SURVIVING AN EMPLOYMENT TAX AUDIT - NEWS FROM THE AICPA

By: Gary A. Porter, CPA

The Americalnstitute of CPA’s (AICPA) Tax Advisor
Magazine recently reported on the scope of activity of
Internal Revenue Service (IRS) employment tax audits
of recent years. Thereport stated that the IRS, in recent
years, has closely examined the status of workers
classified as independent contractors to determine
whether they should instead be considered employees.
The results of these examinations is that hundreds of
thousands of workers have been reclassified as
employees, and their employerswere assessed hundreds
of millions of dollars in additional payroll taxes,
penalties and interests.

An IRS employment tax audit would generally beinthe
form of either acompliance check, or afull audit. Ina
compliance check, the IRSis performing minimal work
and is smply looking over the association’s
employment tax forms, and perhaps conducting
interviewsto determine if problem areasexist. On the
other hand, a full audit is an extensive and detailed
examination of association books and records.

When an association receives the IRS notification of
audit, it should immediately notify its independent
CPA, most of whom have experience in conducting a
response to an IRS employment tax audit. If it doesn’t
already have an understanding, the CPA firm must
obtain a clear understanding of the facts and issues
relevant to the association’ s situation, and the notice of
the audit from the IRS.

The first step is gathering information, and the
association will need to provide the CPA with the
following:

1 A complete list of workers.
2. A complete list of outside vendors and
other entities used as independent

Thereisgenerally little exposure of additional
tax assessments on workers who were classified
as employees, asthese individuals are already
classified asthe IRS would like to see them
classified. However, it iswise to watch out for
any non wage payments to these individuals.

The CPA will focus hisor her attention on those
individuals classified as independent contractors.
Thisiswherethereal exposure exists. If the
I RS determines that your golf pro isan employee
rather than an independent contractor, the
association will likely be responsible for all
unpaid payroll taxes.

contractors.
3. All 1099 formsissued for the year.
4, All  W-2 forms issued by the

Association for the year.

The CPA will want to interview the association
management, and if necessary, theworkers themselves
to insure that the work relationships support the
company’s classifications. In addition, the CPA will
want to review all documents and tax filings between
theworkersand the association to make certain that the
workers are classified consistently from year-to-year.
Lastly, the CPA will want to review employment
contracts or contractual agreements between the
association and all workers and/or contractors.

There is generaly little exposure of additiona tax
assessments on workers who were classified as
employees, astheseindividualsarealready classified as
the IRSwould like to seethem classified. However, it
is wise to watch out for any non wage payments to
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Surviving an Employment Tax Audit - News From the Al CPA (continued)

these individuals. For instance, the IRS has ruled that

an individual may not be both an employee and an
independent contractor with respect to the same
employer (association). Also, some associations
like to pay cash Christmas bonuses outside of
payroll, so they are not subject to withholding.
The right way to do thisisto treat it as a payroll
check, but ssimply “grossit up” fromthedesired net
to the proper gross pay. This will give that
employee a net check for exactly $250 (or
whatever amount is desired).

The CPA will focus his or her attention on those
individuals classified as independent contractors.
Thisis where the real exposure exists. If the IRS
determinesthat your golf proisan employeerather
than an independent contractor, the association will
likely be responsible for all unpaid payroll taxes.
This means the association will pay all taxes it
should previously have paid, plus the employee's
share of social security and medicare. That means
that the associations costs will be 7.65%, plus
interest and penalties, higher than it would have
been if treated properly in the first place. The
Ledger Quarterly haspreviously published alist of
points relevant to consider in the Fall 1995 issue.
A review of key issues and determining employee
or independent contractor statusisshownin Table

Prompt and complete responseto theIRSauditor is
generally beneficial totheassociation. It may help
to avoid afull scale audit. A lack of cooperation
by the association isgenerally not going to enhance
the association’s position.

TABLE1

SUMMARY OF IRS GUIDELINES FROM
REVENUE RULING 87-41

These are the key factors used to determine if an
individual is an employee or an independent
contractor.

Instructions
Training
Integration
Services Rendered Personally
Hiring, Supervising, and Paying Assistants
Continuing Relationship
Set Hours of Work
Full Time Required
Doing Work on Employer's Premises
. Order or Sequence Set
. Ora or Written Reports
Payment by Hour, Week, Month
Payment of Business and/or Traveling Expenses
Furnishing of Tools and Materials
Significant Investment
Realization of Profit or Loss
Working for More Than One Firm at a Time
Making Service Available to General Public
Right to Discharge
Right to Terminate
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The association will be well advised to review worker
classification status before any audit occurs, correcting
any improper Situations and rewriting contracts to

solidify independent contractor status.

5 A modified version of this article was published in CAT's "Ledger Quarterly,” Summer 1998 [ssue
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