
 
 

 

 
 

 

Restaurants and other businesses where employees receive tips must keep a 

record of tips income in order to report them in the employees’ W-2 and 

withhold required taxes.  As a general rule all tips received by employees from 
customers are subject to withholding. Employees are required to report all tip 

income received in their tax returns, including (1) tips the employer paid over 

to the employee which were charged to customers and (2) tips the employee 
received directly from customers. Keep in mind, however, that not all “extra 

payments” received from customers are considered tips.  For instance, large 

dining party automatic gratuities, banquet event fees, cruise trip package fees, 
and bottle service charges are deemed service fees and not tips; thus, the 

portion of these paid to employees is considered part of wages or salaries.   

Employee Reporting Requirements 
 

Employees are required to report to their employers tip income received on a 
monthly basis.  Essentially, employees that receive tip income exceeding $20 in 

any given month must complete IRS form 4070 (or a similar statement) and 

deliver it to his or her employer on or before the 10th day of the next month. 
Note that tips to be reported in form 4070, or its equivalent, include tips 

received via credit and debit card payments, tips in cash and even those tips 

received from other employees. In theory, tips must be reported to the 
employer even if the employer already has a record of tips collected from 

customers who pay with credit or debit cards and even checks. 

Employer Reporting Requirements 
 

Like in the case of salaries and wages, employers must collect income tax, 
employee social security tax and employee Medicare tax on tips reported by 

employees. These taxes may be collected from an employee's wages or from 

other funds he or she makes available. For instance, if an employee reports 
that he or she received $1,000 in cash tips the prior month, then the employer 

may withhold the 7.65% social security and Medicare from the wages paid to 

the employee. 
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Tips on Tips 

 
As an employer, you must ensure that the total tip income reported to you 

during any pay period is, at a minimum, equal to 8% of your total receipts for 

that period. The rationale of this rule is that a significant portion of customers 
of restaurants and other similar businesses pay tips in cash.  Thus, to reduce 

tax evasion, there is a presumption that tips amount to at least 8% of receipts.  

Note, however, that any upward adjustment to tips is not subject to income 
and social security and medicare tax withhodings. The adjustment is just for 

IRS information purposes.  

In calculating 8% of total receipts, non-allocable receipts are excluded. For tip 
calculation purposes, non-allocable receipts are defined as receipts for carry 

out sales and receipts with a service charge added of 10% or more. Thus, if 
sales in your restaurant amount to $1,000,000 a year, excluding carry out 

sales and those sales to which service charges are automatically applied, then 

total tips reported to the employer by all employees must amount to at least 
$80,000. 

If the total tips reported by the employees is less than 8%, you must allocate 
the difference between the actual tip income reported and 8% of gross 

receipts. There are three methods for allocating tip income: 

 
-  Gross Receipt Method: Allocate, to employees, the difference between 

the 8% calculation and actual tips reported, based on the proportion of 
tips that each employee reported.  

 

- Hours Worked Method: Allocate the tips deficit to employees based on 
the proportion of the hours they worked to total hours worked by all 

employees. 

 
- Good Faith Agreement: Allocate the tips deficit based on an agreement 

reached with employees. 

The IRS may allow employers to use a 6% tips rate for tip allocation purposes if 
the employers files an application, the details of which are available in the 

instructions for IRS form 8027.  
 

Other Reporting Requirements 

 
Reporting requirements for employers with employees that receive tips are, in 

addition to those herein included, basically the same as for other employers.  

However, employers who operate large food or beverage establishments must file 
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Form 8027, Employer’s Annual Information Return of Tip Income and Allocated 

Tips to report employee tip income. Employers within the large food or beverage 
establishment category include those with the following characteristics: 

 

- Food or beverage is provided for consumption on the premises 
- Tipping is a customary practice 

- More than 10 employees, who work more than 80 hours aggregate, were 

normally employed on a typical business day during the preceding calendar 
year. 

 

Feel free to send an e-mail to jpnavarro@nacpr.net or 

info@zoompayrollsolutions.com for a consultation. 
The information contained in this document is provided for informational purposes only and must not be deemed as a substitute for tax, accounting, legal or financial advice from a professional. Access to the information 

contained in this document or received from Navarro Acevedo, PC or JP Navarro in the form of newsletters and other publications is not intended to create, and receipt does not create, an attorney-client nor an accountant or 

CPA-client relationship.  Readers of this document must not to act upon this information without receiving the advice and services of a professional.  Any U.S. federal tax and/or any legal strategies contained in this document 

are not intended to be used for the purpose of avoiding penalties under U.S. federal tax law nor for the purposes of committing tax evasion or any kind of fraud. Note that, while we use reasonable efforts to furnish accurate 

and up-to-date information, we do not warrant that any information contained in this document is accurate, complete, reliable, current or error-free. Thus, we assume no liability or responsibility for any errors or omissions in 

the content of this document or such other materials or communications. If you have comments about this document, please e-mail JP Navarro at jpnavarro@nacpr.net. Use of the information in this document is at your own 

risk. We and our suppliers disclaim all warranties. Neither we nor our suppliers shall be liable for any damages of any kind with the use of this information. Navarro Acevedo, PC is a professional corporation under the Laws 

of the State of Texas.  It is not a licensed CPA firm nor an attorney.  Mr. Juan Pablo Navarro-Acevedo, the corporation’s principal and president, is the holder of the licenses. 
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