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Employment Tax Updates 
(edited transcript) 

 
Joe Tiberio:   Good morning.  So, as you heard, my name is Joe Tiberio.  I am the chief of 

SB/SE Employment Tax Exam.  So, what that entails is I have oversight of the 
examination function for all of SB/SE employment taxes.  SB/SE stands for Small 
Business/Self-Employed division, and we also cover the Large Business and 
International employment taxes as well.  There is another function, which is 
responsible for employment taxes of tax-exempt and government entities; 
however, our area is employment tax exam for the for-profit businesses. 
 
So, a lot of my presentation today will focus on compliance issues, guidance 
around the employment tax reporting compliance rather than the payment 
compliance part, which is relative to collection, although I will touch on some 
collection initiatives as well.   
 
So, again, I am going to cover a number of topics.  You can see on the screen that 
I have a very broad presentation today.  In any one of these seven or eight topics, 
I could probably talk to you for about an hour. So, because we only have one 
hour, I am going to really hit some high points on each of these topics, I am going 
to provide you some resources where you can find more information, and I am 
also going to try to answer all your questions. 
 
So, we are going to start off with tip reporting guidance.  As I said earlier, I could 
really talk to you about tip reporting probably for the next hour or more, but I 
can't do that because I have other topics to cover.  So, what we are going to do is 
focus this on a very specific area of tip reporting, and we are going to focus on tip 
reporting as it relates to defining whether tips are actually tips or are they service 
charges.  There is an important difference because the tax treatment is different if 
it is a service charge; however, it can be a subtle distinction.  To try to draw out 
some of the distinctions around the area of what is a tip versus a service charge, 
IRS issued Revenue Ruling 2012-18. 
 
Now 2012-18, essentially, restated and clarified long-held IRS positions about tip 
reporting and tips versus service charges.  Again, I am going to cover what we 
communicated in that revenue ruling, but I also want to point out to you that 
because of the changing economy – the initial revenue ruling that we were 
reaffirming was from 1959 – obviously, the changing economy, there is a larger 
service economy.  Today, there is tip reporting, and there are whole industries that 
did not exist back in the ’50s.  So, there was a very great need, I think, to provide 
some clarification and reaffirm some of the old positions long held by the IRS 
relative to this particular area. 
 
Again, we are going to focus these comments to this area, so if you have other 
questions relative to tip reporting, I am going to encourage you to go to IRS.gov.  
There is a wealth of information.  I have a staff of analysts that work on our Web 
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content.  We have tri-folds; we have PowerPoints; we have fact sheets.  There is a 
lot of great information on IRS.gov.  In fact, one of the latest things that we put up 
there (I think it was in March of this year) we posted a webinar.  We conducted a 
webinar in February, which posted to the website – to the IRS Video Portal – in 
March of 2015 on tip reporting much more broadly.  We spent about an hour, 
including questions, on tip reporting.  So, if you have got clients in a business or 
an industry where tipping is customary, I am going to encourage you to go to 
IRS.gov. 
 
Getting to the topic at hand (the tips versus service charges), again, I talked about 
the guidance we issued in 2013.  It was not meant to be controversial or 
groundbreaking.  It, essentially, was reaffirming and clarifying long-held IRS 
positions.  What I like about this revenue ruling is it is done in very plain 
language in a question-and-answer format, so it is fairly easy to follow as far as 
what we are talking about, what we are trying to communicate.  Question-and-
answer format, plain English language, and we focus on several different things.   
 
One is FICA imposed on tips; also distributed service charges; 45B credit – the 
45B credit is an income tax credit that food and beverage establishments can take 
against their income tax return liability based on the tips reported by their 
employees; and also how to report employer FICA under a 3121(q) notice and 
demand.  So, we cover a number of topics, but the focus is primarily this 
tips/service charges issue. 
 
To characterize a payment as a tip, we really look to four elements.  The first is 
that the payment must be made free from compulsion.  The second is that 
customers must have the unrestricted right to determine the amount.  Third, the 
payment should not be subject to negotiation or dictated by employer policy, and 
fourth, the customer has the right to determine who receives the payment.  So, if a 
payment is being made to someone in a service area and we think of it as a tip, if 
it meets those four criteria, then it is a tip.  That will be enough to establish that it 
is a tip.  If it does not meet any one of those criteria, then it's likely that it is a 
service charge.   
 
So, I guess the best analogy to give to you today is in the area of, say, a restaurant 
or a food and beverage establishment. At the end of the meal, you get your bill.  
Now, the bill might have suggested tip amounts.  “Fifteen percent of your bill is 
this amount.  Eighteen percent is that amount.” They are, kind of, encouraging 
you or suggesting appropriate tip amounts, but as long as you have the ability to 
choose your own tip amount, then that does not take you out of the realm of being 
a tip.  However, if, for example, that particular establishment you are at has a 
large-party policy where they say, “Well, if you have got 10 or more people in 
your party, we are putting 20 percent on the bill;” if that is the case, the payment 
was not made free from compulsion because it was added onto your bill.   
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You may have had terrible service and you did not want to pay 20 percent, or 
maybe you had great service and you wanted to pay more, but that 20 percent was 
added on your bill, so it was not made free from compulsion.  You did not have 
the unrestricted right to determine the amount.  It really does not meet any of 
these criteria.  So, when that happens (in that large-party policy, for example), 
that amount ceases to be a tip and becomes… if it is distributed to the employees, 
it becomes regular wages.   
 
So, you may wonder why does that matter. And it does matter because there are 
several different treatments. First of all, one example would be in the case of a 
server, they are required to keep a tip diary and turn it into their employer.  If they 
are receiving service charges, then that is not a tip.  It should not be included in 
their tip diary.   
 
Also service charges, because they are regular wages, they are included with the 
regular payroll, subjected to all the withholding taxes, reported on Form W-2, 
etc., so they really would receive the treatment of any wage that is being paid to 
that employee as opposed to a tip received. 
 
The tax treatment of service charges – or in the food and beverage industry, they 
refer to them as auto gratuities (or “auto grats”) – if they are distributed, they are, 
essentially, FICA wages.  Common examples of these distributed service charges, 
and there are several.  I gave you the one about the large-party exception at some 
food and beverage establishments.  And, again, I want to be clear, IRS makes no 
judgment on what an employer's policy is.  They certainly can implement 
whatever policy they want, and it is not our position or place to comment on that.  
Our position is, though, that if you do have that kind of a policy, the payments 
made are not tips, they are regular wages.  They are FICA wages.   
 
Other examples of that type of a payment could be a banquet service fee.  Say, for 
example, if you have a large function, a wedding or retirement party or something 
like that, and you enter into a contract with an establishment who is going to 
provide catering and all that, if there is a banquet service fee and if that amount is 
distributed to the employees, those are regular wages distributed to those 
employees.  It’s very common in the resort or cruise industry; room service 
charges at hotels; large-party bottle service charges at some of the high-end 
nightclubs (things like that).  So, there are a lot of examples where you do not 
meet those four criteria that we talked about a few minutes ago, which changes 
the nature of the payment.  So, really what is in that revenue ruling that I told you 
about right at the very beginning are some questions and answers around those 
thresholds and around those criteria.   
 
I guess to put a final statement on the tip section, as I simply reiterate, there is a 
lot of information on IRS.gov.  For example, that webinar that I told you about; 
we cover a range of issues.  It is not just about tips versus service charges, but 
there are a lot of resources out there.  And I encourage you, if you have clients in 
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an industry where tipping is customary, whether it be taxis, limos, restaurants, you 
name it, again, cosmetology, hair salons, nail salons, there are a lot of 
opportunities for tipping to take place.  So, maybe at one time you didn't have any 
clients where tipping was customary, but today I would venture to say many of 
you do. 
 
I am going to take a few minutes to talk about the COBRA Premium Subsidy 
Credit.  I think many of you are probably very familiar with COBRA.  COBRA 
has been around for a long time, and one of the things that COBRA does is it 
enables employers who have terminated their employees, involuntary termination, 
to use common terms, someone being laid off or let go for a downsizing, 
something like that… those individuals are entitled to participate in their health 
insurance plan beyond their employment period by electing COBRA.  So, they are 
able to continue their coverage through COBRA. 
 
However, under COBRA, there is no provision to help the former employee with 
the cost of their health insurance.  Under the COBRA Premium Subsidy Credit, 
which was passed into law in 2008, employers were able to subsidize the 
employee's COBRA, so if they were laid off (terminated involuntarily), then they 
could elect COBRA, and the employer would pay two-thirds, essentially, 65 
percent (just a little bit less than two-thirds) of the cost of the health insurance 
coverage.  The purpose of this law really was to help individuals that were in that 
situation to be able to afford their COBRA coverage.  They can keep it by law 
under COBRA, but the premium subsidy credit helped them afford it. 
 
The way it worked was the employer would provide the subsidy of 65 percent of 
the cost of the health insurance, and then they would then take a dollar-for-dollar 
credit on their employment tax return, their Form 941.  So, we added some lines 
down on the payment section of Form 941 to enable them to take this credit.  The 
employer at the end was made whole, the employee was able to keep their 
COBRA insurance coverage and not be responsible for all of the total cost of it, 
and the money came to the employer through their payroll tax filings. 
 
So, the thing about COBRA was that it was only eligible for employees who were 
laid off between September 2008 and May 2010, so you may wonder why we are 
talking about it in 2015.  So, what we have found is that in many instances, when 
someone was involuntarily terminated, they may have had a severance package. 
And oftentimes in that severance package, they were provided health insurance up 
to a year or up to 18 months, so many of those elections did not come into place 
until later, until 2011 or 2012.  So, if you look at the law, it might seem as though 
these credits really would only come through in '08, '09, or '10; really, we were 
seeing valid COBRA credits in 2011, 2012, and 2013. But what we found was 
that the numbers were dwindling because, over time, there were fewer and fewer 
people still taking advantage of the COBRA Premium Subsidy Credit; but what 
we also found was that there were other companies taking the COBRA Premium 
Subsidy Credit that, upon closer inspection, were not entitled to it.  So, what we 
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found in 2011 was there were fewer credits, but they were valid.  In 2012, there 
were fewer credits still, but a higher percentage of those credits that were claimed 
were invalid; in 2013, an even higher percentage were invalid. 
 
So, what we did, even though there were several hundred employers that were 
still eligible to take this credit and there still are today, we removed the line from 
Form 941 because it was really prompting taxpayers and filers to make these 
errors.  And then we had to kind of go through a compliance process to get those 
funds back, to get those taxes back.  So, we removed the line for 2014.  For 2014 
and beyond, there is no more line for the COBRA Premium Subsidy Credit.   
 
If you have a client or if you are one of those businesses – those few hundred 
businesses that are still eligible to take the credit – we developed a procedure that 
you need to follow.  Essentially, what you need to do is file your original payroll 
tax return – your Form 941 – and just don't reflect the credit at all.  Then you wait 
two weeks to allow for processing of that return.  At the end of the two weeks, 
you can file an amended return, which is Form 941-X.  On the 941-X, you will 
then claim your COBRA Premium Subsidy Credit, and you will be made whole.  
Now, if you had made all your deposits, then you will actually have excess funds 
deposited.  If you reduced your deposits anticipating the COBRA credit, when the 
claim goes through and is processed, not only will the liability be reduced, but any 
penalties and interests that went along with those taxes would also be abated 
systematically. 
 
Again, it is a fairly small percentage.  There are around six million employers that 
file around 30 million payroll tax returns each year, and the population of 
employers who can still legitimately claim the COBRA Premium Subsidy Credit 
is less than 1,000.  It might even be, at this point, less than 500.  It is a fairly small 
population, which is why we felt pretty comfortable taking that line off the form.  
So, if you did notice that in 2014 – that line disappeared – this is the reason why. 
 
So, shifting gears again, I am going to talk about the Voluntary Classification 
Settlement Program (or the VCSP).  Now, the VCSP is a fairly new program.  The 
goal of this new program is to address a relatively old problem.  The question of 
worker classification when a company hires someone, whether they are going to 
report their wages on a W-2 or report their payments on a 1099, is kind of an age-
old question.  It has been around for a long time, and there is a lot of controversy 
around that.  We spend a fair amount of our compliance resources in the 
employment tax exam world in this particular area. 
 
So, there was a program created back in the ’90s called CSP (Classification 
Settlement Program), and what CSP did was in the course of an examination, if 
you or your client were under audit for employment taxes, and if the IRS 
determined that you had misclassified your workers – you had issued 1099s and 
you did retain the right to directly control those workers – then we would 
reclassify their payments from independent contractor to employee.  However, the 
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CSP enabled us to, essentially, enter into a contract with that taxpayer, and in that 
contract, the taxpayer would agree to comply in the future, agree to future 
compliance.  In exchange for that promise of future compliance, we would collect 
only a small percentage of the back taxes that were due on that reclassification.   
 
So, the CSP was a relief procedure developed by IRS in the mid-90s to prevent 
the situation where in that audit we assessed huge amounts of back taxes for two 
and three years at full rates, we were able to use reduced rates; and also because 
of the promise of future compliance, we could only accept a small percentage of 
what actually would have been due.  CSP was a great program – very well-
received.  The problem with the CSP is that the only way you could participate in 
CSP is if you were under examination.   
 
So, in 2012, we introduced the VCSP; and in the VCSP, you do not have to be 
under audit.  If you have a client, or if in your business you determine that you 
have a class of workers on Form 1099 (let's say they really are your employees, 
they should be on payroll); what you can do now, this gives you an avenue to 
reclassify those workers and not be liable for significant back taxes.  You, 
essentially, fill out an application, which is a Form 8952 (it is an application for 
VCSP).  You fill out the application.  It is a fairly simple application and the 
eligibility process – I will talk about eligibility in a minute – but it is relatively 
straightforward, so it is not a big question as to whether you are going to be 
eligible or not.  You can look at these requirements, and you will know whether 
you think you are going to be eligible. 
 
When you apply for VCSP, you basically indicate to us the class of workers that 
you want to reclassify, and you agree to prospectively treat this particular class of 
workers as employees going forward.  Now, you need to file this form at least 60 
days before you want to change their status because it will take us a little time to 
process the form.  You do have to provide us some information about the 
workers:  their names, their SSNs, etc.  The final thing you need to do to 
participate in VCSP is there is a small payment; a payment required of just over 
one percent of the compensation (the annual compensation paid to that class of 
workers).   
 
In the simplest terms, if that class of workers is paid $100,000 – let's say you have 
four workers that make $25,000 each, and you want to reclassify them – then your 
total compensation is $100,000, and just over one percent of that would be your 
fee, a little over $1,000.  The way we compute that is we, essentially, take the tax 
liability that would have been computed under section 3509 – 3509 is a reduced 
rates, which are applied in the case of an employment tax audit – we take that and 
we basically take 10 percent of the 3509 rates, which amounts to around one 
percent.  So, again, you fill out the application, you send in the information, and 
we will work with you on whether you are eligible.   
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Now, to be eligible, you must have consistently treated the workers as non-
employees.  You must have filed Forms 1099 for that class of workers for the 
previous three years.  If you just started this class of workers two years ago, that 
would not take you out of the eligibility.  The point is that if you have had them 
for longer than three years, you had to have consistently treated them as non-
employees and issued 1099s for the past three years. 
 
You also must not be under a current employment tax examination by IRS, a state 
agency, or the Department of Labor.  So, if you meet those simple requirements, 
then you will be eligible for a VCSP.  One thing I want to tell you about, too, is 
that if you do submit all this information to us on a VCSP application, whether we 
approve you or not – and, generally, you'll hear in a minute how much we… 
basically, most of the applications we get are approved – we do not share this 
information with any state agency or with the Department of Labor. 
 
So, as we have already talked about, as part of VCSP, we are not going to go back 
and audit those prior years.  The agreement is you promise future compliance.  
We are not going to make any judgment on the prior years.  We are basically 
going to go forward with having these folks on payroll, and we do not share this 
information with the states or the Department of Labor.  So, participation in 
VCSP will not trigger an audit by any agency:  by IRS, DOL, or any state agency.  
That is an important factor.  Another thing is there is no interest or penalties on 
that one percent payment that I talked about.  
 
To wrap up the discussion of VCSP, I will just tell you that since 2012, we have 
received over 1,600 applications.  So, over 1,600 businesses have applied for a 
VCSP.  There is no filing season for this – you can do it at any time – so we have 
some that are in process still.  But of the 1,600 that have been received to date – 
some of them are still in process – but 1,400 of them have been approved.  So, we 
have entered into 1,400 agreements.  When I say an “agreement,” it is, essentially, 
a contract where both parties sign off that we agree to this contract. 
 
So, over 1,400 of those applicants have been approved, and over 28,000 workers 
have been reclassified. And that little one percent payment that I mentioned, we 
have brought in around $4.2 million aggregate in that one percent payment.  So, 
when you add up those 1,400 contracts that we signed… to date, $4.2 million.  
This program is ongoing.  There is no end date in sight for it.  Things can change, 
but at this time, it is still an ongoing program.  Each month, we receive many 
applications.  We are actively working it, and so it is really an opportunity that, I 
think, that if you have got clients who have workers on 1099s that really are 
employees, you may want to explore this.  A lot of information on IRS.gov about 
VCSP also, so don’t hesitate to go there and do some research on that as well. 
 
Additional Medicare Tax is a fairly new tax.  It came into being in 2013.  The 
employer's responsibility is to withhold 0.9 percent of the wages paid that are 
Medicare wages to an individual in excess of $200,000 in a calendar year.  So, 
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you might have 20 employees.  If one or two of them are higher-paid individuals 
and they make in excess of $200,000, in the pay period in which they exceed the 
$200,000 threshold, the employer is liable, at that point, to institute 0.9 percent 
additional Medicare tax withholding on those wages and that will continue 
through the end of the calendar year. 
 
There is no employer match.  That is an important feature, because as you know 
with Medicare tax, there is an employer match.  With Additional Medicare Tax, 
there is no employer match.  It is just simply 0.9 percent, and that amount is 
reported on Line 5(d) of Form 941.  That line was added on the 2013 [Form] 941 
and is present still.  Also, the amounts that are withheld for Additional Medicare 
Tax are reported in Box 6 of Form W-2.  Box 6 is the Medicare box.  There is not 
room for two numbers, so you basically just add the two together; you add 
Medicare and Additional Medicare Tax together and report that in Box 6. 
 
The regulations were issued in November 2013 that talk about Additional 
Medicare Tax and what employers' responsibilities are.  I'll give you the citation.  
It is Regulation 130074-11.  Now, if an employer becomes liable for Additional 
Medicare Tax because they have paid one or more employees in a calendar year 
in excess of $200,000 and they don't withhold, they are going to be liable for that 
tax.  In addition, they will be liable for penalties and interests.  There is a 
procedure where an employer could have the tax abated.  So, this example would 
be the employer did not withhold the Additional Medicare Tax and the IRS came 
to assess that tax subsequently; if the employer can show that the employee 
reported the wages on their return and paid Additional Medicare Tax, then the 
employer won't also be held liable for it.   
 
Remember, I said there was no match, so we do not want to collect it twice, so we 
won't also hold the employer liable if the employee has already paid it.  However, 
the penalties and interest on that tax liability will still stay.  The employer will 
remain liable for the interests and penalties, but not the tax.  So, I guess the last 
thing is even non-cash wages, if they are Medicare wages, they would be subject 
to Additional Medicare Tax.   
 
Now, I had mentioned that individuals will then, kind of, true up their liability on 
their Form 1040, so I am going to switch for a little bit here to the employee side.  
So, now you are that employee who has made more than $200,000 and your 
employer has withheld the 0.9 percent.  You will use the Form 8959 on your 
Form 1040 to reconcile your liability for Additional Medicare Tax, because what 
happens is you have to add it in with your spouse's income – you have to apply a 
different threshold – and so, you may or may not have additional liability, or you 
may actually not have any liability and may get some of that Additional Medicare 
Tax that was withheld back. 
 
The key is if you believe that you are going to be liable for Additional Medicare 
Tax, but you are not going to make over the $200,000 so your employer won't 
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withhold, you can’t ask… the employer cannot withhold against wages that are 
not over $200,000.  Essentially, what the employee should do in that case is they 
would adjust their Form W-4 and adjust their income tax withholdings.  What 
ends up happening on the Form 1040 is Form 8959 carries over to Line 62, which 
is on Page 2 of the Form 1040, which is where all the credits are applied and the 
tax liabilities are applied.  So, essentially, it all washes out in that bottom of Page 
2 of Form 1040. 
 
Again, from an employer’s perspective, the big takeaways are: there is no 
employer match; you have to withhold in the pay period in which the employee 
made more than $200,000; and I guess the last thing I'll tell you about Additional 
Medicare Tax is that, as with any new program (new tax, new changes), there can 
be some misunderstanding.  I think we have done a lot of communication in this 
area; however, we also are looking from a compliance perspective to see if 
employers are properly withholding as they should be, and so we are planning a 
limited-scope compliance effort around Additional Medicare Tax.   
 
So, what we are essentially doing is we are matching up W-2s where employers 
had employees that made more than $200,000 in Medicare wages, and we are 
kind of comparing the 941 to see if they have an entry on Line 5(d); and if they 
don’t, then that's what we are looking at to see if we do have any non-compliance 
in that area.  We will be either sending out letters, or it may actually trigger an 
audit if there are other things that appear to be off on the return. 
 
Electronic filing, obviously, has been a big initiative for the IRS for many years.  
In the past, IRS had a legacy e-file system, and Modernized e-File is the standard 
today.  It is the most current technology for electronic filing of returns.  The Form 
1040 series and other series have been on Mod e-file for some time.  Employment 
tax returns (941, et cetera) have just come into Mod e-file.  The implementation 
was done kind of in waves, and employment tax has just come in recently. 
 
So, if you had e-filed your employment tax returns in the past, say five years ago, 
and you found that there were issues with that, if you revisit that today, you will 
see it is a very different situation.  We are under Mod e-file now, and there are a 
lot of enhancements that I am going to tell you about that really make the whole 
experience of electronic filing of the Form 94X series much more user-friendly 
and much easier to accomplish. 
 
So, first of all, you can file multiple forms in a single transmission – Forms 940, 
941, and 944 could be done in a single transmission.  You also receive real-time 
acknowledgement that your return has processed.  In the past with the older e-file 
system with employment taxes, you would have to wait a cycle (or maybe two 
cycles), and we would acknowledge, “Okay, your return is processed.”  Now you 
are getting real-time acknowledgement that your return has processed.  If there is 
an error, there are new error codes that are in Mod e-file that we did not have in 
the legacy e-file system that pinpoint the location of the error.   
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In today's environment, you file your employment tax return on Mod e-file.  If it 
processes correctly and it goes through, you will get real-time acknowledgment 
that you are all set.  If it doesn't, if there is an error, you will receive error codes 
that pinpoint the location of the error, and then you can resolve it and get the 
whole filing process completed more expeditiously. 
 
In addition, you can do electronic funds withdrawal if there is a balance due on 
the 941.  Payments can be made via credit card or check withdrawal.  Also, there 
is an electronic signature process using your IRS e-file PIN.  And finally, 
reporting agents who file for multiple clients can send up to 100 submissions – 
100 returns – with one transmission, so that is a big change from the old e-file 
system.  Again, I think that of all the return types within IRS, the employment tax 
series has one of the lower e-file rates, and I believe that with all the 
enhancements we are getting under Mod e-file, we are going to see a lot of 
improvement and increased e-file in the employment tax world. 
 
Okay, shifting gears again, going to the National Research Project.  You may 
have heard that term before – “NRP” (National Research Project).  NRP is the 
method that IRS uses to help understand compliance characteristics and filing 
characteristics of taxpayer populations.  NRP has been around for a long time 
(several years), and there have been various studies that NRP has completed.  
Recently, in the last few years, we have been undergoing an employment tax 
NRP.  This is the first employment tax study conducted by IRS – comprehensive 
study conducted by IRS – since the mid-80s, so it has been a long time since we 
have really studied the compliance characteristics of employers when it comes to 
employment taxes. 
 
We worked with our research office – the research analysis office – and we 
conducted a statistically-valid sample of the tax returns for tax periods 2008, 
2009, and 2010.  We selected a sample of 2,000 returns for each of those three 
years, so a total sample size of 6,000. And those 6,000 returns were then audited 
using the NRP process, which is a very in-depth, very comprehensive audit.  The 
purpose of the audit is two-fold.  One is, of course, to identify any unreported or 
unpaid taxes and to make adjustments of the tax liability, but also to collect 
information about the industry, about the geographic area of that particular 
taxpayer, really the whole profile of that taxpayer and their compliance 
characteristics. 
 
The goal of the NRP is to collect data so that we can better understand the 
compliance characteristics of employers.  It helps us identify trends which are 
leading towards the employment tax gap.  Also, it will help us focus education 
and outreach.  So, for example, when this study is complete, we will have a better 
handle on really where the problems are and where the misunderstandings are and 
the confusion lies, and so then we will be able to direct our communication efforts 
even better.  I think we do a pretty good job of that today, but we are going to do 
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an even better job when we have better data understanding what the compliance 
characteristics are.   
 
Finally, it will help us focus our compliance resources.  Again, I mentioned earlier 
there were six million employers out there, and we don’t audit all of them.  We 
certainly don't audit most of them.  It is really very important that if we are going 
to conduct examinations in the employment tax world, that we focus on the areas 
of greatest compliance risk.  So, having a better picture of our population and a 
better understanding of our population will enable us to focus on those areas of 
greatest compliance risk.   
 
Some of the issues we have identified preliminarily: officer compensation in the 
area of 1120S; fringe benefits, we saw a lot of fringe benefits that were not 
reported (taxable fringes they are); delinquent Forms 1099; and, of course, worker 
classification.  Those are really preliminary findings, but in reality, we are waiting 
for the report.  We will probably have that in the next year or so to give us a better 
understanding about what the study uncovered. 
 
So, I am going to talk a little bit about the FTD Alert system – Federal Tax 
Deposit Alert system.  I mentioned earlier I am from examination; so this is a 
collection initiative, but it is something that is fairly new, so I wanted to tell you 
about it.  Federal Tax Deposit alerts themselves are not new.  They have been 
around for a long time.  Essentially, what Federal Tax Deposit alerts are is there's 
a computer program, which uses historical information and other data to kind of 
track and monitor federal tax deposits of each employer as they are making their 
deposits throughout the tax year. And in instances where, based on the algorithms 
and the models, it appears as though an employer is falling behind on their federal 
tax deposits, an alert will be issued to IRS to let us know, “Okay, employer X 
appears to be or employer Y appears to be falling behind on their tax deposits.”   
 
Depending upon other situations or other factors, we may actually send a revenue 
officer out to see the taxpayer to see if there is something going on.  The goal of 
the FTD alerts is to get to the taxpayer before it becomes a major problem, so to 
get to them early.  So, there are a couple of early intervention initiatives that 
actually try to step that up a little bit even further.   
 
The first one I am going to tell you about is this FTD Alert Soft Letter Notice 
Expansion.  So, just to give you an idea of what a soft letter notice is… we are all 
familiar with IRS notices.  They start off with, “Dear taxpayer” and they usually 
end with, “Here is the amount you owe.”  Well, under a soft letter, typically it will 
start off with, “Dear taxpayer” but it is really just to inform you, “In this case, it 
appears as though you are falling behind in your deposits,” communicating to 
them – not saying, “You owe more” – but communicating to them that, “Based on 
what we see, it looks as though you are falling behind, and if you aren't, that is 
okay.”  Maybe your business is winding down.  Maybe there are other factors at 
play, “But if you are falling behind, we are just letting you know that we know 
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that and that we are aware of it, and that you may need to make some adjustments 
before this gets out of hand.” 
 
So, that soft letter notice implementation (this new expansion), was implemented 
in December 2014, so it is fairly early in the process.  We don't really know yet 
what effect it is having, but, again, it is kind of a study or a pilot; so we are going 
to learn from that and see if that early intervention makes a difference. 
 
Another early intervention initiative is the X Coded Pilot, which, essentially, does 
two things:  trying to determine whether accelerating these FTD alerts increases 
their impact; and also trying to identify which taxpayer types (which taxpayer 
profiles) benefit most.  We may find that, in some instances, taxpayers in certain 
industries – with maybe a high payroll or have certain characteristics – they will 
really respond to these alert notices/soft notices, and others maybe not so much.  
So, they are trying to learn from this study which taxpayer types do respond more 
quickly or respond more effectively to these notices. 
 
Another initiative that is coming out – it is in development right now, it is going 
to be implemented in 2016 – is EFTPS Early Alerts.  Under that system, they are 
going to modify the FTD payment platform in EFTPS to create a near real-time 
system to identify variances in FTD alerts.  So, think about what I talked to you 
about with the FTD alerts:  as deposits are coming in, IRS computers do some 
math and say, “Well, this looks like they are falling behind.  These deposits 
appear to be too low,” and so they want to reach out to the taxpayer to let them 
know before it becomes a big problem. 
 
In the case of the EFTPS Early Alerts, what will happen is, as the deposits are 
being made, the EFTPS system will have all those algorithms in place so that a 
near real-time message will be sent to the taxpayer.  An alert on the EFTPS 
system will be sent to the taxpayer to say, “This deposit looks lower than it should 
be.  Historically, we are used to seeing you deposit $1,000 a week, and this week 
you only deposited $200.”  Again, it doesn't mean it is wrong, but it is an 
indication that there is something going on there. 
 
The whole idea behind these early intervention initiatives is to try to better use 
collection resources.  If we can gain full compliance through a soft notice or 
through some kind of an early notice in EFTPS, it is much better, from an IRS 
perspective, because it is more economical and more cost-efficient.  It is also 
better from a taxpayer's perspective because there is less burden, there is less 
involvement with the IRS.  And so, I think that the goal here is to try to get to the 
same place with less of a heavy lift from IRS and from taxpayers. 
 
So, we are going to talk a minute about outsourcing payroll.  I think everyone is 
aware that the industry or the practice of outsourcing payroll, employers using a 
third party for some payroll filing, payment, deposits, has been a growing field.  It 
has grown for many years.  The third-party services can include a lot of things, 
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and actually, in many cases, you can contract for some or all of these services: 
withholding Social Security, Medicare, and income taxes from wages; timely 
submitting federal tax deposits; preparation and timely filing of payroll tax 
returns; and of information returns.  Third-party payers will do some of those 
things; they will do all of those things.  It really depends upon what level of 
service you secure from them. 
 
I want to stress that, certainly from our perspective, from my perspective as an 
IRS representative, these third-party providers provide a valuable service to their 
clients. They are generally very cost-effective, and they reduce a tremendous 
amount of burden.  They also help facilitate compliance.  I think that, in many 
cases, because this is really their business, they are very expert at knowing what is 
due, when it is due, and when something goes wrong, how to fix it; as opposed to, 
say, if you are in a trade where you are not a tax expert, you are not a payroll 
expert, it is going to be harder for that person to handle these issues.  It is better to 
have a professional handle it for them. 
 
But what I want to talk to you about is there are some risks involved, and we will 
discuss what some of those risks are and how they have manifested themselves 
over the years.  So, on the slide right now, you will see different types of third-
party arrangements:  there are payroll service providers, reporting agents, section 
3504 agents, and professional employer organizations.  On IRS.gov, we have a 
third-party payer page.  We have a chart or a grid, which talks about each type of 
third-party payer, what they can and can't do, what their responsibilities are, and 
what their requirements are.  So, I won't go into all that, but I will just tell you that 
is out there.  If you are interested in learning more about types of third-party 
arrangements, again, I would check out that grid. 
 
So, the risks of using third-party payers; there are some inherent risks.  As we 
talked about, essentially, what you are doing when you engage a third party to 
handle your payroll is you are taking your responsibility for filing and payment of 
payroll taxes and you are handing it to a third party, and you are contracting with 
them that they will carry this out on your behalf.  Again, very effective, very 
efficient; in most cases, it works great.  When it goes wrong, it goes really wrong.  
We have seen these in the news.   
 
If you pay attention to the tax news, it seems like a couple times a year, we will 
see a story about a third-party payer who collected all the withholding and didn't 
turn it over, or they only turned portions of it over and then they went out of 
business.  So, then it became an issue where those clients – they are the employer 
– and they are still responsible for the liabilities, and it really gets very, very 
messy from a perspective of the clients have tried to do the right thing, but yet the 
tax liabilities are not satisfied.  The third party is gone or they don't have any 
assets left, or whatever.  So, it really becomes a real problem.  Those things have 
happened.  Again, they are rare, but they do occur.   
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In the IRS, we have talked about what can we do to help mitigate some of these 
risks for taxpayers?  Again, it is a growing industry.  It is a very large industry, 
and I think that the best we can do is try to help the clients be in a better position 
to prevent problems; and if they can't prevent them, to resolve them.   
 
So, one thing we implemented earlier this year was a Dual Notice system.  Under 
the Dual Notice system, we notify taxpayers when a third party changes their 
address.  What will happen is, in many cases, a third party will change the address 
of record with the IRS.  So, if there is non-payment of deposits, we are sending 
notices, but they are going to the third party, and so the client does not even 
become aware of it until it is too late.  So, we have this Dual Notice process in 
place starting earlier this year.  EFTPS inquiry PINs.  If the third party is using 
EFTPS, then we will issue an inquiry PIN to the client who then, at their leisure 
(at any opportunity they have), they can go into EFTPS to ensure that the deposits 
are being made and being made timely. 
 
There is also Form 14157, which is a Return Preparer Complaint, and it is used 
by taxpayers to report suspected fraudulent activity or abusive schemes being 
perpetrated by a tax preparer.  In the case of third-party payers, any Form 14157 
that we receive dealing with a third party, those forms are expedited because, 
again, there is a broad impact.  That third party might have 100 clients or 1,000 
clients, and so if there is one particular client that has a concern, it may affect 
many others as well. 
 
I talked about the early intervention initiatives on the FTD alerts already.  The 
final thing is under the Trust Fund Recovery Penalty, which is section 6672; we 
changed the definition so that now a “responsible party” could mean a third-party 
payer.   
 
A couple of last items here.  There's some guidance that is on the screen there.  
These are all new guidance for this year.  I will point out that Form 8922, Third-
Party Sick Pay Recap, reporting; that is an important new form that just came out.  
I don't have time to talk about it today, but take a look at Notice 2015-6.  That 
will tell you all you need to know about the third-party sick pay recap. 
 
So, with that, I am going to conclude my comments.  I thank you for your time 
and your attention. 

 
[End of Audio] 
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Glossary 
 
Additional Medicare Tax (AdMT) – Beginning January 1, 2013, employers are responsible for 
withholding the 0.9% Additional Medicare Tax on an employee's wages and compensation that 
exceeds a threshold amount based on the employee’s filing status. You are required to begin 
withholding Additional Medicare Tax in the pay period in which it pays wages and 
compensation in excess of the threshold amount to an employee. There is no employer match for 
the Additional Medicare Tax. 
 
COBRA Health Insurance Continuation Premium Subsidy – The COBRA premium 
assistance credit was available to an employer for premiums paid on behalf of employees who 
were involuntarily terminated from employment between Sept. 1, 2008 and May 31, 2010. The 
COBRA premium assistance credit is not available for individuals who were involuntarily 
terminated after May 31, 2010. Therefore, only in rare circumstances, such as instances where 
COBRA eligibility was delayed as a result of employer-provided health insurance coverage 
following termination, will the credit be available. 
 
Dual Notice Initiative – This initiative notifies taxpayers when a third-party payer initiates a 
request to change their mailing address.  The notice language contains a reminder to employers 
that they are ultimately responsible for the deposit and payment of employment taxes and that 
changing their address to that of a third party limits the employer’s ability to be notified of tax 
matters relating to their business. 
 
EFTPS Early Alerts – This initiative is planned for implementation in 2016 and will modify the 
FTD payment platform to create a near real-time system to identify variances in FTDs that will 
enable/expand treatment streams. 
 
FTD Alert Soft Letter Notice Expansion – This initiative was implemented in December 2014. 
It will test the impact of alternate alert treatments, including soft notices and revenue officer 
visits, and will expand the number of treatments available. 
 
FTD Alert X Coded Pilot – This initiative was implemented in April 2015. It will test whether 
accelerating the timing of the alerts increases impact and identifies which taxpayers benefit most 
from Alerts. 
 
Voluntary Classification Settlement Program (VCSP) – The VCSP is a voluntary program 
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. To participate in this voluntary program, the taxpayer must meet certain eligibility 
requirements and apply to participate in the VCSP by filing Form 8952, Application for 
Voluntary Classification Settlement Program, and enter into a closing agreement with the IRS. 
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