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Understanding and
Paying Payroll Taxes

As an employer, one of your automat-
ically-assigned responsibilities is to
withhold and pay federal and state pay-
roll taxes. The IRS takes your obligation
very seriously. The payroll tax system is
a voluntary one in the sense that you
must take the initiative to comply. To
ensure compliance, however, the IRS
cracks down hard on violators.

This booklet will help you to understand
the basic concepts of payroll tax withhold-
ing. You'll learn what federal taxes must
be withheld from an employee’s pay, how
those taxes are deposited with the govern-
ment, and how to report withholding to
the IRS. This booklet is designed for the
small to medium size employer, with spe-

cial highlights for very small employers.

WHAT ARE PAYROLL TAXES?

When people talk about “payroll taxes”
they mean the bundle of taxes that are
withheld from most workers’ paychecks
every week, bi-weekly or monthly. Payroll
taxes include Social Security, Medicare,
unemployment insurance, and state and
federal income taxes. As we all know,
payroll taxes add up very quickly.

Employers have a huge responsibility
to pay federal payroll taxes on behalf of
their employees. Employers act as the
government’s collection agents much

the same way as retailers act as collec-
tion agents for sales taxes. The federal
government keeps careful track of pay-
roll. Employers that do not deposit their
employment taxes timely, fall behind in
their payments or get into other trouble
are severely sanctioned.

Employers must:

= Withhold payroll taxes from their
employees’ paychecks;

» Deposit the withheld taxes;

= Report their withholding activities
to the federal government either
monthly, quarterly or annually; and

m Keep records of their withholding
and deposits.

SOCIAL SECURITY AND MEDICARE

FICA stands for the Federal Insurance
Contributions Act. 'This law imposes two
taxes on employers and employees. One
tax pays for the federal old-age, survivor
and disability insurance (OASDI) pro-
gram, which we know more commonly
as Social Security. The other tax pays
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for the hospital and hospital service in-
surance (HI) program for individuals
age 65 and older. HI is more common-
ly known as Medicare.

FICA requires employers to withhold the
employee’s portion of these taxes from each
payment of wages, which are computed at
a fixed rate of the employee’s gross taxable
wages. The fixed Social Security rate is
different than the fixed Medicare rate.

Your withholding duty is triggered
whenever wages are paid, regardless
of how often they are paid. If wages
are paid weekly, withholding must be
weekly. If wages are paid monthly,
withholding must be monthly.

Reminder. You must withhold payroll
taxes even if wages are not paid in cash.
In that case, you have to calculate the cash
equivalent that would have been withheld
and pay it over to the government.

The second FICA requirement is that you
pay your own portion of the tax. Because
the employer’s portion of the tax is identi-
cal to that withheld from the employee’s
wages, you are effectively paying double
the amount withheld for employees.

TAXABLE WAGE BASE

An employee’s “taxable wage base” is an
annual limit for Social Security taxes.
Once that limit is reached, you do not
have to withhold any more Social Secu-
rity tax for that employee.

For 2010, the maximum amount of
earnings subject to Social Security tax is
$106,800.

UNEMPLOYMENT INSURANCE

FUTA, the Federal Unemployment lax
Act, pays for a joint federal/state program
to provide unemployment benefits. Only
employers (or self-employed persons) pay
FUTA tax. Employees do not.

FUTA tax is not withheld from employ-
ees paychecks. Employers must deposit
and pay over FUTA taxes.

FUTA, like FICA, is subject to a taxable
wage base. Employers no longer owe
the tax once the wage base is met.

For 2010, the FUTA taxable wage base
is $7,000.

Caution. The $7,000 FUTA taxable wage
base is the federal wage base. Your state
wage base may differ. The IRS allows you
to take a credit against your FUTA tax for
amounts that you paid into state unemploy-
ment funds. The maximum credit is 5.4% of
taxable wages.

FEDERAL INCOME TAX

Income tax withholding is different
from FICA and FUTA withholding.
FICA and FUTA are both a tax and a

system for collecting the tax.

You must withhold a specified amount
or percentage from each paycheck that is
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intended to approximate the employee’s
income tax liability. The computation
is based on information the employee
provides to you, such as his or her filing
status, the number of dependents and
the number of exemptions. Employers
send withheld income taxes to the feder-
al government on the employee’s behalf.

WAGE BASE

PAYROLLTAX EMPLOYEE PAYS? EMPLOYER PAYS? APPLICABLE?
Social Security
(FICA) Yes Yes Yes
Medicare
(FICA) Yes Yes No
FUTA No Yes Yes

Employer

estimates for

employee and
Income withholds N/A No

WHO MUST WITHHOLD

Income tax and FICA. The tax law re-
quires “employers” to withhold income
tax and FICA. The definition of employ-
er for income tax and FICA withholding
is very broad and inclusive. An employ-
er is a person for whom an individual
performs services as an employee.

The “person” referred to in the definition
can be an individual, an organization
or a government. It can be a corpora-
tion, a partnership, or a trust...pretty
much anything.

There is one important distinction
between “employer” for income tax with-

holding and FICA withholding. This

involves the situation where one entity

hires the employee but another con-
trols payment of the wages. Income tax
withholding looks to who controls the
payment of wages. FICA withholding
looks to who controls the employees.

FUTA. 'The definition of employer for
FUTA is based on numerical guides.
You are an employer for FUTA purpos-
es if you:

= Paid wages of $1,500 or more during
any calendar quarter; or

m Had at least one individual as an
employee for some part of the day in
each of 20 different calendar weeks.

The second part of the test is called the
“1-in-20" test.

Caution. The FUTA definition of “employer”
is different for agricultural employers and
employers of domestic help.

TYPES OF EMPLOYMENT
SUBJECT TO PAYROLL TAXES

Most people see payroll taxes deducted
from their paychecks. However, a large
number of people are fully or partially
exempt. Special rules and exemptions

from withholding apply to:

m Agricultural laborers;

Casual laborers;

Child care and other domestic
workers;

Family employment;
Fishing and related activities;
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m Service as a federal employee;

= Service as a state or municipal
employee;

= Service outside the U.S.;

= Service as a newspaper distributor;

= Service performed for a religious,
charitable or other non-profit
organization;

= Service as a student nurse;

= Services by an alien or other
nonresident; and

m Service as an employee
representative.

COMPUTING INCOME TAX
WITHHOLDING

The income tax withholding computa-
tion begins with Form W-4, Employee’s
Withholding  Allowance Certificate.
Your employees must file this form with
you. Form W-4 tells you how many al-
lowances and exemptions the employee
is claiming.

Comment. Once an employee gives you
a Form W-4, it remains in effect until he or
she gives you a new one. If an employee
changes his or her Form W-4, you must begin
withholding from the start of the first payroll
period ending on or after the 30th day from
the date when you received the new W-4.

Comment. Form W-4 is also available in
Spanish. The Spanish-version is Form W4-
(SP), Certificado de Exencion de la Reten-
cion del(la) Empleado(a). The instructions
are also available in Spanish.

Exemptions. Some employees may
claim an exemption from federal income
tax withholding. Nonetheless, the em-
ployee’s wages are still subject to Social
Security and Medicare taxes.

If an employee claims an exemption
from federal income tax withholding,
the exemption is valid for only one
year. If the employee wishes to contin-
ue having no income tax withheld, he
or she must give you a new Form W-4
by February 15. Otherwise, you must
withhold tax as if the employee is single
with zero withholding allowances or
withhold based on the last Form W-4
that you have for the employee.

Employers do not have to send to the
IRS any Form W-4 that claims 100 per-
cent exemption from federal income tax
withholding if $200 or more in wages
is expected or the employee is claiming
more than 10 allowances. However, if
the IRS asks you to see these forms, you
must provide them to the agency. If
the IRS discovers a problem, you may
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receive what is known as a “lock-in”
letter. The IRS will tell you the maxi-
mum number of allowances permitted
for the employee.

Withholding method. The next step is to
select a withholding method. The gener-
al rule is that taxes to be withheld can be
computed in any of the following ways:

» The percentage method;

» The wage bracket method;

= A method using alternative formula
tables; or

= Any other method that produces an
amount withheld that is substantially
the same as that calculated under the
wage bracket method.

These methods are based on tables that
can be found in Circular E, Employer’s

Tax Guide, published by the IRS.

COMPUTING FICA AND FUTA

Computing FICA is a little more com-
plicated than computing FUTA. FICA
consists of two taxes: Social Security (the
old-age, survivors and disability insur-
ance (OASDI)) and Medicare (hospital
insurance (HI)), which differ some in
their treatments.

Social Security is imposed on both em-
ployer and employee at 6.2% for 2010.
Medicare is also imposed on both
employer and employee at 1.45%. Em-
ployers and employees pay FICA tax at
a combined rate of 7.65%.

When computing FICA tax liability,
you have to remember the wage bases.
For 2010, the Social Security wage base
is $106,800. Wages above $106,800 are
exempt from the Social Security portion
of FICA. They are not exempt from
Medicare tax.

Second job. 1f your employee also works
elsewhere, you cannot subtract his or
her salary elsewhere from the annual
maximum wage base. You must contin-
ue to pay your full share of FICA taxes
as if you are the only employer. Your
employee, however, is allowed to get a
refund of his or her share of excess pay-
ments when filing their tax return for
the year.

For 2010, the FUTA tax rate is 6.2% of
all wages paid during the calendar year.

FUTA is also subject to a wage base but
it is much lower than the Social Securi-
ty wage base. It is only $7,000. You pay
FUTA tax only on an employee’s first
$7,000 of wages.

MAKING WORK PAY CREDIT

‘The American Recovery and Reinvestment
Act of 2009 (2009 Recovery Act) provid-
ed a refundable Making Work Pay tax
credit of 6.2 percent of earned income,
up to $400 for single taxpayers and up
to $800 for married couples filing joint
returns. The credit phases out for a single
individual with modified adjusted gross
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income (AGI) between $75,000 and
$95,000, and for married couples filing
jointly with modified AGI between
$150,000 and $190,000.

The Making Work Pay credit is techni-
cally claimed by taxpayers when they
file their 2009 and 2010 returns. How-
ever, Congress wanted to accelerate the
credit, so it is being delivered in small

increments through reduced payroll
withholding in 2009 and 2010.

In early 2009, the IRS revised the with-
holding tables to reflect the Making
Work Pay credit. Employers had to begin
using the new tables April 1, 2009.

Employees do not have to file a new Form
W-4 to claim the Making Work Pay credit.
However, individuals may need to file a
new Form W-4 if they do not want the
Making Work Pay credit to reduce their
withholding more than their credit.

Dean earns $51,000 a year at his
first job, claims one withholding allowance and
is paid weekly. The Making Work Pay credit will
generate approximately $10 more in Dean’s
paycheck (or $400 based on a 40-week payout
in 2010) for his first job. Dean earns $20,000
a year at his second job, claims one withhold-
ing allowance and is paid weekly. The Making
Work Pay credit will generate approximately
$9 more per week for his second job (or $360).
His total withholding of $760 will exceed the
$400 maximum credit. Dean may want to
adjust withholding at one employer.

Luke and Estelle are married.
Luke earns $44,000 a year, claims four
withholding allowances and is paid weekly.
The Making Work Pay credit will generate
approximately $15 more per pay period for
Luke. Estelle earns $48,000 a year, claims
four withholding allowances and is paid
weekly. The Making Work Pay credit will
generate approximately $16 more per pay
period for Estelle. If Luke and Estelle’s modi-
fied AGI allows them to be eligible for the
credit when they file their 2010 return, their
credit would appear to exceed the $800
maximum for married couples filing jointly
based on a 40-week payout in 2010. Luke
and Estelle may want to adjust their with-
holding at their respective employers.

COBRA PREMIUM
ASSISTANCE CREDIT

Individuals involuntarily terminated
from employment between September
1, 2008 and February 28, 2010 are gen-
erally eligible for 15 months of COBRA
premium assistance. Individuals pay

35 percent of the COBRA premium

and employers must treat that as full
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payment. Employers claim a credit for
the other 65 percent of the premium on
their payroll tax returns.

Congtress extended COBRA premium
assistance to 15 months in the fiscal year
(FY) 2010 Defense Appropriations Act,
passed in December 2009. Under the FY
2010 Defense Act, eligibility for COBRA
premium assistance is extended to indi-
viduals (and family members who are
qualified beneficiaries) who are invol-
untarily terminated from employment
through February 28, 2010. In addition
to the 15-month extension, the FY 2010
Defense Act also provides an election to
pay premiums retroactively and maintain

COBRA coverage.

Legislation pending in Congress
would extend eligibility for COBRA premium
assistance again, through June 30, 2010.

COBRA premium assistance is excluded
from gross income. However, the subsidy
phases out for higher income individu-
als. Individuals with modified adjusted
gross income (AGI) between $125,000
and $145,000 ($250,000 and $290,000
married couples filing jointly) must
repay a portion of the subsidy. If a tax-
payer’s modified AGI exceeds $145,000
($290,000 for married couples filing
jointly), the full amount of the subsidy
will be repaid as an additional tax. A
higher income individual can elect to
waive COBRA premium assistance.

Payroll tax credit. The payroll tax credit is
generally claimed on Form 941. If the em-
ployer's COBRA premium assistance credit
exceeds its payroll tax liabilities, the IRS will
refund the excess. However, it will apply the
excess to any unpaid tax liabilities.

Generally, employers claim the credit.
However, when coverage is provided
by a multiemployer plan, the multiem-
ployer plan claims the credit. In the case
of fully insured coverage subject to state
continuation coverage requirements,
the insurer providing coverage under
the group health plan takes the credit.

DEPOSITING PAYROLL TAXES

Depositing payroll taxes correctly, fully
and on time is very important. If you
miss any of these steps, the IRS will penal-
ize you and the penalties can be harsh.

Electronic deposits. Some employers
must deposit their federal payroll taxes
electronically. If you deposit more than
$200,000 in taxes annually, you must use
the IRS’s Electronic Federal Tax Payment
System (EFTPS). The taxes that count
toward the $200,000 amount include
FICA and withheld income taxes.

Caution. If you are required to use EFTPS
and you do not, the IRS imposes a 10 percent
penalty.

EFTPS is not limited to large employers.
Smaller employers may also use EFTPS
if they want to.
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Coupon books. The other method of
making deposits and the one most fa-
miliar to small employers is the coupon
method. Form 8109, the Federal Tax
Deposit Coupon, is a book of 27 cou-
pons with stub receipts so you can keep
track of your payments.

The IRS has designated more than
10,000 banks and financial institu-
tions as depositories for deposits of
federal payroll taxes. You can also mail
your deposits to the IRS at: Financial
Agent, Federal Tax Deposit Process-
ing, Post Office Box 970030, St. Louis,
Missouri 63197.

HOW OFTEN MUST
PAYROLL TAXES BE PAID?

Most small employers deposit pay-
roll taxes quarterly. Large employers
reporting total payroll taxes of more
than $50,000 make semi-weekly depos-
its; medium employers reporting total
payroll taxes of $50,000 or less make
monthly deposits. Under the Form
944 Program, discussed in further detail
later, very small employers will be able
to pay their payroll taxes annually in-
stead of quarterly.

“Look-back” period. 'The frequency
and amount of deposits depend on your
deposit history. The IRS uses a “look-
back” period, which is the four calendar
quarters ending June 30 of the pre-
ceding year. The look-back period for

calendar year 2010 is the period from
July 1, 2008 through June 30, 20009.

For calendar year 2010, ABC Co.
determines its depositor status using the
look-back period July 1, 2008 through June
30, 2009. For the four calendar quarters
within this period, ABC Co. reported aggre-
gate employment tax liabilities of $42,000
on its quarterly Form 941, Employer’s
Quarterly Federal Tax Return. Because the
aggregate amount did not exceed $50,000,
ABC Co. is a monthly depositor for the entire
calendar year 2010 (unless the special “one
day” rule, see below, comes into play).

Small employers for purposes of qualifying
for the annual payment schedule gener-
ally accumulate less than $2,500 during
a quarter, adding together FICA taxes
(including the employer and employee
portions) and income tax withholding.

The IRS redesigned Form 941,
Employer’s Quarterly Federal Tax Return.
The updated version is scannable, which
the IRS predicts will reduce errors when IRS
employees transcribe the information.

Medium employers generally accumu-
late $50,000 or less during the look-back
period. Large employers accumulate

more than $50,000 during the look-
back period.

XYZ Co. reported $88,000 in
aggregate employment tax liabilities on
Form 941, Employer’s Quarterly Federal Tax
Return for the four quarters spanning July 1,
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2008 through June 30, 2009. Because XYZ
Co.’s aggregate amount exceeds $50,000,
it is a monthly depositor for the entire cal-
endar year 2010.

Monthly depositors must deposit payroll
taxes on or before the 15% day of the fol-
lowing month. Semi-weekly depositors
must make deposits with respect to pay-
ments made on Wednesday, Thursday,
and/or Friday on or before the following
Wednesday. Deposits made with respect
to payments made Saturday, Sunday,
Monday, and/or Tuesday must be made
on or before the following Friday.

Exception. 'There is one exception. If
you accumulate $100,000 or more of
payroll taxes on any day, you are subject
to a special one-day rule. You must de-
posit the accumulated taxes by the close
of the following day. If you had been a
monthly depositor, you become a semi-
weekly depositor for the remainder of the
calendar year and for the following year.

Timely deposits. Special rules apply to
determine when payments are made and
if they are late. The general rule is that a
deposit is paid on the date the deposito-
ry receives it. If, however, the deposit is
mailed two or more days before the due
date, the mailing is treated as having
been made on time even if the IRS re-
ceives the deposit after the due date.
This special two-day rule does not apply
to deposits of $20,000 or more. They
must be made by the due date.

For monthly depositors, if the 15" day
of the following month is not a banking
day, taxes are treated as timely deposited
if they are deposited on the first banking

day thereafter.

FUTA taxes. Up to now we've discussed
only FICA and income tax withhold-
ing. You are required to compute your
FUTA liability quarterly. If at the end of
any calendar quarter, your undeposited
FUTA tax liability is more than $500,
you must make a FUTA deposit by the
last day of the following month. You
make your FUTA deposit in the same
manner as FICA and income taxes. If
your unpaid balance at the end of the
year is more than $500, you must make
a deposit by January 31. Otherwise, you
can send the payment to the IRS with
Form 940, which is the annual FUTA

tax return.

Form 944 Program. The IRS’s Form
944 Program allows eligible small em-
ployers to file an annual return on
new Form 944, Employer’s Annual
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Federal Tax Return, rather than a quar-
terly return on Form 941, Employer’s
Quarterly Tax Return.

Most participating employers can also
pay their employment taxes annually
with their Form 944, rather than making
monthly or semi-weekly deposits. Gen-
erally, Form 944 is due January 31 of
the year following the year for which the
return is filed.

The Form 944 Program is generally limit-
ed to employers whose annual estimated
employment tax liability is $1,000 or
less. The program modifies the “look-
back” period discussed above. For most
employers, the look-back period is the
12-month period ending on the preced-
ing June 30. For employers in the Form
944 Program, the look-back period is
the second calendar year preceding the
current calendar year.

ABC Co. is a very small employer
with an annual estimated employment tax li-
ability of $1,000 or less. ABC Co.’s look-back
period for 2010 is the calendar year 2008.

An employer may not realize that its
annual employment tax liability ex-
ceeds $1,000 until it files its Form 944
on January 31 of the following year.
The employer can avoid the penalty for
failing to make a timely deposit of its
January taxes as long as it pays its Janu-
ary employment taxes by March 15.

In January 2009, the IRS announced
that participation in its Form 944,
Annual Employer’s Tax Return, program
will be voluntary. At the same time, the
IRS provided an alternative method
for Form 941, Employer’s Quarterly
Tax Return, filers to determine if the
amount of accumulated employment
taxes is considered de minimis.

TIP WITHHOLDING

If any of your employees earn $20 or
more in tips in one month, he or she must
report them to you. The tips reported are
subject to income tax withholding.

You have two options if income tax was
withheld from regular wages. You can
withhold on the tips at a flat rate of 25
percent or you can add the tips to the
regular wages and withhold as if the
total was a single wage payment.

You need to estimate how much tip
income your employees will receive in
a quarter and then withhold for those
tips from the regular wages. The IRS
requires that you allocate the withhold-
ing in a special order.

Large food and beverage estab-
lishments must report allocated tips in some
circumstances. If you have more than 10
employees on a typical business day, you may
be a large food and beverage establishment.
There are also additional criteria.
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The IRS has several voluntary
tip compliance programs in which employ-
ers can participate.

REPORTING PAYROLL TAXES

Quarterly tax returns. Quarterly tax re-
turns are made on Form 941, Employer’s
Quarterly Federal Tax Return. This form
records the amount of federal income
and FICA taxes withheld for that quar-
ter. Form 941 is due at the end of the
month following the end of the quarter.

There are special forms for
some employers. Agricultural employers use
Form 943, Employer’s Annual Tax Return for
Agricultural Employees. Employers that pay
wages for domestic services in their private
homes use Schedule H, Household Employ-
ment Taxes, which they attach to Form 1040,
U.S. Individual Income Tax Return.

Monthly tax returns. Monthly tax
returns are made on Form 941-M, Em-
ployer’s Monthly Federal Tax Return.
Form 941-M is due before the 15" day
of the first calendar month following the
month for which the return is filed. No
time extensions are available. However,
the IRS will grant reprieves for natural
disasters and certain military service.

Form 944 Program for smallemployers.
Very small employers that qualify for the
Form 944 Program will file annual re-
turns on Form 944, Employer’s Annual
Federal Tax Return (see above).

Annual FUTA returns. 'The general
rule is that every employer who is sub-
ject to FUTA tax during a calendar year
must file an annual return with the IRS
on Form 940, Employer’s Annual Fed-
eral Unemployment Tax Return. Form
940 is due by January 31.

Small employers may be eligible to use
Form 940-EZ.

FORM W-2

The withholding tax information state-
ment, which is sent annually to the Social
Security Administration (SSA) is Form
W-2, Wage and Tax Statement. Form
W-3, Transmittal of Wage and Tax State-

ments, must accompany all Forms W-2.

You must file Forms W-2 and W-3 by
the last day of February. The IRS will
give you an extension of up to 30-days
for good cause.

Employers complete one Form W-2
for each employee. 'The information
includes all wages, tips and other com-
pensation, and withheld income and
Social Security taxes. Form W-3 con-
tains the totals of all W-2s. You file one
Form W-3 with the W-2s.

If you file at least 250 W-2s
you have until March 31 to file. However,
they then must be filed either electronically
or by magnetic media.

CAE CPA

ACCOUNTING®=TARIXES

23



24

EMPLOYMENT TAXES: UNDERSTANDING AND PAYING PAYROLL TAXES

Copies to employees. You must give each
employee copies of Form W-2 by January
31 for wages paid the previous year.

Caution. If an employee terminates em-
ployment and requests, in writing, a Form
W-2, you must supply one within 30 days.

Independent contractors. Payments of
more than $600 to independent con-
tractors are not reported on Form W-2.

Instead, you use Form 1099-MISC.,
Miscellaneous Income.

RECORDKEEPING

You must keep accurate records of pay-
roll taxes and give them to the IRS if the
IRS asks to see them. The IRS doesnt
require that you keep these records in
any particular manner but the method
must be good enough for the IRS to
determine if you've satisfied all of your
withholding obligations.

At a minimum, your records should:

= Identify the employee;

= Record the total amount and date of
each wage payment;

= List the period of services covered by
the wage payment;

m Provide the amount of each wage
payment that is wages subject to
withholding; and

= Record the amount of tax collected
with respect to each wage payment.

It’s also a good idea to keep copies of
Forms W-2 given to each employee. If
your employees receive tips, you need
to keep copies of the statements of tip
income employees provide to you.

FAILING TO PAY PAYROLL TAXES

Employers that do not deduct and pay
payroll taxes are liable for civil and
criminal penalties as well as interest.
The punishment differs depending on
whether the failure to pay was inten-
tional or inadvertent and, in some cases,
how long the failure lasted. The pen-
alties for intentional mistakes are much
harsher than for inadvertent mistakes.

What is an “inadvertent” mistake?
This includes everything from wrongly but hon-
estly treating an employee as an independent
contractor to mathematical errors.

Caution. The fact that your business may
be in financial trouble is never an excuse for
“borrowing” withheld amounts and then
being unable to pay over those amounts to
the government when due. Even going into
formal bankruptcy doesn’t change this rule.
The IRS also has made no exception because
of the current economic downturn.

Overwithholding and underwithhold-
ing. An employer that underpaid should:

= File its return showing the proper
amount of withholding; and

m Pay that amount by the due date of
the return.
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If these conditions are met, the employ-
er generally will not owe interest in the

underwithholding.
An employer that overpaid should:

» Repay the amount overwithheld to
the employee before the return is
filed; and

» Get a receipt from the employee
showing the amount of
overpayment.

If these conditions are met, the employ-
er generally will not need to report or
pay any overwithholding to the IRS.

Errors on returns. 'The situation is more
complicated if you discover an error on
your return. If the return has already been
filed, you must amend it. You'll also have
to pay interest on any underpayment.

Criminal penalties. In egregious cases,
failing to report and pay federal payroll
taxes can be elevated to a felony. Viola-
tors risk five years in prison and a fine of
up to $10,000. Failing to collect and pay
after notice from the IRS is a misdemean-
or and is punishable by imprisonment for
up to one year and a fine of up to $5,000.
Both failing to furnish or furnishing false
returns and supplying false withholding

information are misdemeanors.

The statute of limitations for these of-
fenses is generally three years. This
means that the government cannot

prosecute violators more than three
years after the date the crime was alleg-
edly committed.

Civil penalties. 'The most important
civil penalty is the “trust fund recovery
penalty.” The penalty is equal to the
amount of tax evaded, or not collected,
or not accounted for and paid over to the
government. Violators pay not only the
amount due but also the same amount

as a penalty.

Caution. The trust fund recovery penalty
applies to the individual who is responsible
for collecting and paying federal payroll
taxes and not the employer. The employer’s
liability is separate. The IRS can impose a
separate penalty of up to 15 percent of the
underpayment on the employer. When pay-
roll taxes aren’t paid, some business owner/
managers blame the bookkeeper. That
finger-pointing usually does no good since
any and all “responsible persons” are liable
for the payments. A responsible person is
someone within the company in a position
of authority who knew or should have known
about the mishandling of the payments. The
IRS can single out one among several “re-
sponsible persons” and force that person to
pay all taxes, penalties and interest. It would
then be up to that responsible person to sue
the others in civil court.

Other penalties. The IRS can also
impose monetary penalties for failing to
file a timely tax return, payment by bad
check, underpayment of tax caused by
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negligence, failing to pay the employer
portion of FICA, and aiding and abet-
ting the understatement of tax.

Interest. The IRS also charges interest in
assessed payroll taxes that are not timely
deducted or paid. The interest rate for
underpayments is the federal short-term
rate plus three percent. If interest is ex-
cessive, the IRS can abate it but this is
solely within the discretion of the IRS.

The federal short-term rate is
adjusted quarterly.

Caution. Many employers outsource their
payroll to a third party. The liability of the
third party depends on its relationship to the
employer. The IRS looks to whether the third
party acts as an actual payer of the taxes or
merely as a conduit for the employer’s pay-
ment of the taxes. In the first case, the third
party generally will be liable just like the
employer for failing to withhold and pay over
federal payroll taxes. In the second case, the
third party’s liability arises if the IRS has given
it authority to act as a payer.
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