gratuities and service charges to offset the additional wage and administrative costs associated with the scheme. Where this happens some workers could end up with lower take-home pay.

2. Employers who previously retained some or all tips and gratuities collected and used these to offset the NMW would, if they now distributed these, be faced with a rise in labour costs. Unless they are able to offset this through improved productivity or choose to accept lower profits they will seek either to raise prices or to employ fewer staff, thus affecting adversely consumers and employees.  

3. In some situations workers, as well as employers, may find themselves paying higher National Insurance Contributions.

4. Although any changes to the regulations could be enforced by HMRC, a voluntary code of practice could not be.  There would therefore still be no certainty that workers would receive the tips that customers are paying. 
Low Pay Commission’s role

We note that the Government’s impact assessment refers to the continuing role of the Commission in monitoring the use of tips.  While we will carefully monitor the changes to the law which are eventually introduced, it would be helpful if the Government would be more explicit on the role it expects the Commission to play.

Please let us know if you require anything further from the Commission.  
Best wishes.  
Yours sincerely
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