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In brief
What happened?

Treasury on September 22 released proposed regulations that address the temporary federal income tax
deduction created by the “One Big Beautiful Bill Act” (Act) for individuals who receive certain qualified
tip income, effective for calendar years 2025 through 2028. The guidance provides a proposed definition
of "qualified tips" for employers with tipped employees. The proposed regulations also enumerate the
occupations that customarily and regularly received tips on or before December 31, 2024 for these
purposes. The regulations are proposed to apply for tax years beginning after December 31, 2024.
Taxpayers can rely on the proposed rules for those tax years until the date the regulations are published
as final, provided that the proposed regulations are followed in their entirety and in a consistent
manner.

Why is it relevant?

The Act includes significant modifications to the tax treatment of tips. The proposed regulations will help
employers identify qualified tips paid to employees in occupations that customarily and regularly receive
tips. This guidance provides needed information to employers to be able to manage 2025 and beyond
reporting considerations and new forthcoming federal income tax withholding tables.
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Action to consider

Employers will need to consider how their point-of-sale system and tracking mechanisms differentiate
among the types of tips received and reported by employees, such as auto-gratuities versus voluntary tips
and tip pooling. Employers also will need to differentiate among employees based on job classification.
Given the time needed to implement reporting solutions, employers should address administrative
challenges efficiently by putting processes in place now to capture what must be reported to employees
pending additional Treasury and IRS guidance.

In detail

The Act provides that individuals may deduct “qualified tips” effective January 1, 2025 with the
temporary deduction set to expire on December 31, 2028. This is an above-the-line deduction on Form
1040, U.S. Individual Income Tax Return, capped at $25,000 with deduction phaseouts for taxpayers
with modified adjusted gross income over $150,000 ($300,000 for joint filers). While the Act created a
temporary income tax deduction for individuals under Section 224, as added by Section 70201(a) of the
Act, there are significant other compliance requirements imposed on employers that have employees
with tip income. These proposed regulations are intended to provide clarity on two key issues:

e The definition of qualified tips; and

e The occupations that customarily and regularly received tips on or before December 31, 2024
(provided in a “List of Occupations that Receive Tips”).

Qualified tip income

The proposed regulations would define qualified tips as cash tips paid to individuals in eligible
occupations on or before December 31, 2024. Cash tips include payments made in cash, checks,
credit/debit cards, gift cards, casino chips, and other electronically settled cash-equivalent forms but not
non-cash items, such as event tickets or meals. Additionally, tips are qualified only if they are voluntary,
determined by the payor, and free from compulsion. Service charges, automatic gratuities, and
mandatory fees are not qualified tips unless customers have an option to modify or disregard them.

One significant question that the proposed regulations address is whether qualified tips in the food and
beverage industry include “allocated tips.” Large food and beverage establishments generally are required
to allocate tips if their employees received tips from customers, and the amount of tips reported to the
employer is less than 8% or the agreed upon rate in a tip compliance agreement. If employers are
required to allocate tips to their employees, employers report allocated tips in Box 8 of Form W-2, Wage
and Tax Statement. Allocated tips may or may not have been actually received by employees. The
proposed regulations would clarify that allocated tips reported in Box 8 of Form W-2 that are not actually
received in cash by the employees are not considered qualified tips.

Observation: Some employers participate in voluntary tip reporting programs such as the Tip Rate
Determination Agreement (TRDA) or Gaming Industry Tip Compliance Agreement (GITCA) programs.
Regarding employees who enter into a Tipped Employee Participation Agreement as part of those
programs, the proposed regulations would clarify that qualified tips include the established tip rate
pursuant to the agreement or (higher) actual tips reported on Form 4137, Social Security and Medicare
Tax on Underreported Tip Income.

The proposed regulations note some additional limitations on what types of payments would not
constitute qualified tips. For example, tips received in the course of a specified service trade or business



Tax Insights | PwC

(SSTB) as defined in Section 199A(d)(2) are excluded from the definition of qualified tips. This exclusion
applies to both self-employed individuals and employees working for SSTB employers. A trade or
business that is an SSTB under Section 199A(d)(2) includes:

e Any trade or business involving the performance of services in the fields of health, law,
accounting, actuarial science, performing arts, consulting, athletics, financial services, brokerage
services, or any trade or business where the principal asset of that trade or business is the
reputation or skill of one or more of its employees, or

e Any trade or business that involves the performance of services that consists of investing and
investment management, trading, or dealing in securities, partnership interests, or commodities.

Observation: The proposed regulations under Section 199A further define what it means to perform
services in those SSTB fields, such as performing arts. Treasury and the IRS request comments on
whether the definitions under existing Section 199A regulations should be refined for purposes of Section
224 to better align with the anti-abuse provisions and congressional directives.

The proposed regulations also would exclude tips received while performing a service that is a felony or
misdemeanor under applicable law, including those involving prostitution or counterfeiting, and any tips
received by clients or owners from payors where there is an ownership or employment relationship. For
example, Employee C works as a bartender but does not have the license or certification that is required
based on the applicable laws, which specify that serving alcohol without a license is a misdemeanor.
Employee C receives $10,000 in tips during the year while serving alcohol at a bar. While “Bartender” is
on the List of Occupations that Receive Tips, the $10,000 in tips received by Employee C while serving
alcohol without a license are not qualified tips.

List of occupations that receive tips

Section 70201(h) of the Act mandates that Treasury publish a list of occupations that customarily and
regularly receive tips. Regarding the curation of this list, the preamble to the proposed regulations
explains that the term “customarily and regularly” is interpreted to mean usually or habitually as well as
repeatedly, frequently, or often. In developing this list, Treasury and the IRS indicate that several sources
were considered, including 2023 Forms W-2 and 4137, voluntary tip reporting programs, Fair Labor
Standards Act definitions, Department of Labor data and case law, and legislative history. The preamble
also notes that certain occupations of independent contractors may not have the same quantity of data
because of limited reporting on Forms 1099-NEC, Nonemployee Compensation, 1099-MISC,
Miscellaneous Income, and 1099-K, Payment Card and Third Party Network Transactions.

To organize the List of Occupations that Receive Tips, Treasury created a new classification system,
called the Treasury Tipped Occupation Codes (TTOC). Solely for purposes of qualified tips, this new
system would replace the 2018 Standard Occupation Classification (SOC) code published by the Office of
Management and Budget to account for over-inclusivity of certain SOC codes.

Under the TTOC, occupations span eight general occupation categories: (1) beverage and food service, (2)
entertainment and events, (3) hospitality and guest services, (4) home services, (5) personal services, (6)
personal appearance and wellness, (7) recreation and instruction, and (8) transportation and delivery.
This list serves as the official enumeration for taxpayer eligibility to claim the tip deduction. The
proposed regulations acknowledge that certain occupations that may not involve direct interactions with
customers still should be considered occupations that customarily and regularly receive tips if employees
in those occupations participate in tip-sharing arrangements, such as tip pooling or tip-outs with
employees who do interact with customers (e.g., dishwashers).
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Ongoing compliance considerations

Both cash and charged tips remain taxable wages subject to federal employment taxes. The individual
income tax deduction created under the Act does not negate an employer’s obligation to withhold,
deposit, and report federal employment taxes on qualified tips. However, there are several considerations
that employers need to manage going forward.

o Employers will need to review current operations to identify which employees, if any, receive
qualified tips based on the TTOC codes and current business practices.

o The proposed regulations do not provide instructions on any retroactive requirement for
employers to track qualified tips starting January 1, 2025, for purposes of providing a separate
accounting of amounts designated as qualified tips, such as a separate pay stub, for the 2025
calendar year.

e The Act directs Treasury to modify the federal income tax withholding tables, published in IRS
Publication 15-T, Federal Income Tax Withholding Methods, beginning after December 31, 2025
to take into account the new deductions.

e The IRS released the 2026 draft Form W-4, Employee’s Withholding Certificate, to provide
employees the option to modify federal income tax withholding on wages in anticipation of the tip
deduction starting January 1, 2026.

e The 2026 draft Form W-2 includes updates to Boxes 12 and 14. The draft form includes a new Box
14b, Treasury tipped occupation code, for employees in occupations that customarily and
regularly receive tips. Box 12 also includes a new TP code for the total amount of cash tips.

e Human resources information systems (HRIS) and point-of-sale tracking will need to be updated
to separately map tips for purposes of providing a 2025 statement, if necessary, and for reporting
on 2026 Forms W-2, including occupation codes.

The Act provides that the Treasury Secretary may specify a reasonable method for employers to create
and furnish a separate accounting of qualified tips and overtime pay for the 2025 calendar year. It
remains to be seen what that reporting regime will entail. The IRS acknowledged on its website that “the
IRS will provide transition relief for tax year 2025 for taxpayers claiming the deduction and for
employers and payors subject to the new reporting requirements.”

Observation: The Act provides that the individual income tax deduction is allowed for an amount equal
to the qualified tips reported on Forms W-2 furnished to employees or reported by the individual on
Form 4137. Form 4137 historically has been used only for employees to calculate FICA taxes on tips that
were not reported by the employee to the employer. If employers do not include all cash and charged tips
reported by employees to their employer on Forms W-2, employees may need to consider available
options for reporting tips to document that they qualify for the deduction.

Observation: With the retroactive effect of the temporary deduction for qualified tips as of January 1,
2025, employers should evaluate their current position to assess compliance with the new reporting
regimes. Early vendor management and coordination with respect to technology changes on HRIS
platforms and job codes also will help companies be well positioned to manage 2025 compliance
requirement deadlines soon approaching in early 2026. Employee communications also will be an
important component of implementation to prevent confusion over the operation of these new provisions
in the Act. Additional guidance related to qualified tips that may address other developing issues and
questions could be provided.
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Let’s talk

For a deeper discussion of how this issue might affect your business, please contact:

Compensation, Benefits, and Employment Tax Services

Megan Marlin, Washington DC Veena Murthy, Washington DC
(202) 669-9422 (202) 579-8829
megan.marlin@pwc.com veena.k.murthy@pwe.com
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