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The Internal Revenue Service (IRS) has quietly unveiled its most significant audit initiative in decades—
an initiative the IRS confirmed last week with little fanfare even though its expansive scope will target the
federal tax returns of 6,000 companies. In the next few months, the IRS will commence the first wave in
its audit initiative—audits intended to “study” compliance in the areas of payroll taxes, independent
contractor (1C) status, fringe benefits, and executive compensation. The primary audit goals include (i)
reducing the tax gap by increasing tax compliance and payroll tax collections and (ii) reducing the number
of “misclassified” ICs. A likely secondary objective, and one urged by the Government Accountability
Office (GAO), is to ensure benefits coverage and “labor protections” traditionally associated with
employee status.

Most companies have never been subjected to a payroll or targeted tax audit even though payroll taxes
account for more than 70% of federal tax revenues and are now a Tier 1 audit issue. Those companies that
have are typically surprised at the scope, far-ranging issues, and unique procedural nuances associated
with these audits. The unusual issues targeted in payroll tax audits have their origin in the IRS National
Office’s unique organizational structure, which gives the Tax Exempt and Governmental Entities (TEGE)
Division of the IRS interpretative and tax controversy jurisdiction over these issues.

The IRS has stated that these payroll tax audits are intended to impose as little burden as possible on
businesses. However, the sheer number of companies targeted (6,000) and the methodology employed
(taxpayer compliance audits) suggest precisely the opposite. This initiative comes on the heels of renewed
congressional scrutiny of IC issues, and the GAO’s own report urging the IRS to focus its “efforts to
probe the improper classification of workers” as 1Cs and—perhaps most ominous—to invoke its penalty
authority to deter misclassification. The audits will incorporate methods imposed by the Taxpayer
Compliance Measurement Program (TCMP) audits last conducted more than 20 years ago. Tax advisors
with experience in fringe benefits, payroll tax, and/or TCMP audits will realize that, in fact, this will
likely be a painful process requiring the allocation of scarce financial and administrative resources even if
an audit seeking to “reduce the tax gap” ultimately reveals no employment tax adjustments are warranted.

What Issues Will the Audits Target?

The audits will focus on traditional payroll tax issues but with special emphasis on (1) worker
classification/IC status, (2) executive compensation, (3) fringe benefits, and (4) payroll taxes. The first
phase of the initiative will target 6,000 companies to determine the level of noncompliance. (Compare this
to the 24 taxpayers the IRS initially targeted in its much-publicized executive compensation audits). The
initiative will provide the IRS a foundation to further refine its targeted issues list. Such a refinement will
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likely bring sweeping changes not only in audit techniques but also in the breadth, depth, and scope of
future examinations.

The IRS indicates that it has already developed the infrastructure to conduct broader inquiries using
existing experienced agents combined with some additional training from the IRS National Office in the
areas of worker classification, fringe benefits, and payroll taxes. In its attempts to collect taxes and lay the
foundation for closing the tax gaps, the audits will initially focus on the following four subject matters
before expanding to other issues:

Worker Classification/Independent Contractors. The focus will include traditional 1C
relationships, exclusion of misclassified workers from benefits, and eligibility for certain I1C relief
provisions, as well as possible focus on three-party relationships, W-2 vendors, and staff leasing
relationships.

Officers’ Compensation. The IRS will apparently devote special attention to executive
compensation such as loans, executive travel, nonqualified deferred compensation, retirement
contracts, stock-based compensation, and golden parachutes (including whether the executives
properly included the amounts in gross income). The first round of information document requests
(IDRs) also reveals that the IRS will audit Section 409A compliance.

Fringe Benefits. The auditors will look at a number of executive fringe benefits associated with
officer compensation such as aircraft, company cars, club dues, spousal travel, and housing. The
fringe benefits aspects of the audit will also cast a wider net seeking to challenge more broad-
based noncash fringe benefits such as expense reimbursement arrangements, gift cards, working
condition fringes, club memberships, employer cafeterias, and athletic facilities.

Payroll Taxes. The audits will be structured as payroll tax audits of Forms 941 and will be
influenced by an experienced corps of employment tax agents. Since payroll tax withholdings are
a Tier 1 audit issue, the IDRs will focus on more traditional employment tax inquiries, including
next-day deposit requirements, backup withholding, B Notices, and Form W-2/Form 1099
compliance.

How Should Companies Prepare?

To proactively address this IRS audit initiative, employers are advised to conduct their own compliance
reviews—the method the IRS recommended in its much smaller executive compensation audits three
years ago. Conducting a compliance review allows a company to evaluate the targeted audit issues on its
own terms. It also assesses exposure and examines the eligibility criteria for the three separate relief
provisions available for IC issues, fringe benefit issues, and payroll taxes. We concur with past IRS audit
initiative statements that being proactive offers companies “a good opportunity . . . to make sure that the
rules are being complied with themselves . . . as there are certainly opportunities to make fixes before the
IRS comes in.” While conducting such a review, however, companies should keep in mind that protecting
the privileged status of a compliance review is critically important. Every effort should be made to protect
the privileged status of the compliance review and any other preparations to become “audit ready.”

The Morgan Lewis Difference

Morgan Lewis correctly anticipated the looming challenge posed by the IRS on these important issues.

We proactively assembled a team of payroll tax and fringe benefit attorneys to assist our clients in

addressing the precise issues being targeted in this far-reaching IRS audit initiative. In former leadership
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roles within IRS National Office’s TEGE Division, one or more of our team members were involved in

most of the substantive guidance on the targeted topics, including developing the IRS training materials
still used as the foundation for training IRS agents on fringe benefits and payroll tax issues, as well as in
playing key roles developing and counseling auditors on the relatively little-known administrative relief
provisions and other taxpayer tools that can make the audits less burdensome.

For more information on any of the issues discussed in this LawFlash, please contact any of the following
Morgan Lewis attorneys:

Washington, D.C.

David R. Fuller 202.739.5990 dfuller@morganlewis.com
Miriam L. Fisher 202.739.5489 miriam.fisher@morganlewis.com
Daniel A. Hogans 202.739.5510 dhogans@morganlewis.com
Jerry E. Holmes 202.739.3869 jholmes@morganlewis.com
Mary B. Hevener 202.739.5982 mhevener@morganlewis.com
Mark E. Matthews 202.739.5655 mark.matthews@morganlewis.com
Dean R. Morley 202.739.5989 dmorley@morganlewis.com
Gary B. Wilcox 202.739.5509 gwilcox@morganlewis.com
Pittsburgh

John G. Ferreira 412.560.3350 jferreira@morganlewis.com
Philadelphia

Robert J. Lichtenstein 215.963.5726 rlichtenstein@morganlewis.com
Mims Maynard Zabriskie 215.963.5036 mzabriskie@morganlewis.com

About Morgan, Lewis & Bockius LLp

With 22 offices in the United States, Europe, and Asia, Morgan Lewis provides comprehensive
transactional, litigation, labor and employment, and intellectual property legal services to clients of all
sizes—from global Fortune 100 companies to just-conceived startups—across all major industries. Our
international team of attorneys, patent agents, employee benefits advisors, regulatory scientists, and other
specialists—more than 3,000 professionals total—serves clients from locations in Beijing, Boston,
Brussels, Chicago, Dallas, Frankfurt, Harrisburg, Houston, Irvine, London, Los Angeles, Miami,
Minneapolis, New York, Palo Alto, Paris, Philadelphia, Pittsburgh, Princeton, San Francisco, Tokyo, and
Washington, D.C. For more information about Morgan Lewis or its practices, please visit us online at
Www.morganlewis.com.

IRS Circular 230 Disclosure

To ensure compliance with requirements imposed by the IRS, we inform you that any U.S. federal tax
advice contained in this communication (including any attachments) is not intended or written to be used,
and cannot be used, for the purpose of (i) avoiding penalties under the Internal Revenue Code or (ii)
promoting, marketing or recommending to another party any transaction or matter addressed herein. For
information about why we are required to include this legend, please see
http://www.morganlewis.com/circular230.

This LawFlash is provided as a general informational service to clients and friends of Morgan, Lewis & Bockius LLP. It should not be construed as, and does not constitute, legal advice on any specific
matter, nor does this message create an attorney-client relationship. These materials may be considered Attorney Advertising in some states.
Please note that the prior results discussed in the material do not guarantee similar outcomes
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