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Employment Tax Compliance For State and Local Governments
 Fernando EchevarriaFSLG Specialist
 FGFOA WebinarFall 2012

Page 2
                        

Topics
 Introduction to Office of FSLGIRS/FSLG website
 Emerging Issues
 • Repeal of Cell Phones from Listed Property• Voluntary Classification Settlement Program• Notice 972 CG –Delinquency notification of Form 1042-
 S Filing
 Compliance Issues
 • Employee vs. Independent Contractor • Compliance Checks vs. Examination
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Topics (cont)
 ► Form 1099-Misc Filing► Wage Issues► Fringe Benefits – Taxable or Not
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►Provide services to governmental entities throughout the United States and its Territories ► Provide Assistance & Guidance regarding tax matters► Provide Outreach ► Conduct Compliance Checks► Conduct Examinations► Extend CSP agreements ► Adhoc Closing Agreements ► Voluntary Classification Settlement Program (VCSP)
 Role of FSLG
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► Plantation - Fernando Echevarria – 954-423-7406, [email protected]
 ► St. Petersburg - Sheree Cunningham – 727-568-2505, [email protected]
 ► West Palm Beach - Michael Moore – 561-616-2092 [email protected]
 Points of Contact
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IRS WEBwww.irs.gov
 to ask a question email us at
 [email protected].
 mailto:[email protected]
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Cell Phones
 IRS Notice 2011-72 provides guidance relating to a provision in the Small Business Jobs Act of 2010, it removed cell phones from the definition of listed property, a category under tax law that normally requires additional recordkeeping by taxpayers.
 http://www.irs.gov/businesses/small/article/0,,id=230307,00.html
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Notice 2011-72► Effective January 1, 2010, the IRS will treat the
 employee’s use of employer-provided cell phones for reasons related to the employer’s trade or business as a working condition fringe benefit, the value of which is excludable from the employee’s income.
 ► The cell phone must be issued primarily for non-compensatory business reasons.
 ► Any personal use of the employer-provided cell phone will be treated as a de minimis fringe benefit, excludable from the employee’s gross income under § 132(e) of the Code.
 ► The IRS will not require recordkeeping of business use in order to receive this tax-free treatment.
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Employee Owned Cell Phone
 ► Notice 2011-72 did not address arrangements that provide cash allowances and reimbursements for work-related use of personally-owned cell phones.
 ► Employer must require employees, for primarily business reasons, to use their personal cell phones for business purposes and may treat reimbursements of the employees' expenses for reasonable cell phone coverage as nontaxable.
 ► Does not apply to reimbursements of unusual or excessive expenses or to reimbursements made as a substitute for a portion of the employee's regular wages.
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Cell Phones
 ►Employer reimbursement to employees for business use of their personal cell phones, has tax-free treatment and is available without burdensome recordkeeping requirements.
 ►Does not apply to cell phones or reimbursement for cell phone use that is not primarily business related.
 ►Details are in Notice 2011-72, on IRS.gov.
 http://www.irs.gov/pub/irs-drop/n-11-72.pdf
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Eg. Non-compensatory business reasons for employee to maintain personal cell phone & reimbursing for their use include:
 (1) Employer’s need to contact the employee at all times for work-related emergencies; and
 (2) Employer’s req. employee be available to speak with clients at times when the employee is away from the office or at times outside the employee’s normal work schedule (i.e., clients are in different time zones).
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Voluntary Classification Settlement Program (VCSP)
 VCSP is a voluntary program described in
 Announcement 2011-64 that provides an
 opportunity for taxpayers to reclassify their
 workers as employees for employment tax
 purposes for future tax periods with partial
 relief from federal employment taxes.
 http://www.irs.gov/pub/irs-drop/a-11-64.pdf
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VCSP
 To participate in this new voluntary program, the taxpayer must meet
 certain eligibility requirements, Positions
 covered under Section 218 are not eligible andtaxpayer must request to participate inVCSP by filing Form 8952, Application
 forVCSP.
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VCSP Eligibility Requirements
 ► Program applies to taxpayers that are currently treating a class or group of workers as independent contractors or other non-employees and want to prospectively treat the workers as employees.
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VCSP Eligibility Requirements
 ► Taxpayer must have consistently treated workers as nonemployees, and filed all required Forms 1099 for workers to be reclassified for the previous three years.
 ► Cannot currently be under audit by the IRS
 and cannot be currently under audit concerning the classification of the workers by the Dept of Labor or by a state government agency.
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VCSP Outcome
 ► A taxpayer will agree to prospectively treat class or classes of workers as employees for future tax periods. In exchange, the taxpayer:
 ► Will pay 10 % of the employment tax liability due on most recent tax year, under reduced rates per IRC section 3509(a).
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VCSP Outcome Will not be liable for any interest and
 penalties on the amount; and
 IRS Will not disturb worker classification of workers reclassified under the VCSP for prior years.
 Eligible taxpayers accepted for VCSP will enter into a closing agreement with the IRS to finalize the terms of the VCSP, and will simultaneously make full and complete payment of any amount due under the closing agreement.
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VCSP Rate Calculation
 IRC 3509(a) - Federal Income Tax Withholding (FIT) assessed 1.5 % of
 wages (IRC 3401) plus Social Security/Medicare tax (IRC 3101(a), 3101
 (b) assessed at 9.18 %
 EXAMPLE
 FIT - $300,000 X 1.5% = $ 4,500SS/Medicare - $300,000 X 9.18% (7.44% + 1.74%) = $27,540
 Adjusted SS/Med Tax - $27,540Adjusted FIT - $ 4,500 $32,204
 VCSP – 10% X $ 32,040 = $ 3,204
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New IRS Initiative
 ►Notice 972 CG – Delinquency Notification of Form 1042-S (Foreign Person’s U.S. Source Income Subject to Withholding) Filing
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Notice 972-CG
 ►Effective August 2011 Internal Revenue Service began issuing Notice 972-CG for all failures to prepare, file and furnish forms 1042-S.
 ►Taxpayers have 45 days to respond to notice.
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FOREIGN PERSONS
 A foreign person includes a nonresident alien individual, foreign corporation,
 foreignpartnership, foreign trust, a foreign
 estate,and any other person that is not a U.S.person.
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TAXATION OF RESIDENT AND NONRESIDENT ALIENS
 ►Resident aliens and nonresident aliens can receive income as individuals, employees and as independent contractors.
 ►Resident Aliens are taxed on their worldwide income, same as US
 citizens.
 ►Nonresident Aliens are taxed on their income from sources within the U.S.
 and on income that is effectively
 connected to a trade or business in the U.S.
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U.S. SOURCED INCOME
 ►Generally, income is from U.S. sources if it is paid by domestic corporations, U.S. citizens, resident aliens or entities formed under the laws of the U.S. or a state.
 ► Income is also from U.S. sources if the property that produces the income is located in the U.S. or the services for which the income is paid were performed in the U.S.
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U.S. SOURCED INCOME
 Examples of U.S. sourced income include:
 ►Compensation for personal services► Interest►Pensions and annuities►Rental income►Royalties►Taxable scholarships and fellowship
 grants►Other taxable grants, prizes and awards
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FORM 1042/1042-SForm 1042 is an annual withholding tax
 returnused to report payments and withholding
 fromForms 1042-S. It is due to the IRS by March
 15 ofthe year following the payment(s).
 Form 1042-S – examples of amounts reported:
 ► Wages that are exempt under treaty provisions
 ► Compensation and withholding for personal services performed in the U.S.
 ► Scholarships, fellowships, grants or financial aid paid to nonresident aliens that are not excludable from gross income as a “qualified scholarship” under IRC 117.
 ► Rents
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FORM 1042-S► Reportable for any amount in excess of 0
 – there is no minimum amount that triggers a filing requirement.
 ► Withhold at 30% or lesser treaty rate.► Reportable to individuals, partnerships,
 corporations, trusts and estates.► A Form 1042-S is required even if the
 entire amount of compensation is exempt under treaty provisions.
 ► Failure to file and failure to furnish penalties under IRC 6721 and 6722 are applicable.
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FORM 1042-S
 ► Follow the deposit requirements in the instructions.
 ► Must be filed with IRS by March 15
 ► Must furnish to recipient of income by March 15
 ► All paper Forms 1042-S submitted to IRS must be accompanied with a Form 1042-T, Annual Summary and Transmittal of Forms 1042-S.
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Notice 972-CG
 ►Civil Penalty Provisions
 IRC 6721 – Failure to File Correct Information Return
 IRC 6722 – Failure to Furnish Correct Payee Statement
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Notice 972-CG Information Return Penalties► Small Business Jobs Act of 2010 (effective
 1/1/2011)► IRC Section 6721 & IRC Section 6722
 $30 per return- within 30 days $60 per return- > 30 days but before August 1 $100 per return- filed after August 1
 ► Intentional disregard- $250 or 10% of aggregate
 ► Late filing, incomplete or incorrect information, paper when electronic required, or paper forms not machine readable
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ADDITIONAL SOURCES OF INFORMATION
 ► Information For International Taxpayers http://www.irs.gov/businesses/small/international/index.html
 ► New Developments in International Taxation http://www.irs.gov/businesses/small/international/article/0,,id=96628,00.html
 ► Alien Taxation – Certain Essential Concepts http://www.irs.gov/businesses/small/international/article/0,,id=96414,00.html
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ADDITIONAL SOURCES OF INFORMATION
 ► Classification Of Taxpayers For U.S. Tax Purposes http://www.irs.gov/businesses/small/international/article/0,,id=96395,00.html
 ► Determining Alien Tax Statushttp://www.irs.gov/businesses/small/international/article/0,,id=96392,00.html
 ► Taxation of Resident Aliens http://www.irs.gov/businesses/small/international/article/0,,id=96493,00.html
 http://www.irs.gov/businesses/small/international/article/0,,id=96493,00.html
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ADDITIONAL SOURCES OF INFORMATION
 ► Taxation of Nonresident Aliens http://www.irs.gov/businesses/small/international/article/0,,id=96477,00.html
 ► Taxation of Dual-Status Aliens http://www.irs.gov/businesses/small/international/article/0,,id=96433,00.html
 ► Tax Withholding on Foreign Persons http://www.irs.gov/businesses/small/international/article/0,,id=106981,00.html
 http://www.irs.gov/businesses/small/international/article/0,,id=96477,00.html
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ADDITIONAL SOURCES OF INFORMATION
 ► Tax Treaties http://www.irs.gov/businesses/small/international/article/0,,id=96454,00.html
 ► Taxpayer Identification Numbers http://www.irs.gov/businesses/small/international/article/0,,id=96696,00.html
 ► Miscellaneous International Tax Issues http://www.irs.gov/businesses/small/international/article/0,,id=97295,00.html
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ADDITIONAL SOURCES OF INFORMATION
 ► Frequently Asked Questions http://www.irs.gov/faqs/faq13.html
 ► Help With Tax Questions – International Taxpayershttp://www.irs.gov/help/page/0,,id=133197,00. html
 ► Amounts Subject to Reporting on Form 1042-S http://www.irs.gov/businesses/small/international/article/0,,id=102336,00.html
 ► Form 1042 Annual Withholding Tax Return for U.S. Source Income of Foreign Persons http://www.irs.gov/businesses/small/international/article/0,,id=102325,00.html
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► Publication 515, Withholding of Tax on
 Nonresident Aliens and Foreign Entities
 ► Publication 15, Circular E Employer’s Tax Guide
 ► Publication 519, U.S. Tax Guide for Aliens
 ► Publication 901, U.S. Tax Treaties
 ► (INPUT FSLG Specialist’s name and contact information).
 ADDITIONAL SOURCES OF INFORMATION
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Employee
 or
 Independent Contractor
 ???

Page 37
                        

Employment Per Internal Revenue Code
 ► IRC § Sec. 3121(d)(2) Employee under Common Law Test (Revenue Ruling 87-41)
 ► IRC § 3401(c) Officer, employee, or elected official of government
 ► Income Tax Regulation § 1.1402(c)-2(b) Holder of public office is not self-employed
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Types of Employees
 ►Common law or specific tax statute►Identified as an employee under a
 Section 218 Agreement►Identified as employee under state or
 local law
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Section 218 Agreement
 What is a Section 218 Agreement►Agreement entered into between Governmental Agency and the Social Security Administration
 Who is covered►Any individual who performs services that are included under an agreement entered into under Section 218 of Social Security Act
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COMMON LAW STANDARD
 Employer-employee relationship exists when the business for which the services are performed has the right to direct and control the worker who performs the services
 ►Not only as to what work shall be done but also
 ►How work shall be done
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Categories of Evidence
 Facts that provide evidence of the degree of control and independence fall into three categoriesBehavioral ControlFinancial ControlRelationship of the parties
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Basic Behavioral Control Factors
 • Type of instruction given – about when, where & how he/she works
 • Degree of instruction – Order or sequence
 • Evaluation systems• Training provided by the business
 - Requirement to attend meetings or briefings.
 • Services Rendered Personally • Hiring, Supervising & paying
 assistants
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Financial Control Factors• Significant Investment• Incurring unreimbursed
 expenses• Opportunity to make a profit
 or loss• Making services available to
 the market• Working for more than one
 firm at a time• Method of payment• Furnishing of tools and
 materials• Doing work on Employer’s
 Premises
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Relationship Of Parties
 • Written contracts describing the relationship
 • Does the business provide benefits
 • Permanency of the relationship
 • Are the worker’s services a key aspect of the regular business of the company
 • Right to discharge or terminate contract
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Independent Contractor
 ► Makes own schedule► Buys own products► Has a published phone number► Furnishes own supplies ► Furnishes own equipment► Makes a profit or loss as a result of his own
 business decisions► Offers services to public► Operates an established business► Bills for services► Doesn’t have to personally perform work ► Has roots in the local business community
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Summary
 ►Do you have the right to direct and control the worker?
 ►Do you have financial control over worker’s ability to earn income?
 ►Is there a true business relationship between the parties?
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Source of Funding
 The source of the funds should not be a factor when
 determining the status of a worker
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Independent Contractor or
 Employee?
 If you are not sure whether a worker is an employee or independent contractor, complete Form SS-8 then forward to IRS for determination
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Form SS-8 “Determination of Employee Work Status for Purposes of Federal Employment Taxes and Income Tax Withholding”
 May be initiated by either worker or firm
 Form is sent to IRS, Newport, VT
 Both parties will be asked to complete the form
 Written determination sent to worker and firm
 http://en.wikipedia.org/wiki/File:Scale_of_justice_2.svg
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Consequences of Misclassification of
 Employees If you misclassify an
 employee as an independent contractor, you may be held liable for the worker’s payroll taxes
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Compliance Check
 vs.Examination
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Compliance Check
 ► A review to determine whether taxpayers are adhering to record keeping and information reporting requirements.
 ► Not an investigation or examination/audit
 ► Not directly relate to determining a tax liability
 ► Tool to educate taxpayers about reporting requirements.
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During Compliance Check
 ►You will be advised a compliance check is being conducted and not an audit/exam.
 (refer to Publication 3114)►Review forms 941, W-2/W-3, Form 945,
 1096/1099, and W-9 (not required) will be reviewed for accuracy and correctness of returns
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Compliance Check
 ►At no time will books or records be inspected
 ►We will not ask why someone was treated as an Independent Contractor instead of Employee
 ►We will not attempt to determine a tax liability
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Compliance Check
 ► We will ask if your organization has a written policy for determining worker status.
 ► We will suggest published guidance for use in determining status of workers.
 ► We will ask if you are familiar with tax treatment of fringe benefits.► We will ask if you have a retirement plan,
 the type of plan and who is included or excluded from the plan.
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Possible Outcomes
 ► After review we will discuss any discrepancy uncovered. Example: W-2 missing information or incorrect name format ► If you failed to report all taxable wages on forms W-2 we will request you voluntarily file corrected returns.► Failure to file may result in IRS preparing substitute returns or opening an examination.
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Compliance Check
 If the IRS determines an Examination will be
 conducted the examiner will notify you at that
 moment or at a later date.
 A letter will follow officially notifying you an
 examination/audit will be conducted.
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Examination/Audit
 There is no statutory or common lawdefinition of the term “examination”. However, an examination may be described as the systemic inspection of the books and records of a taxpayer for the purpose of making a determination of the correct tax liability. Another term for examination is an audit
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Examination Adjustment Issues
 ► Taxable fringe benefits not included on employee form W-2
 ► Employee v Independent contractor► Forms 1099 –Misc not prepared, filed and issued to
 all vendors► Bonuses, vacation pay, or other payments that
 constitute additional wages not reported► Employer failed to report the Fair Market Value of
 non-cash compensation
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Summary
 ►Compliance Check is a review of forms and returns filed to determine compliance (correctness) of returns.
 ►Examination is actual review of books and records used to arrive at amounts on a tax return. (941, W-3/W-2, 1096/1099)
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Reporting Requirements
 ►Non Employee Compensation►Wages
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Form 1099-Misc. Requirements and Filing
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Form 1099-Misc
 ►Is an Informational Return required to be filed for each person to whom you have paid for services rendered during the calendar year in the course of your trade or business.
 ►Payments made by federal, state or local government agencies are also required to file forms 1099.
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Forms 1099-Misc
 Amounts required to be reported are► At least $10 in royalties► At least $600 in rents, services (including parts and
 materials), prizes and awards, other income payments, medical and health care payments
 ► Gross proceeds of $600 or more paid to an attorney► You must also file for each person from whom you
 have withheld any federal income tax under the backup withholding rules regardless of the amount of payment.
 ► Back up withholding rate is 28%.► Do not issue form 1099-Misc to non resident aliens,
 form 1042-S is required.
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Forms 1099-Misc
 ► Generally payments to corporations are excluded from filing requirements, however, payments for medical services rendered by a P.A., LC, LLC, or corporations must receive form 1099.
 ► Generally payments to corporations are excluded from filing requirements, however, payments to attorneys that are a P.A., LC, LLC, or corporation must receive form 1099.
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When to file Forms 1099-Misc
 ►File forms 1099 on paper by February 28, 2013 or April 1 , 2013 if filing electronically.
 ►File form 1096 (transmittal of forms 1099) with paper documents.
 ►Furnish forms 1099-Misc to recipients by January 31, 2013
 ►Forms 1099 must be filed electronically if 250 or more documents.
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Information Return Penalties
 ► Small Business Jobs Act of 2010► IRC Section 6721 & IRC Section 6722
 $30 per return- within 30 days $60 per return- > 30 days but before August 1 $100 per return- filed after August 1
 ► Intentional disregard- $250► Late filing, incomplete or incorrect
 information, paper when electronic required, or paper forms not machine readable
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Form 1099-MISCBox 3 - Other Income
 ► Other income not reportable in one of the other boxes of the form
 ► Prizes and awards not for services performed
 ► Various damage payments ► Deceased employee’s wages- ► See pages MISC-3 and MISC-4 of
 Instructions for Forms 1099 for additional items to be reported
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Form 1099-MISC – Box 6Medical and Healthcare Payments
 ► Report payments to individuals, partnerships, and corporations
 ► Medical payments include doctor fees, drug testing, lab fees, physical therapy, etc.
 * Do not report payments to pharmacies or tax exempt hospitals
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Form 1099-MISC.- Box 7Non-Employee Compensation
 ► Payment for services of a person who is not your employee (may include parts or materials in some instances)
 ► Fee splits between professionals ► Professional service fees – ex.
 attorneys (including corporations), architects and accountants
 ► Prizes and awards for services performed as a nonemployee
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Form 1099-MISC.- Box 14Gross Proceeds Paid to an Attorney
 ►Defining Gross Proceeds Payments made to an
 attorney as part of a legal settlement or court order
 May be issued in the names of the attorney and the client
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Reporting Gross Proceeds
 ► If you do not pay the attorney fees separately, report all of gross proceeds in Box 14
 ► If you pay the attorney fees separate from the payment to the payee report as follows:Report the attorney fee in Box 14Report gross proceeds in Box 3 to claimant (separate 1099-MISC.)
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Form W-9, Request for Taxpayer Identification Number
 and CertificationPurpose of form
 ►Secure W-9 Solicit TIN even for 1 time transactions Develop your own form May incorporate into other business
 forms
 Adobe Acrobat Document
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Taxpayer Identification Number (TIN) and Certification ~ Form W-9
 ►Sole proprietor uses SSN or EIN►Corporations, partnerships &
 estates - use EIN Enter business name as shown on
 required Federal tax documents on “Name” line
 Can enter DBA or business name on “Business Name” line
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►An LLC may be taxed as either a sole proprietorship, a partnership, or a corporation
 ►Obtain a W-9 from the payee to determine its status
 ►Name must match with SSN or EIN Enter business name as shown on required
 Federal tax documents on “Name” line Can enter DBA or business name on
 “Business Name” line►Certify TIN is correct
 LLC’s and Reportable Payments
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Wage Reporting
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Volunteers
 ► Employee or Independent contractor
 ► Payments under Domestic Volunteer Service Act (Title II and III)
 ► Reporting payments to Volunteers Stipends Reimbursements under
 accountable plan Reimbursements not under an
 accountable plan
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Federal Income Tax Withholding on Supplemental Wages
 ► Supplemental wage paid with regular wages Doesn’t specify amount of each Withhold as if total were a single payment
 ► Supplemental wage paid separately If withholding done on regular wages can withhold at a
 flat 25% or Add to regular wage, figure tax as if total were single
 payment, then subtract tax already withheld & withhold remaining amount
 If no withholding on regular wages, use 2nd method
 ► Employer can use a method not illustrated as long as the amount withheld is about the same as would be withheld under the percentage method shown in Cir E
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Other Types of Compensation
 ► Bonuses► Signing, recruiting, or relocation bonus► Awards and recognition payments► Back pay► Severance pay► Reimbursement for nondeductible moving
 expenses► Certain legal settlements► Accumulated sick leave► Grossing up wages to pay for the
 employee share of taxes
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Fringe Benefits

Page 81
                        

WHAT IS A FRINGE BENEFIT?
 ► ANY PROPERTY, SERVICE OR CASH (Other than Salary) provided by an Employer
 ► TAXABLE UNLESS EXCLUDED SPECIFICALLY BY LAW Example: Medical Payments IRC 106
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IRC Section 61 GROSS INCOME
 IRC § 61(a) gross income means all income from whatever source derived and includes
 Compensation for services, including fees, commissions, fringe benefits, and similar items.
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Taxable Status of Fringe Benefits
 ►Tax Exempt►Partially Taxable►Totally Taxable►Tax Deferred
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IRC §132 states gross income shall not include any fringe benefit which qualify as
 IRC §132(b) - No additional-cost service IRC §132(c) - Qualified employee discounts IRC §132(d) - Working condition fringe IRC §132(e) - De minimis benefit IRC §132(f) - Qualified transportation expenses IRC §132(g) - Qualified moving expense
 reimbursements IRC §132(m) - Qualified retirement
 planning services
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Fringe Benefits Excluded From Wages
 IRC §106 - Accident & Health PlansIRC §119 - Meals or lodging for employer's convenienceIRC §125 - Cafeteria plansIRC §127 - Educational Assistance Plan IRC §129 - Dependent care assistance program
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