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Publication—

937—Employment Taxes
952—Sick Pay Reporting

* Cafeteria Plans
* Common Paymaster
* Deferred Comp. Arrangements
* Employee—
Achievement Awards
Fringe Benefits
Loans
Stock Options
* Excessive Termination Payments
* Exempt Organization Employees
* Group-Term Life Insurance
* Idle Time Withholding
* Income Tax Withholding—
Pensions and Annuities
Alternative Methods

New: Employer’s Supplemental Tax Guide for 1996

New Publication 15—-A, Employer’s Supplemental Tax Guide, contains specialized employment tax information
that supplements the basic information provided in Circular E. It includes information formerly given in

493—Alternative Tax Withholding Methods and Tables

You may want to order that employment tax publication if the information on any of the topics below is relevant
to your business. To get Publication 15-A, see Ordering Forms or Publications on page 4.

* International Social Security Agreements
* Leave-Sharing Plans

* Outplacement Services

* Paying Your Employee’s Taxes

* Religious Exemptions

* Reporting Sick Pay

* Scholarships and Fellowships

« Simplified Employee Pension Plans

» Supplemental Unemployment Benefits
* Tax Sheltered Annuities

* Third Party Liability for Taxes

* Employee or Independent Contractor?
* Worker’'s Compensation—

Public Employees

Important for 1996

Employment tax rates and wage bases for 1996.—
Social Security Tax:

» Tax Rate—6.2% each for employers and
employees

* Wage Base—$62,700
Medicare Tax:

* Tax Rate—1.45% each for employers and
employees

+ All wages subject to Medicare tax
Federal Unemployment (FUTA) Tax:

* Tax Rate—6.2% (employers only)

* Wage Base—$7,000

Household employees.— Employment taxes for
wages paid to household employees during 1995 are no
longer reported on the quarterly Form 942. If you do not
elect to report these taxes on Form 941, report them an-
nually on the new Schedule H (Form 1040), Household
Employment Taxes. File Schedule H for 1995 with your
individual tax return (e.g., Form 1040 or 1040A). See
Pub. 926, Household Employer’s Tax Guide, for more in-
formation. Caution: As this publication was printed,
Congress was considering legislation that would:
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* change the earned income credit (EIC). If this legisla-
tion results in changes to the advance EIC tables, the
IRS will issue revised tables.

* reinstate retroactively the exclusion of employer-pro-
vided educational assistance programs from em-
ployee income.

Get Pub. 553, Highlights of 1995 Tax Changes, for more
information on these changes. Pub. 553 will be available
electronically through our bulletin board or via the In-
ternet (see page 4).

Calendar

The following is a list of important dates. Also see Pub.
509, Tax Calendars for 1996.

Note: For any due date, you will meet the “file” or
“furnish” requirement if the form is properly addressed,
mailed First-Class, and postmarked on or before the due
date. If any date shown falls on a Saturday, Sunday, or
legal holiday, use the next business day.

By January 31.— Furnish each employee a completed
Form W-2, Wage and Tax Statement. Furnish each re-
cipient a completed Form 1099 (e.g., Form 1099-R, Dis-
tributions From Pensions, Annuities, Retirement or
Profit-Sharing Plans, IRAs, Insurance Contracts, etc.,
and Form 1099-MISC, Miscellaneous Income). You



may furnish Form W-2 or 1099 by mail as explained in
the Note above.

File Form 940 or Form 940-EZ, Employer’'s Annual
Federal Unemployment (FUTA) Tax Return. However, if
you deposited all the FUTA tax when due, you may file
Form 940 or 940—EZ by February 12.

File Form 945, Annual Return of Withheld Federal In-
come Tax, to report any nonpayroll income tax withheld
in 1995. See Nonpayroll Income Tax Withholding on
page 4 for more information.

By February 15.— Ask for a new Form W—4, Employ-
ee’s Withholding Allowance Certificate, from each em-
ployee who claimed exemption from withholding last
year.

On February 16.— Any Form W—4 previously given you
claiming exemption has expired. Begin withholding for
any employee who previously claimed exemption from
withholding but has not given you a new Form W-4 for
the current year. If the employee does not give you a
new Form W-4, withhold tax as if he or she is single, with
zero withholding allowances. (See section 9.)

By February 28.— File Copy A of all Forms 1099 with
Form 1096, Annual Summary and Transmittal of U.S. In-
formation Returns, with the Internal Revenue Service
Center for your area.

By February 29.— File Copy A of all Forms W-2 with
Form W-3, Transmittal of Wage and Tax Statements,
with the Social Security Administration.

File Form 8027, Employer’s Annual Information Re-
turn of Tip Income and Allocated Tips, with the Internal
Revenue Service. (See section 6.)

By April 30, July 31, October 31, and January 31.—
Deposit Federal unemployment tax due if it is more than
$100.

File Form 941, Employer’s Quarterly Federal Tax Re-
turn, and deposit any undeposited income, social secur-
ity, and Medicare taxes. You may pay these taxes with
Form 941 if your total tax liability for the quarter is less
than $500. If you deposited all taxes when due, you have
10 additional days from the due dates above to file the
return.

Before December 1.— Remind employees to submit a
new Form W-4 if their withholding allowances have
changed or will change for the next year.

On December 31.— Form W-5, Earned Income Credit
Advance Payment Certificate, expires. Eligible employ-
ees who want to receive advance payments of the
earned income credit next year must give you a new
Form W-5.

Important Reminders

Hiring New Employees

Eligibility for employment.— You must verify that each
new employee is legally eligible to work in the United
States. This will include completing the Immigration and
Naturalization Service (INS) Form |1-9, Employment Eli-
gibility Verification Form. You can get the form from INS
offices. Contact the INS at 1-800-755—-0777 for further
information concerning your responsibilities.

Income tax withholding.— Ask each new employee to
complete the 1996 Form W-4.

Name and social security number.— Record each
new employee’s name and number from his or her social
security card. Any employee without a social security
card should apply for one. (See section 4.)

Paying Wages, Pensions, or
Annuities

Income tax withholding.— Withhold tax from each
wage payment or supplemental unemployment compen-
sation plan benefit payment according to the employ-
ee’'s Form W-4 and the correct withholding rate. (If you
have nonresident alien employees, see section 9.) With-
hold from periodic pension and annuity payments as if
the recipient is married claiming three withholding al-
lowances, unless he or she has filed Form W-4 either
electing no withholding or giving a different number of al-
lowances, marital status, or additional amount to be
withheld. Do not withhold on direct rollovers from quali-
fied plans. See section 9 and Pub. 15-A, Employer’s
Supplemental Tax Guide. Pub. 15—A includes informa-
tion on withholding on pensions and annuities.

Withholding on Nonresident Alien
Employees

Employers should require nonresident aliens to com-
plete Form W-4 using the special instructions provided in
Withholding on Nonresident Aliens, on page 12. This
is because of the restrictions on a nonresident alien’s fil-
ing status, the limited number of allowable exemptions,
and the fact that a nonresident alien cannot claim the
standard deduction.

Information Returns

You may have to file information returns to report certain
types of payments made during the year. For example,
you must file Form 1099-MISC, Miscellaneous Income,
to report payments of $600 or more to persons not
treated as employees (e.g., independent contractors) for
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services performed for your trade or business. For de-
tails about filing Forms 1099 and for information about
required magnetic media filing, see the separate In-
structions for Forms 1099, 1098, 5498, and W-2G. Do
not use Forms 1099 to report wages and other compen-
sation you paid to employees; report these on Form W-
2. See the separate Instructions for Form W-2 for de-
tails about filing Form W-2 and for information about re-
quired magnetic media filing. If you file more than 250
Forms W-2 you must file them on magnetic media.

Information reporting call site.— The IRS operates a
centralized call site to answer questions about reporting
on Forms W-2, W-3, 1099, and other information re-
turns. If you have questions related to reporting on infor-
mation returns, call 304-263-8700.

Nonpayroll Income Tax Withholding

Nonpayroll income tax withholding must be reported on
Form 945, Annual Return of Withheld Federal Income
Tax. Form 945 is an annual tax return and the return for
1995 is due January 31, 1996. Separate deposits are re-
quired for payroll (Form 941) and nonpayroll (Form 945)
withholding. Nonpayroll items include the following:

* Pensions, annuities, and IRAs.
* Military retirement.

* Gambling winnings.

* Indian gaming profits.

* Backup withholding.

All income tax withholding reported on Forms 1099 or
W-2G must be reported on Form 945. All income tax
withholding reported on Form W—2 must be reported on
Form 941, 943, or Schedule H (Form 1040). For exam-
ple, because distributions from nonqualified pension
plans and some other deferred compensation plans are
treated as wages and are reported on Form W-2, they
must be reported on Form 941, not Form 945. For details
on depositing and reporting nonpayroll income tax with-
holding, see the separate Instructions for Form 945.

Backup withholding.— You generally must withhold
31% of certain taxable payments if the payee fails to fur-
nish you with his or her correct taxpayer identification
number. This withholding is referred to as backup
withholding.

Payments subject to backup withholding include in-
terest, dividends, patronage dividends, rents, royalties,
commissions, nonemployee compensation, and certain
other payments you make in the course of your trade or
business. In addition, transactions by brokers and barter
exchanges and certain payments made by fishing boat
operators are subject to backup withholding. Backup
withholding does not apply to wages, pensions, annui-
ties, IRAs, or real estate transactions.

You can use Form W-9, Request for Taxpayer Identi-
fication Number and Certification, to request payees to
furnish a taxpayer identification number and to certify
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that the number furnished is correct. You can also use
Form W-=9 to get certifications from payees that they are
not subject to backup withholding or that they are ex-
empt from backup withholding. Form W-9 includes a list
of types of payees who are exempt from backup with-
holding. For more information, see the Instructions for
Forms 1099, 1098, 5498, and W-2G.

Recordkeeping

Keep all records of employment taxes for at least 4
years. These should be available for IRS review.
Records should include:

* Your employer identification number.

* Amounts and dates of all wage, annuity, and pension
payments.

* Amounts of tips reported.
* The fair market value of in-kind wages paid.

* Names, addresses, social security numbers, and oc-
cupations of employees and recipients.

* Any employee copies of Form W-2 that were returned
to you as undeliverable.

» Dates of employment.

 Periods for which employees and recipients were paid
while absent due to sickness or injury, and the amount
and weekly rate of payments you or third-party payers
made to them.

» Copies of employees’ and recipients’ income tax with-
holding allowance certificates (Forms W—4, W—-4P,
andW-4S).

» Dates and amounts of tax deposits you made.
» Copies of returns filed.
* Records of allocated tips.

* Records of fringe benefits provided, including
substantiation.

Change of Address

To notify the IRS of a new business mailing address or
business location, file Form 8822, Change of Address.

Ordering Forms or Publications

If you need to order forms or publications, including addi-
tional copies of this booklet, use Form 7018-A, Employ-
er’s Order Blank for 1996 Forms, at the end of this book-
letor call 1-800—TAX—FORM (1-800-829-3676).

Forms and publications are also available through
computer on-line services. If you subscribe to an on-line
service, ask if IRS information is available and, if so, how
to access it. You can get information through IRIS, the
Internal Revenue Information Services, on FedWorld, a
government bulletin board. Tax forms, instructions, pub-
lications, and other IRS information, are available
through IRIS.



EmployerResponsibilities: The following list provides a brief summary of your basic responsibilities. Because
the individual circumstances for each employer can vary greatly, their responsibilities for withholding, depositing,
and reporting employment taxes can differ. Each item in this list has a page reference to a more detailed
discussion in this circular.

New Employees: Quarterly (By April 30, July 31, Page
Page October 31, and January 31):
[] Verify work eligibility of employees ................... 3 [ Deposit FUTA tax in an authorized financial
[] Record employees’ names and SSNs from insitution if undeposited amount is over $100..... 26
social security cards .........oivii i 3 [ File Form 941 (pay tax with return if not required
[] Askemployees for 1996 FormW-4 .................. 3 t0 dEPOSIL) ... 21
Each Payday: Annually (See Calendar for due dates):

[] Withhold Federal income tax based on each [1 Remind employees to submit a new Form W-4
employee’s FOrmW—4 ............c..ceeeeeiiinn... 32 if they need to change their withholding ........... 12
[] Withhold employee’s share of social security [] Ask for a new Form W-4 from employees
and MediCare taxes.........ocvvvveririeieieininanenns 13 claiming exemption from income tax
I:‘ Include advance earned income credit in WItthleIl’lg .............. S 12
paycheck if employee requested it on Form ] Recqnmle Forms 941 with Forms W-2 and W-3 . 22
WS 14 [ Furnish each employeea FormW-2................. 3
I:‘ Figure the amount of Federal unemp'oyment I:l F|Ie COpy A O.f Forms W-2 and the tl’ansmlttal
(FUTA) tax for each emp|oyee ....................... 26 Form W-3 with the SSA ................................ 3
[] Deposit in an authorized financial institution: (] Furnish each receipient a Form 1099 (e.g.,
« Withheld income tax, plus Forms 1099-R and 1099-MISC).............cevvenns 3
« Withheld and employer social security taxes, [] File Forms 1099 and the transmittal Form 1096 ...3
plus (] FileForm9400r940-EZ...........coviiiiiiiiinnnns 26
« Withheld and employer Medicare taxes, less [] File Form 945 for any nonpayroll income tax
. Any advance earned incomecredit ............... 16 W|thh0|d|ng ............................................... 4

Note: Due date of deposit depends on your
deposit schedule (monthly or semiweekly).

IRIS is accessible directly by calling 703-321-8020.
On the Internet, telnet to fedworld.gov or, for file trans-
fer protocol services, connect to ftp.fedworld.gov. If you
are using the World-Wide Web, connect to—
http://www.ustreas.gov.

FedWorld’s help desk offers technical assistance on
accessing IRIS (not tax help) during regular business
hours at 703-487-4608. The IRIS menus offer informa-
tion on available file formats and software needed to
read and print files. You must print the forms to use
them; the forms are not designed to be filled out on-
screen.

Telephone Help

Tax questions.— You can call the IRS with your tax
guestions Monday through Friday during regular busi-
ness hours. Check your telephone book for the local
number or call 1-800-829-1040.

Unresolved problems.— If you have a tax problem you
have been unable to resolve with the IRS, write or call
your local IRS district director and ask for Problem Reso-
lution assistance. You may also call 1-800-829-1040

for Problem Resolution assistance. Although this office
cannot change the tax law or make technical decisions,
it can frequently clear up problems that resulted from
previous contacts.

Telephone help for hearing-impaired persons.— If
you have access to TDD equipment, you may call 1—
800-829-4059 with your tax question or to order forms
and publications. You may also use this number for
problem resolution assistance.

Recorded tax information (Tele-Tax).— The Tele-Tax
service provides recorded tax information on 140 topics
that answer many individual and business Federal tax
guestions. You can listen to up to three topics on each
call you make. Touch-tone service is available 24 hours
aday, 7 days a week.

A list of employment tax topics is provided below. Se-
lect, by number, the topic you want to hear. Then call 1-
800-829-4477 and select option 2, Recorded Tax Infor-
mation. For the directory of topics, listen to topic 123.
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Tele-Tax Topics

Topic
No. Subject
751 Social security and Medicare withholding rates

752 Form W—2—Where, when, and how to file
753 Form W—-4—Employee’s Withholding Allowance

Certificate
754 Form W-5—Advance earned income credit
755 Employer identification number (EIN)—How to apply
756 Employment taxes for household employees

757 Form 941—Deposit requirements

758 Form 941—Employer’s Quarterly Federal Tax
Return

759 Form 940/940—EZ—Deposit requirements

760 Form 940/940-EZ—Employer’s Annual Federal
Unemployment Tax Return

761 Form 945—Annual Return of Withheld Federal
Income Tax

762 Tips—Withholding and reporting

General Information

This guide explains your tax responsibilities as an em-
ployer. It explains the requirements for withholding, de-
positing, reporting, and paying taxes. It explains the
forms you must give your employees, those your em-
ployees must give you, and those you must send to the
IRS and SSA. (The instructions for each form have de-
tailed filing requirements and instructions for completing
the forms.) This guide also has tax tables you need to
figure the taxes to withhold for each employee for 1996.

Additional employment tax information is available in
the new Pub. 15-A, Employer’s Supplemental Tax
Guide. Pub. 15-A includes specialized information sup-
plementing the basic employment tax information pro-
vided in this guide. See page 2 for more information on
this new publication.

Most employers must withhold (except FUTA), de-
posit, report, and pay the following employment taxes—

* Income tax.
» Social security and Medicare taxes.
* Federal unemploymenttax (FUTA).

There are exceptions to these requirements. See
Section 15, Special Rules for Various Types of Ser-
vices and Payments. Railroad retirement taxes are ex-
plained in the Instructions for Form CT-1.

Federal Government employers.— The information in
this guide applies to Federal agencies except for the

rules requiring deposit of Federal taxes only at Federal

Reserve banks or through the FedTax option of the Gov-
ernment On-Line Accounting Link Systems (GOALS).

See the Treasury Financial Manual (I TFM 3-4000) for
more information.
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State and local government employers.— Employee
wages are generally subject to Federal income tax with-
holding, but not Federal unemployment (FUTA) tax. In
addition, wages, with certain exceptions, are subject to
social security and Medicare taxes. See section 15 for
more information on the exceptions.

You can get information on reporting and social se-
curity coverage from your local IRS office. If you have
any questions about coverage under a section 218 (So-
cial Security Act) agreement, contact the appropriate
state official.

1. Employer Identification
Number (EIN)

If you are required to report employment taxes or give
tax statements to employees or annuitants, you need an
EIN.

The EIN is a nine-digit number the IRS issues. The
digits are arranged as follows: 00—-0000000. It is used to
identify the tax accounts of employers and certain
others that have no employees. Use your EIN on all the
items you send to the IRS and SSA. For more infor-
mation, get Pub. 1635, Understanding Your EIN.

If you have not asked for an EIN, request one on
Form SS—4, Application for Employer Identification
Number. You can get this form at IRS or SSA offices.
You can ask for an EIN immediately by calling the tele-
TIN phone number for your state’s IRS Service Center
listed in the instructions for Form SS—4.

You should have only one EIN. If you have more than
one and are not sure which one to use, please check
with the Internal Revenue Service Center where you file
your return. Give the numbers you have, the name and
address to which each was assigned, and the address of
your main place of business. The IRS will tell you which
number to use.

If you took over another employer’s business, do not
use that employer’s EIN. If you don’t have your own EIN
by the time a return is due, write “Applied for” and the
date you applied in the space shown for the number.

See Depositing without an EIN on page 17 if you
must make a deposit and you don’t have an EIN.

2. Who Are Employees?

Generally, employees are defined either under common
law or under special statutes for special purposes.

Employment status under common law.— Anyone
who performs services is an employee if you, as an em-
ployer, can control what will be done and how it will be
done. This is so even when you give the employee free-
dom of action. What matters is that you have the legal
right to control the method and result of the services.



Get Pub. 15-A, Employer’s Supplemental Tax Guide, for
more information on how to determine whether an indi-
vidual providing services is an employee or an indepen-
dent contractor.

Generally, people in business for themselves are not
employees. For example, doctors, lawyers, veterinari-
ans, construction contractors, and others in an indepen-
dent trade in which they offer their services to the public
are usually not employees.

If an employer-employee relationship exists, it does
not matter what it is called. The employee may be called
an agent or independent contractor. It also does not
matter how payments are measured or paid, what they
are called, or if the employee works full or part time.

Statutory employees.— If someone who works for you
is not an employee under the common law rules dis-
cussed above, do not withhold Federal income tax from
his or her pay. Although the following persons may not
be common law employees, they may be considered
employees by statute for social security, Medicare, and
FUTA tax purposes under certain conditions.

1) Anagent (or commission) driver who delivers food,
beverages (other than milk), laundry, or dry cleaning
for someone else.

2) Afull-time life insurance salesperson.

3) A homeworker who works by guidelines of the per-
son for whom the work is done, with materials fur-
nished by and returned to that person or to some-
one that person designates.

4) Atraveling or city salesperson (other than an agent-
driver or commission-driver) who works full time
(except for sideline sales activities) for one firm or
person getting orders from customers. The orders
must be for items for resale or use as supplies in the
customer’s business. The customers must be retail-
ers, wholesalers, contractors, or operators of ho-
tels, restaurants, or other businesses dealing with
food or lodging.

Get Pub. 15-A for details on statutory employees.

Statutory nonemployees.— Direct sellers and quali-
fied real estate agents are by law considered nonem-
ployees. They are instead treated as self-employed for
income tax and employment tax purposes. See Pub. 15—
A for details.

Treating employees as nonemployees.— You will be
liable for income tax and employee social security and
Medicare taxes if you don’t deduct and withhold them
because you treat an employee as a nonemployee. See
Internal Revenue Code section 3509 for details.

If you want the IRS to determine whether a worker is
an employee, file Form SS-8, Determination of Em-
ployee Work Status for Purposes of Federal Employ-
ment Taxes and Income Tax Withholding.

3. Family Employees

Child employed by parents.— Payments for the ser-
vices of a child under the age of 18 who works for his or
her parent (or a partnership in which each partner is a
parent of the child) in a trade or business are not subject
to social security and Medicare taxes. If these services
are for work other than in a trade or business, such as
domestic work in the parent’s private home, they are not
subject to social security and Medicare taxes until the
child reaches 21.

Payments for the services of a child under the age of
21 who works for his or her parent whether or not in a
trade or business are not subject to Federal unemploy-
ment taxes.

The above rules apply even if the child is paid regular
wages. The wages for these services are not subject to
social security, Medicare, and Federal unemployment
taxes. But they may still be subject to income tax
withholding.

One spouse employed by another.— The wages for
the services of an individual who works for his or her
spouse in a trade or business are subject to income tax
withholding and social security and Medicare taxes, but
not to Federal unemployment taxes. However, the ser-
vices of one spouse employed by another in other than a
trade or business, such as domestic service in a private
home, are not subject to social security, Medicare, and
Federal unemployment taxes.

Covered services of a child or spouse.— The wages
for the services of a child or spouse are subject to in-
come tax withholding as well as social security, Medi-
care, and Federal unemployment taxes if he or she
works for:

1) A corporation, even ifitis controlled by the child’s
parent or the individual's spouse,

2) A partnership, even if the child’s parent is a partner,
unless each partner is a parent of the child,

3) A partnership, even if the individual's spouse is a
partner, or

4) An estate, even ifitis the estate of a deceased
parent.

Parent employed by child.— The wages for the ser-
vices of a parent employed by his or her child in a trade
or business are subject to income tax withholding and
social security and Medicare taxes. Social security and
Medicare taxes do not apply to wages paid to a parent
for services not in a trade or business, but they do apply
to domestic services if:

1) The parent cares for a child who lives with a son or
daughter and is under 18, or requires adult supervi-
sion for at least 4 continuous weeks in a calendar
quarter due to a mental or physical condition, and
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2) The son or daughter is a widow or widower, di-
vorced, or married to a person who, because of a
physical or mental condition, cannot care for the
child during such period.

4. Employee’s Social Security
Number (SSN)

You must get each employee’s name and SSN because
you must enter them on Form W-2. (This requirement
also applies to resident and nonresident alien employ-
ees.) If you do not provide the correct name and SSN,
you may owe a penalty. Any employee without a social
security card can get one by completing Form SS-5, Ap-
plication for a Social Security Card. You can get this form
at Social Security Administration (SSA) offices or by call-
ing 1-800-772-1213. If your employee applied for an
SSN but does not have it when you must file Form W-2,
enter “Applied For” on the form. When the employee re-
ceives the SSN, file Form W-2c, Statement of Cor-
rected Income and Tax Amounts, to show the employ-
ee’s SSN.

Note: Record the name and number of each em-
ployee exactly as they are shown on the employee’s so-
cial security card. If the employee’s name is not correct
as shown on the card, including if the employee’s name
has changed due to marriage or divorce, the employee
should request a new card from the SSA.

If your employee was given a new social security card
to show his or her correct name and number after an ad-
justment to his or her alien residence status, correct your
records and show the new information on Form W=2. If
you filed Form W-2 for the same employee in prior years
under the old name and SSN, file Form W-2c to correct
the name and number. Advise the employee to contact
the local SSA office about 9 months after the Form W-
2c is filed to ensure that the records were updated.

5. Wages and Other
Compensation

Wages subject to Federal employment taxes include all
pay you give an employee for services performed. The
pay may be in cash or in other forms. Itincludes salaries,
vacation allowances, bonuses, commissions, and fringe
benefits. It does not matter how you measure or make
the payments. See section 6 for a discussion of tips and
section 7 for supplemental wages. Also see section 15
for exceptions to the general rules for wages.

Get Pub. 15-A, Employer’s Supplemental Tax Guide,
for information on the following topics.

» Cafeteria plans
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* Nonqualified deferred compensation

* Dependent care assistance programs

* Employee achievement awards

* Employee stock options

* Excessive termination payments

* Fringe benefits

* Group-term life insurance

* Interest-free and below-market-rate loans

* Leave sharing plans

* Nonresident aliens, payments to

» Outplacement services

» Scholarship and fellowship payments

» Simplified employee pension plans

* Supplemental unemployment compensation
* Tax sheltered annuities

* Withholding for idle time

* Worker’'s compensation—public employees

Employee business expense reimbursements.— A
reimbursement or allowance arrangement is a system
by which you substantiate and pay the advances, reim-
bursements, and charges for your employees’ business
expenses. How you report a reimbursement or allow-
ance amount depends on whether it is an accountable
or a nonaccountable plan. If a single payment includes
both wages and an expense reimbursement, you must
specify the amount of the reimbursement.

Accountable plan. To be an accountable plan, your
reimbursement or allowance arrangement must require
your employees to meet all three of the following rules.

1) They must have paid or incurred deductible ex-
penses while performing services as your
employees.

2) They must adequately account to you for these ex-
penses within a reasonable period of time.

3) They must return any excess reimbursement or al-
lowance within a reasonable period of time.

Amounts paid under an accountable plan are not
wages and are not subject to income tax withholding and
payment of social security, Medicare, and Federal un-
employment taxes.

If the expenses covered by this arrangement are not
substantiated or excess reimbursement is not returned
within a reasonable period of time, the amount is treated
as paid under a nonaccountable plan. This amount is
subject to income tax withholding and payment of social
security, Medicare, and Federal unemployment taxes for
the first payroll period following the end of the reasona-
ble period.

A reasonable period of time depends on the facts and
circumstances. Generally, it is considered reasonable if
your employees receive the reimbursement within 30



days of the time they incur the expense, adequately ac-
count for the expenses within 60 days after the ex-
penses were paid or incurred, and they return any ex-
cess reimbursement within 120 days after the expense
was paid or incurred. Also, it is considered reasonable if
you give your employees a periodic statement (at least
quarterly) that asks them to either return or adequately
account for outstanding amounts and they do so within
120 days.

Nonaccountable plan. Payments to your employee
for travel and other necessary expenses of your busi-
ness under a honaccountable plan are wages and sub-
ject to income tax withholding and payment of social se-
curity, Medicare, and Federal unemployment tax. Your
payments are treated as paid under a nonaccountable
plan if:

1) Your employee is not required to or does not sub-
stantiate timely those expenses to you with receipts
or other documentation, or

2) You advance an amount to your employee for busi-
ness expenses and your employee is not required
to or does not return timely any amount he or she
does not use for business expenses.

Per diem or other fixed allowance. You may reim-
burse your employees by travel days, or miles, or some
other fixed allowance. In these cases, your employee is
considered to have accounted to you if the payments do
not exceed rates established by the Federal Govern-
ment. The 1995 standard mileage rate was 30 cents per
mile for auto expenses. See Pub. 553, Highlights of
1995 Tax Changes, for the 1996 standard mileage rate.
However, see Revenue Procedure 93-51, in Internal
Revenue Cumulative Bulletin 1993-2, page 593, for in-
formation on using a fixed and variable rate allowance.
The government per diem rates for meals and lodging in
the continental United States are listed in Pub. 1542, Per
Diem Rates. Other than the amount of these expenses,
your employees’ business expenses (for example, the
business purpose of the travel or the number of busi-
ness miles driven) must be substantiated.

If the per diem or allowance paid exceeds the
amounts specified, you must report the excess amount
as wages. This excess amount is subject to income tax
withholding and payment of social security, Medicare,
and Federal unemployment taxes. Show the amount
equal to the specified amount in box 13 of Form W-2, us-
ing code “ L.”

For more information, see chapter 16 in Pub. 535,
Business Expenses.

Wages not paid in money.— If in the course of your
trade or business you pay your employees in a medium
that is neither cash nor a readily negotiable instrument,
such as a check, you are said to pay them “in kind.” Pay-
ments in kind may be in the form of goods, lodging, food,
clothing, or services. Generally, the fair market value of
such payments at the time they are provided is subject to

income tax withholding and social security, Medicare,
and Federal unemployment (FUTA) taxes.

However, noncash payments for household work, ag-
ricultural labor, and service not in the employer’s trade
or business are exempt from social security, Medicare,
and FUTA taxes. Withhold income tax on these pay-
ments only if you and the employee agree to do so.

Moving expenses.— Reimbursed and employer-paid
qualified moving expenses (those that would otherwise
be deductible by the employee) are not includible in an
employee’s income unless you have knowledge that the
employee deducted the expenses in a prior year. Reim-
bursed and employer-paid nonqualified moving ex-
penses are includible in income and are subject to em-
ployment taxes and income tax withholding. For more
information on moving expenses for 1995, get Pub. 521,
Moving Expenses.

Meals and lodging.— The value of meals is not taxable
income and is not subject to social security, Medicare,
FUTA tax, and income tax withholding if the meals are
furnished for the employer’s convenience and on the
employer’s premises. The value of lodging is not subject
to withholding if the lodging is furnished for the employ-
er's convenience, on the employer’s premises, and as a
condition of employment.

“For the convenience of the employer” means that
you have a substantial business reason for providing the
meals and lodging other than to provide additional com-
pensation to the employee. For example, meals you pro-
vide at the place of work so an employee is available for
emergencies during his or her lunch period are generally
considered to be for your convenience.

However, whether meals or lodging are provided for
the convenience of the employer depends on all the
facts and circumstances. A written statement that the
meals or lodging are for your convenience is not
sufficient.

For more information, see chapter 3 in Pub. 535.

Health insurance plans.— If you pay the cost of an ac-
cident or health insurance plan for your employees, your
payments are not wages and are not subject to social
security, Medicare, and Federal unemployment taxes, or
income tax withholding.

Medical care reimbursements.— Medical care reim-
bursements paid for an employee under an employer’s
self-insured medical reimbursement plan are not wages
and are not subject to social security, Medicare, and
Federal unemployment taxes, or income tax
withholding.

Fringe benefits.— Unless the law says otherwise, you
must include fringe benefits in an employee’s gross in-
come. The benefits are subject to income and employ-
ment taxes. Fringe benefits include cars you provide,
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flights on aircraft you provide, free or discounted com-
mercial flights, vacations, discounts on property or ser-
vices, memberships in country clubs or other social
clubs, and tickets to entertainment or sporting events. In
general, the amount you must include is the amount by
which the fair market value of the benefits is more than
the sum of what the employee paid for it plus any
amount the law excludes. There are other special rules
you and your employees may use to value certain fringe
benefits. See Pub. 535 and Regulations section 1.61-21
for more information.

Nontaxable fringe benefits.— Some fringe benefits
are not taxable if certain conditions are met. Examples
are:

* Services provided to your employees at no additional
cost to you.

* Qualified employee discounts.

* Working condition fringes (including out-placement
services under certain conditions).

* Minimal value fringes (including an occasional cab
ride when an employee must work overtime, local
transportation benefits provided because of unsafe
conditions and unusual circumstances, and meals you
provide at eating places you run for your employees if
the meals are not furnished at below cost).

* Qualified transportation fringes subject to specified
conditions and dollar limitations (including transporta-
tion in a commuter highway vehicle, any transit pass,
and qualified parking). See Pub. 535 for details.

* The use of on-premises athletic facilities.
* Reduced tuition for education.

However, services you provide at no additional cost
to you, qualified employee discounts, meals at eating
places you run for your employees, and reduced tuition
provided to officers, owners, or highly paid employees
are excluded from the recipient’s income and wage base
only if the benefits are given to employees on a nondis-
criminatory basis. For further information, including the
definition of an officer, owner, or highly paid employee,
see Pub. 535 and the regulations under Code section
132.

When fringe benefits are treated as paid.— You
may choose to treat certain noncash fringe benefits as
paid by the pay period, or by the quarter, or on any other
basis you choose as long as you treat the benefits as
paid at least as often as once a year. You do not have to
make a formal choice of payment dates or notify the IRS
of the dates you choose. You do not have to make this
choice for all employees. You may change methods as
often as you like, as long as you treat all benefits pro-
vided in a calendar year as paid by December 31 of the
calendar year. See Pub. 535 for more information, in-
cluding a discussion of the special accounting rule for
fringe benefits provided during November and
December.
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Valuation of fringe benefits.— Generally, you must
determine the value of fringe benefits no later than Janu-
ary 31 of the next year. Prior to January 31, you may rea-
sonably estimate the value of the fringe benefits for pur-
poses of withholding and depositing on time.

Withholding on fringe benefits.— You may add the
value of fringe benefits to regular wages for a payroll pe-
riod and figure withholding taxes on the total, or you may
withhold Federal income tax on the value of the fringe
benefits at the flat 28% supplemental wage rate.

You may choose not to withhold income tax on the
value of an employee’s personal use of a vehicle you
provide. You must, however, withhold social security,
Medicare, or railroad retirement taxes on the use of the
vehicle. Get Pub. 15-A for more information on this
election.

Depositing taxes on fringe benefits.— Once you
choose payment dates for fringe benefits (discussed
above), you must deposit taxes in the same deposit pe-
riod you treat the fringe benefits as paid. To avoid a pen-
alty, deposit the taxes following the general deposit
rules for that deposit period.

If you determine by January 31 that you overesti-
mated the value of a fringe benefit at the time you with-
held and deposited for it, you may claim a refund for the
overpayment or have it applied to your next employment
tax return (see Valuation of fringe benefits above). If
you underestimated the value and deposited too little,
you may be subject to the failure to deposit penalty. See
section 11 for information on deposit penalties.

If you deposited the required amount of taxes but
withheld a lesser amount from the employee, you can re-
cover from the employee the social security, Medicare,
or income taxes you deposited on his or her behalf, and
included in the employee’s Form W-2. However, you
must recover the income taxes before April 1 of the fol-
lowing year.

Sick pay.— In general, sick pay is any amount you pay,
under a plan you take part in, to an employee because of
sickness or injury. These amounts are sometimes paid
by a third party, such as an insurance company or em-
ployees’ trust. In either case, these payments are sub-
ject to social security, Medicare, or railroad retirement
(RRTA) taxes, and Federal unemployment (FUTA) taxes.
Sick pay becomes exempt from these taxes after the
end of 6 calendar months after the calendar month the
employee last worked for the employer. The payments
are also subject to income tax. See Pub. 15—A for more
information.

6. Tips

Tips your employee receives are generally subject to
withholding. Your employee must report cash tips to you
by the 10th of the month after the month the tips are re-
ceived. The report should include tips you paid over to



the employee for charge customers and tips the em-
ployee received directly from customers. No report is re-
quired for months when tips are less than $20. Your em-
ployee reports the tips on Form 4070, Employee’s
Report of Tips to Employer, or on a similar statement.
The statement must be signed by the employee and
must show the following:

* The employee’s name, address, and SSN.
* Your name and address.

* The month or period the report covers.

* The total tips.

Both Forms 4070 and 4070-A, Employee’s Daily Re-
cord of Tips, are included in Pub. 1244, Employee’s
Daily Record of Tips and Report to Employer.

You must collect income tax, employee social secur-
ity tax, and employee Medicare tax on the employee’s
tips. You can collect these taxes from the employee’s
wages or from other funds he or she makes available.
(See Tips treated as supplemental wages in section 7
for further information.) Stop collecting the employee so-
cial security tax when his or her wages and tips for tax
year 1996 reach $62,700; collect the income and em-
ployee Medicare taxes for the whole year on all wages
and tips.

You are responsible for the employer social security
tax on wages and tips until the wages (including tips)
reach the limit. You are responsible for the employer
Medicare tax for the whole year on all wages and tips.

File Form 941 to report withholding on tips. If, by the
10th of the month after the month you received an em-
ployee’s report on tips, you don’t have enough em-
ployee funds available to deduct the employee tax, you
no longer have to collect it. Show any uncollected social
security and Medicare taxes on Form W-2, on lines 6b
and 7 of Form 941, and as an adjustment on line 9, Form
941. (See the instructions for Forms W-2 and 941.)

If an employee reports to you in writing $20 or more of
tips in a month, they are subject to FUTA tax.

Allocated tips.— If you operate a large food or bever-
age establishment, you must report allocated tips under
certain circumstances. However, do not withhold in-
come, social security, or Medicare taxes on allocated
tips.

A large food or beverage establishment is one that
provides food or beverages for consumption on the
premises, where tipping is customary, and where there
are normally more than 10 employees on a typical busi-
ness day during the preceding year.

The tips may be allocated by one of three methods—
hours worked, gross receipts, or good faith agreement.
For information about these allocation methods and fur-
ther information, including the requirement to file Forms
8027 on magnetic media if 250 or more forms are filed,
see the separate Instructions for Form 8027.

7. Supplemental Wages

Supplemental wages are compensation paid in addition
to the employee’s regular wages. They include, but are
not limited to, bonuses, commissions, overtime pay, ac-
cumulated sick leave, severance pay, awards, prizes,
backpay and retroactive pay increases for current em-
ployees, and payments for nondeductible moving ex-
penses. Other payments subject to the supplemental
wage rules include taxable fringe benefits and expense
allowances paid under a nonaccountable plan.

If you pay supplemental wages with regular wages but
do not specify the amount of each, withhold income tax
as if the total were a single payment for a regular payroll
period.

If you pay supplemental wages separately (or com-
bine them in a single payment and specify the amount of
each), the income tax withholding method depends
partly on whether or not you withhold income tax from
your employee’s regular wages:

* If you withhold income tax from an employee’s regu-
lar wages, you can use one of the following methods
for the supplemental wages:

a) Withhold a flat 28%.

b) Add the supplemental and regular wages for the
most recent payroll period this year. Then figure
the income tax withholding as if the total were a
single payment. Subtract the tax already with-
held from the regular wages. Withhold the re-
maining tax from the supplemental wages.

* If you did not withhold income tax from the employ-
ee’s regular wages, use method b. (This would occur,
for example, when the value of the employee’s with-
holding allowances claimed on Form W—4 is more
than the wages.)

Regardless of the method you use to withhold income
tax on supplemental wages, including bonuses, supple-
mental wages are subject to social security and Medi-
care taxes.

Tips treated as supplemental wages.— Withhold the
income tax on tips from wages or from other funds the
employee makes available. If an employee receives reg-
ular wages and reports tips, figure income tax as if the
tips were supplemental wages. If you have not withheld
income tax from the regular wages, add the tips to the
regular wages. Then withhold income tax on the total. If
you withheld income tax from the regular wages, you can
withhold on the tips by method a or b above.

Vacation pay.— Vacation pay is subject to withholding
as if it were a regular wage payment. When vacation pay
is in addition to regular wages for the vacation period,
treat it as a supplemental wage payment. If the vacation
pay is for a time longer than your usual payroll period,
spread it over the pay periods for which you pay it.
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8. Payroll Period

The payroll period is a period of service for which you
usually pay wages. When you have a regular payroll pe-
riod, withhold income tax for that time period even if your
employee does not work the full period.

When you don't have a payroll period, withhold the
tax as if you paid wages on a daily or miscellaneous pay-
roll period. Figure the number of days (including Sun-
days and holidays) in the period covered by the wage
payment. If the wages are unrelated to a specific length
of time (e.g., commissions paid on completion of a sale),
count back the number of days from the payment period
to the latest of:

1) The last wage payment made during the same cal-
endar year,

2) The date employment began, if during the same cal-
endar year, or

3) January 1 of the same year.

When you pay an employee for a period of less than 1
week, and the employee signs a statement under penal-
ties of perjury that he or she is not working for any other
employer during the same week for wages subject to
withholding, figure withholding based on a weekly pay-
roll period. If the employee later begins to work for an-
other employer for wages subject to withholding, the
employee must notify you within 10 days. You then figure
withholding based on the daily or miscellaneous period.

9. Withholding From
Employees’ Wages

Income Tax Withholding

To know how much income tax to withhold from employ-
ees’ wages, you should have a Form W-4, Employee’s
Withholding Allowance Certificate, on file for each em-
ployee. Ask all new employees to give you a signed
Form W—4 when they start work. Make the form effective
with the first wage payment. If a new employee does not
give you a completed Form W—4, withhold tax as if he or
she is single, with no withholding allowances.

A Form W-4 remains in effect until the employee
gives you a new one. If an employee gives you a Form
W-4 that replaces an existing Form W-4, begin with-
holding no later than the start of the first payroll period
ending on or after the 30th day from the date you re-
ceived the replacement Form W-4. For exceptions, see
Exemption from income tax withholding, Sending
certain Forms W-4 to the IRS, and Invalid Forms W-4
below.

The amount of income tax withholding must be based
on filing status and withholding allowances. Your em-
ployees may not base their withholding amounts on a
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fixed dollar amount or percentage. However, the em-
ployee may specify a dollar amount to be withheld in ad-
dition to the amount of withholding based on filing sta-
tus and withholding allowances claimed on Form W-4.

Employees may claim fewer withholding allowances
than they are entitled to claim. They may wish to claim
fewer allowances to ensure that they have enough with-
holding or to offset other sources of taxable income that
are not subject to adequate withholding.

Note: A Form W-4 that makes a change for the next
calendar year will not take effect in the current calendar
year.

Get Pub. 505, Tax Withholding and Estimated Tax, for
detailed instructions for completing Form W-4. Along
with Form W—-4, you may wish to order Pub. 505 and
Pub. 919, Is My Withholding Correct for 19967

When you receive a new Form W-4, do not adjust
withholding for pay periods before the effective date of
the new form; that is, do not adjust withholding retroac-
tively. Also, do not accept any withholding or estimated
tax payments from your employees in addition to with-
holding based on their Form W-4. If they require addi-
tional withholding, they should submit a new Form W-4
and, if necessary, pay estimated tax by filing Form
1040-ES, Estimated Tax for Individuals.

Exemption from income tax withholding.— An em-
ployee may claim exemption from income tax withhold-
ing because he or she had no income tax liability last
year and expects none this year. However, the wages
are still subject to social security and Medicare taxes.

An employee must file a Form W—-4 each year by Feb-
ruary 15 to claim exemption from withholding. If the em-
ployee does not give you a new Form W-4, withhold tax
as if the employee is single with zero withholding
allowances.

Withholding on nonresident aliens.— In general, if
you pay wages to nonresident aliens, you must withhold
income tax (unless excepted by regulations), social se-
curity, and Medicare taxes as you would for a U.S. citi-
zen. You must also give a Form W-2 to the nonresident
alien and file it with the SSA. The wages are subject to
FUTA tax as well. However, see Pub. 515, Withholding
of Tax on Nonresident Aliens and Foreign Corporations,
for exceptions to these general rules.

Form W-4.— To avoid underwithholding of income
taxes, you should require nonresident aliens when com-
pleting Form W—4 to:

1) Not claim exemption from income tax withholding.

2) Request withholding as if they are single, regard-
less of their actual marital status.

3) Claim only one allowance.

4) Request an additional income tax withholding
amount of $4.00 per week.



Note: Ifthe nonresident alien is a resident of Canada,
Mexico, Japan, or Korea, he or she may claim more than
one allowance.

Nonwage withholding.— In some cases, a Code
section or a U.S. treaty provision will exempt payments
to a nonresident alien from wages. These payments are
not subject to regular income tax withholding. Form W-2
is not required in these cases. Instead, the payments are
subject to withholding at a flat 30% or lower treaty rate,
unless exempt from tax because of a Code or U.S. tax
treaty provision.

Report these payments and any withheld tax on Form
1042-S, Foreign Person’s U.S. Source Income Subject
to Withholding. Form 1042-S is sent to the IRS with
Form 1042, Annual Withholding Tax Return for U.S.
Source Income of Foreign Persons. You may have to
make deposits of the withheld income tax, using Form
8109, Federal Tax Deposit Coupon. See Pub. 515 for
more information. For information on the requirement to
file Forms 1042—S on magnetic media, see Pub. 1187.

Sending certain Forms W-4 to the IRS.— You must
send to the IRS copies of certain Forms W-4 received
during the quarter from employees still employed by you
at the end of the quarter. Send copies when the em-
ployee (1) claims more than 10 withholding allowances
or (2) claims exemption from withholding and his or her
wages would normally be $200 or more per week. You
are not required to send any other Forms W-4 unless
the IRS notifies you in writing to do so.

Send in Forms W-4 that meet either of the above
conditions each quarter with Form 941. (However, if your
Form 941 is filed on magnetic media, send your paper
Forms W-4 to your IRS service center with a cover let-
ter.) Complete boxes 8 and 10 on any Forms W—4 you
send in. You may use box 9 to identify the office respon-
sible for processing the employee’s payroll information.
Also send copies of any written statements from em-
ployees in support of the claims made on Forms W—4.
Send these statements even if the Forms W—4 are not in
effect at the end of the quarter. You can send them to
your IRS service center more often if you like. If you do
so, include a cover letter giving your name, address,
EIN, and the number of forms included. In certain cases,
the IRS may notify you in writing that you must submit
specified Forms W—-4 more frequently to your district di-
rector separate from your Form 941.

Base withholding on the Forms W-4 that you send in
unless the IRS notifies you in writing to do otherwise. If
the IRS notifies you about a particular employee, base
withholding on the number of withholding allowances
shown in the IRS notice. You will get a copy of the notice
to give to the employee. Also, the employee will get a
similar notice directly from the IRS. If the employee later
gives you a new Form W—4, follow it only if (1) exempt
status is not claimed or (2) the number of withholding al-
lowances is equal to or fewer than the number in the IRS
notice. Otherwise, disregard it and do not submit it to the
IRS. Continue to follow the IRS notice.

If the employee prepares a new Form W—-4 explaining
any difference with the IRS notice, he or she may either
submit it to the IRS or to you. If submitted to you, send
the Form W-4 and explanation to the IRS office shown
in the notice. Continue to withhold based on the notice
until the IRS tells you to follow the new Form W-4.

Filing Form W—-4 on magnetic media.— Form W—4 in-
formation may be filed with the IRS on magnetic media.
If you wish to file on magnetic media, you must submit
Form 4419, Application for Filing Information Returns
Magnetically/Electronically, to request authorization.
See Pub. 1245, Specifications for Filing Form W—4, Em-
ployee’s Withholding Allowance Certificate, on Magnetic
Tape, and 5Y.— and 3Y-—Inch Magnetic Diskettes. To get
more information about magnetic media filing, call the
IRS Martinsburg Computing Center at 304—-263—-8700.

Note: Any Forms W-4 with employee supporting
statements that you must submit to the IRS must be
submitted on paper. They cannot be submitted on mag-
netic media.

Invalid Forms W—-4.— Any unauthorized change or ad-
dition to Form W—4 makes it invalid. This includes taking
out any language by which the employee certifies that
the form is correct. A Form W—4 is also invalid if, by the
date an employee gives it to you, he or she indicates in
any way that it is false.

When you get an invalid Form W-4, do not use it to
figure withholding. Tell the employee it is invalid and ask
for another one. If the employee does not give you a
valid one, withhold taxes as if the employee were single
and claiming no withholding allowances. However, if you
have an earlier Form W-4 for this worker that is valid,
withhold as you did before.

Amounts exempt from levy on wages, salary, and
other income.— If you receive a Notice of Levy on
Wages, Salary, and Other Income (Forms 668W or
668W(c)), you must withhold amounts as described in
the instructions for these forms. Pub. 1494, Table for
Figuring Amount Exempt From Levy on Wages, Salary,
and Other Income (Forms 668W and 668W(c)), shows
the exempt amount.

Social Security and Medicare Taxes

The Federal Insurance Contributions Act (FICA) pro-
vides for a Federal system of old-age, survivors, disabil-
ity, and hospital insurance. The old-age, survivors, and
disability insurance part is financed by the social security
tax. The hospital insurance part is financed by the Medi-
care tax. Each of these taxes is reported separately.
Social security and Medicare taxes are levied on both
you and your employees (unless you or your employees
are not subject to these taxes; see section 15). You, as
an employer, must withhold and deposit the employee’s
part of the taxes and you must pay a matching amount.
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Generally, employee wages are subject to social secur-
ity and Medicare taxes regardless of the employee’s
age, or whether he or she is receiving social security
benefits. (If the employee reported tips, see section 6.)

Tax rates and the social security wage base.—
These taxes have different tax rates and only social se-
curity tax has a wage base. The wage base is the maxi-
mum wage that is subject to the tax for the year. Deter-
mine the amount of withholding for social security and
Medicare taxes by multiplying each payment by the em-
ployee tax rate. There are no withholding allowances for
social security and Medicare taxes.

The employee tax rate for social security is 6.2%
(amount withheld). The employer tax rate for social se-
curity is also 6.2% (12.4% total). The 1995 wage base
was $61,200. For 1996, the wage base is $62,700.

The employee tax rate for Medicare is 1.45%
(amount withheld). The employer tax rate for Medicare
tax is also 1.45% (2.9% total). There is no wage base
limit for Medicare tax; all covered wages are subject to
Medicare tax.

See Pub. 334, Tax Guide for Small Business, for a
comprehensive example showing how to withhold for in-
come, social security, and Medicare taxes. This exam-
ple also shows how to deposit and report these taxes.

Successor employer.— If you received all or most of
the property used in the trade or business of another em-
ployer, or a unit of that employer’s trade or business, you
may include the wages the other employer paid to your
employees when you figure the annual wage limit for so-
cial security. See Regulations section 31.3121(a)(1)-1
for more information. Also see Revenue Procedure 84-
77, in Internal Revenue Cumulative Bulletin 1984-2,
page 753, for the procedures used in filing returns in a
predecessor-successor situation.

Example: Early in 1995, you bought all the assets of
a plumbing business from Mr. Martin. Mr. Brown, who
had been employed by Mr. Martin and received $2,000
in wages before the date of purchase, continued to work
for you. You and Mr. Brown are subject to social security
taxes on the first $59,200 ($61,200 less $2,000) and
Medicare taxes on all wages you pay him during the rest
of the calendar year.

Part-Time Workers

For income tax withholding and social security, Medi-
care, and Federal unemployment tax purposes, there
are no differences between full-time employees, part-
time employees, and employees hired for short periods.
It does not matter whether the worker has another job or
has the maximum amount of social security and Medi-
care taxes withheld by another employer. Income tax
withholding may be figured the same way as for full-time
workers. Or it may be figured by the part-year employ-
ment method, explained in Pub. 15-A, Employer’s Sup-
plemental Tax Guide.
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10. Advance Earned Income
Credit Payment

An employee who is eligible for earned income credit
(EIC) and has a qualifying child is entitled to receive EIC
payments with his or her pay during the year. To get
these payments, the employee must give you a properly
completed Form W-5, Earned Income Credit Advance
Payment Certificate. You are required to make advance
EIC payments to employees who give you a completed
and signed Form W-5.

Certain employees who do not have a qualifying child
may be able to claim the EIC on their tax return. How-
ever, they cannot get advance EIC payments.

For 1996, the advance payment can be as much as
$1,291. The tables that begin on page 56 reflect that
limit.

Form W-5.— Form W-5 states the eligibility require-
ments for receiving advance EIC payments. On Form
W-5, an employee states that he or she expects to be el-
igible for the EIC and shows whether he or she has a cer-
tificate in effect with any other current employer. The
employee also shows the following:

» Whether he or she has a qualifying child.
* Whether he or she is married.

+ If the employee is married, whether his or her spouse
has a certificate in effect with any employer.

An employee may have only one certificate in effect
with a current employer at one time. If an employee is
married and his or her spouse also works, each spouse
should file a separate Form W-5.

Length of effective period.— Make the initial Form
W-5 certificate effective for the first payroll period end-
ing on or after the date the employee gives you the form
(or the first wage payment made without regard to a pay-
roll period). It remains in effect until the end of the calen-
dar year unless the employee revokes the certificate or
files another one. Eligible employees must file a new
certificate each year.

Change of status.— If an employee gives you a
signed Form W-5 and later becomes ineligible for ad-
vance EIC payments, he or she must revoke the certifi-
cate within 10 days after learning about the change of
circumstances. The employee must give you a new
Form W-5 stating that he or she is no longer eligible for
or no longer wants advance EIC payments.

If an employee’s situation changes because his or her
spouse files a Form W-5, the employee must file a new
Form W-5 showing that his or her spouse has a certifi-
cate in effect with an employer. This will reduce the max-
imum amount of advance payments you can make to
that employee.

If an employee’s spouse has filed a Form W-5 that is
no longer in effect, the employee may file a new Form
W-5 with you, but is not required to do so. A new form



will certify that the spouse does not have a certificate in
effect and will increase the maximum amount of ad-
vance payments you can make to that employee.

Invalid certificate.— The Form W-5 is invalid if it is
incomplete, unsigned, or has an alteration or unautho-
rized addition. The form has been altered if any of the
language has been deleted. Any writing added to the
form other than the requested entries is an unauthorized
addition.

You should consider a certificate invalid if an em-
ployee has made an oral or written statement that
clearly shows the Form W-5 to be false. If you receive an
invalid certificate, tell the employee that the certificate is
invalid as of the date he or she made the oral or written
statement. For advance EIC payment purposes, the in-
valid certificate is considered void.

You are not required to determine if a completed and
signed Form W-5 is correct. However, you should con-
tact the IRS district director if you have reason to believe
the certificate has any incorrect statement.

How to figure the advance EIC payment.— To figure
the amount of the advance EIC payment to include with
the employee’s pay, you must consider:

1) Wages, including reported tips, for the pay period.
2) Whether the employee is married or single.

3) Whether a married employee’s spouse has a Form
W-5 in effect with an employer.

Note: If during the year you have paid an employee
total wages of at least $25,078, you must stop making
advance EIC payments to that employee for the rest of
the year.

Figure the amount of advance EIC to include in the
employee’s pay by using the tables that begin on page
56. There are separate tables for employees whose
spouses have a certificate in effect. See page 33 for in-
structions on using the advance EIC payment tables.
The amount of advance EIC paid to an employee during
1996 cannot exceed $1,291.

Paying the advance EIC to employees.— An advance
EIC payment is not wages and is not subject to withhold-
ing of income, social security, or Medicare taxes. An ad-
vance EIC payment does not change the amount of in-
come, social security, or Medicare taxes you withhold
from the employee’s wages. You add the EIC payment
to the employee’s net pay for the pay period. At the end
of the year, you show the total advance EIC payments in
the box for “Advance EIC payment” on Form W-2. Do
not include this amount in the “Wages...” box.
Employer’s returns.— Show the total payments you
made to employees on the advance EIC lines of your
Form 941 or 943, whichever applies. Subtract this
amount from your total taxes (see the specific instruc-
tions for each form). Reduce the amounts reported on

the record of Federal tax liability (e.g., line 17 of Form
941) by any advance EIC paid to employees.

Generally, employers will make the advance EIC pay-
ment from withheld income tax and employee and em-
ployer social security and Medicare taxes. These taxes
are normally required to be paid over to the IRS either
through Federal tax deposits or with employment tax re-
turns. For purposes of deposit due dates, advance EIC
payments are considered deposited on the day you pay
wages (including the advance EIC payment) to your em-
ployees. The advance EIC payment reduces, in this or-
der, the amount of income tax withholding, withheld em-
ployee social security and Medicare taxes, and the
employer’s share of social security and Medicare taxes.

Example. You have 10 employees, each entitled to
an advance EIC payment of $10. The total advance pay-
ments you make for the payroll period are $100. The to-
tal income tax withholding for the payroll period is $90.
The total employee and employer social security and
Medicare taxes for the payroll period is $122.60 ($61.30
each).

You are considered to have made a deposit of $100
advance EIC payment on the day you paid wages, and
you subtract this amount from your employment taxes
for the payroll period. The $100 is treated as if you paid
the IRS the $90 total income tax withholding and $10 of
the employee social security and Medicare taxes. You
remain liable only for $112.60 of the social security and
Medicare taxes ($51.30 + $61.30 = $112.60).

Advance EIC payments more than taxes due.— If for
any payroll period the total advance EIC payments are
more than the total payroll taxes (withheld income tax
and both employee and employer shares of social se-
curity and Medicare taxes), you may choose either:

1) Reduce each employee’s advance payment pro-
portionally so that the total advance EIC payments
equal the amount of taxes due, or

2) Elect to make full payment of the advance EIC and
treat the excess as an advance payment of employ-
ment taxes.

Example. You have 10 employees who are each en-
titled to an advance EIC payment of $10. The total
amount of advance EIC payable for the payroll period is
$100. The total employment tax for the payroll period is
$90 (including income tax withholding and social secur-
ity and Medicare taxes). The advance EIC payable is $10
more than the total employment tax. The $10 excess is
10% of the advance EIC payable ($100). You may—

1) Reduce each employee’s payment by 10% so the
advance EIC payments equal your total employ-
ment tax ($90), or

2) Pay each employee $10, and treat the excess $10
as an advance payment of employment taxes. At-
tach a statement to your employment tax return
showing the excess advance EIC payments and the
payroll period to which the excess applies.

Page 15



U.S. territories.— If you are in American Samoa, the
Commonwealth of the Northern Mariana Islands, Guam,
or the U.S. Virgin Islands, consult your local tax office for
information on the EIC. You cannot take advance EIC
payments into account on Form 941-SS.

Required Notice to Employees

You must notify employees who have no income tax
withheld that they may be able to claim a tax refund be-
cause of the EIC. Although you do not have to notify em-
ployees who claim exemption from withholding on Form
W-4, Employee’s Withholding Allowance Certificate,
about the EIC, you are encouraged to notify any employ-
ees whose wages for 1995 were less than $26,673 that
they may be eligible to claim the credit for 1995. This is
because eligible employees may get a refund of the
amount of EIC that is more than the tax they owe. For ex-
ample, an employee who had no tax withheld in 1995
and owes no tax, but is eligible for a $790 EIC, can file a
1995 tax return to get a $790 refund.

You will meet this notification requirement if you issue
the IRS Form W-2 with the EIC notice on the back of the
employee’s copy (Copy C), or a substitute Form W-2
with the same statement. You may also meet the re-
qguirement by providing Notice 797, Possible Federal
Tax Refund Due to the Earned Income Credit (EIC), or
your own statement that contains the same wording.

If a substitute Form W-2 is given on time but doesn’t
have the required statement, you must notify the em-
ployee within 1 week of the date the substitute Form W—
2 is given. If Form W-2 is required but isn’t given on time,
you must give the employee Notice 797 or your written
statement by the date Form W-2 is required to be given.
If Form W-2 is not required, you must notify the em-
ployee by February 7, 1996.

For more information about notification requirements,
see Notice 1015 (formerly Pub. 1325), Employers—
Have You Told Your Employees About the Earned In-
come Credit (EIC)?

11. Depositing Taxes

In general, you must deposit income tax withheld and
both the employer and employee social security and
Medicare taxes (minus any advance EIC payments) by
mailing or delivering a check, money order, or cash to an
authorized financial institution or Federal Reserve bank.
However, some taxpayers are required to deposit by
electronic funds transfer (EFT) as discussed below. The
requirement to deposit electronically is being phased in
over a period of years and an increasing number of tax-
payers will be required to use this method each year.

Federal tax deposits by electronic funds transfer
(EFT).— Taxpayers whose total deposits of withheld in-
come, social security, and Medicare taxes during calen-
dar year 1993 or 1994 exceeded $47 million are required
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to deposit all depository taxes due after 1995 by EFT.
TAXLINK, an electronic remittance processing system,
must be used to make deposits by EFT. If you are re-
quired to make deposits by EFT and fail to do so, you
may be subject to a penalty. Taxpayers who are not re-
quired to make deposits by EFT may voluntarily partici-
pate in TAXLINK. For more details on TAXLINK, call the
toll-free TAXLINK HELPLINE at 1-800-829-5469 (for
TAXLINK information only), or write to:

Internal Revenue Service
Cash Management Site Office
P.O. Box 47669, Stop 295
Doraville, GA 30362

Payments with returns.— You may make payments
with your return instead of depositing if:

* Your net tax liability for the return period (line 13 on
Form 941) is less than $500, or

* You are making a payment in accordance with the Ac-
curacy of Deposits Rule discussed on page 21. This
amount may exceed $500. Caution: Only monthly
schedule depositors are allowed to make this un-
derpayment with the return.

Separate deposit requirements for nonpayroll
(Form 945) tax liabilities.— Separate deposits are re-
quired for nonpayroll income tax withholding. Do not
combine deposits for Form 941 and Form 945 tax liabili-
ties. Generally, the deposit rules for nonpayroll liabilities
are the same as discussed below. See the separate In-
structions for Form 945 for more information.

Federal tax deposit (FTD) coupon.— Use Form 8109,
Federal Tax Deposit Coupon, to make the deposits. Do
not use the deposit coupons to pay delinquent taxes as-
sessed by the IRS. Send those payments directly to your
Internal Revenue Service Center with a copy of any re-
lated notice the IRS sent you.

For new employers, the IRS will send you an FTD
coupon book 5 to 6 weeks after you receive an employer
identification number (EIN). (Apply for an EIN on Form
SS-4.) The IRS will keep track of the number of FTD
coupons you use and automatically will send you addi-
tional coupons when you need them. If you do not re-
ceive your resupply of FTD coupons, call 1-800-829—
1040. You can have the FTD coupon books sent to a
branch office, tax preparer, or service bureau that is
making your deposits by showing that address on Form
8109C, FTD Address Change, which is in the FTD cou-
pon book. (Filing Form 8109C will not change your ad-
dress of record; it will change only the address where
the FTD coupons are mailed.) The FTD coupons will be
preprinted with your name, address, and EIN. They have
entry boxes for indicating the type of tax and the tax pe-
riod for which the deposit is made.

It is very important to clearly mark the correct type of
tax and tax period on each FTD coupon. This informa-
tion is used by the IRS to credit your account.



If you have branch offices depositing taxes, give them
FTD coupons and complete instructions so they can de-
posit the taxes when due.

Please use only your FTD coupons. If you use anyone
else’s FTD coupon, you may be subject to the failure to
deposit penalty. This is because your account will be un-
derpaid by the amount of the deposit credited to the
other person’s account. See Penalties below for details.

How to make deposits.— Mail or deliver each FTD
coupon and a single payment covering the taxes to be
deposited to an authorized depositary or to the Federal
Reserve bank or branch (FRB) serving your area. An au-
thorized depositary is a financial institution (e.g., a com-
mercial bank) that is authorized to accept Federal tax
deposits. Follow the instructions in the FTD coupon
book. Make the check or money order payable to the de-
positary or FRB where you make your deposit. To help
ensure proper crediting of your account, include your
EIN, the type of tax (e.g., Form 941), and tax period to
which the payment applies on your check or money or-
der. Reporting agents who make deposits for their cli-
ents should see Revenue Procedure 89-48, in Internal
Revenue Cumulative Bulletin 1989-2, page 599.

Deposits at depositaries.— Authorized depositaries
must accept cash, a postal money order drawn to the or-
der of the depositary, or a check or draft drawn on and to
the order of the depositary. You can deposit taxes with a
check drawn on another financial institution only if the
depositary is willing to accept that form of payment.

Note: Be sure that the financial institution where you
make deposits is an authorized depositary. Deposits
made at an unauthorized institution may be subject to
the failure to deposit penalty.

Deposits at FRBs.— If you want to make a deposit at an
FRB, make the deposit with the FRB serving your area.
Deposits may be subject to the failure to deposit penalty
if the payment is not considered an immediate credit
item on the day it is received by the FRB. A personal
check, including one drawn on a business account, is
not an immediate credit item. To avoid a penalty, depos-
its made by personal checks drawn on other financial in-
stitutions must be made in advance of the deposit due
date to allow time for check clearance. To be considered
timely, the funds must be available to the FRB on the de-
posit due date before the FRB's daily cutoff deadline.
Contact your local FRB to obtain information concerning
check clearance and cutoff schedules.

Depositing on time.— The IRS determines if deposits
are on time by the date they are received by an author-
ized depositary or FRB. However, a deposit received by
the authorized depositary or FRB after the due date will
be considered timely if the taxpayer establishes that it
was mailed in the United States at least 2 days before
the due date.

Note: If you are required to deposit any taxes more
than once a month, any deposit of $20,000 or more must
be made by its due date to be timely.

Depositing without an EIN.— If you have applied for an
EIN but have not received it, and you must make a de-
posit, make the deposit with your Internal Revenue Ser-
vice Center. Do not make the deposit at an authorized
depositary or FRB. Make it payable to the Internal Reve-
nue Service and show on it your name (as shown on
Form SS-4), address, kind of tax, period covered, and
date you applied for an EIN. Send an explanation with
the deposit. Do not use Form 8109-B in this situation.

Depositing without Form 8109.— If you do not have
the preprinted Form 8109, you may use Form 8109-B to
make deposits. Form 8109-B is an over-the-counter
FTD coupon that is not preprinted with your identifying
information. You may get this form by calling 1-800—
829-1040. Be sure to have your EIN ready when you
call. You will not be able to obtain this form by calling the
general1-800—-TAX—FORMnumber.
Use Form 8109-B to make deposits only if—

* You are a new employer and you have been assigned
an EIN, but you have not received your initial supply of
Forms 81089.

* You have not received your resupply of preprinted
Forms 81089.

Deposit record.— For your records, a stub is provided
with each FTD coupon in the coupon book. The FTD
coupon itself will not be returned. It is used to credit your
account. Your check, bank receipt, or money order is
your receipt.

How to claim credit for overpayments.— If you de-
posited more than the right amount of taxes for a quar-
ter, you can request on Form 941 for that quarter to have
the overpayment refunded or applied as a credit to your
next return. Do not ask the depositary or FRB to request
a refund from the IRS for you.

Penalties.— Penalties may apply if you do not make re-
quired deposits on time. The penalties do not apply if
any failure to make a proper and timely deposit was due
to reasonable cause and not to willful neglect. For
amounts not timely deposited, the penalty rates are:

2% - Deposits made 1 to 5 days late.
5% - Deposits made 6 to 15 days late.

10% - Deposits made 16 or more days late. Also
applies to amounts paid to the IRS within 10
days of the date of the first notice the IRS sent
asking for the tax due.

15% - Amounts still unpaid more than 10 days after the
date of the first notice the IRS sent asking for
the tax due or the day on which you receive
notice and demand for immediate payment,
whichever is earlier.
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Caution: You may be subject to a penalty if you make
deposits at an unauthorized financial institution, you pay
directly to the IRS, or you pay with your tax return (but
see Depositing without an EIN and Payments with re-
turns earlier for exceptions).

Order in which deposits are applied.— Tax deposits
are applied first to satisfy any past due underdeposits for
the quarter, with the oldest underdeposit satisfied first.

Example: Cedar Inc. is required to make a deposit of
$1,000 on February 15 and $1,500 on March 15. It does
not make the deposit on February 15. On March 15,
Cedar Inc. deposits $1,700 assuming that it has paid its
March deposit in full and applied $200 to the late Febru-
ary deposit. However, because deposits are applied first
to past due underdeposits in due date order, $1,000 of
the March 15 deposit is applied to the late February de-
posit. The remaining $700 is applied to the March 15 de-
posit. Therefore, in addition to an underdeposit of
$1,000 for February 15, Cedar Inc. has an underdeposit
for March 15 of $800. Penalties will be applied to both
underdeposits as explained above.

Trust fund recovery penalty.— Ifincome, social secur-
ity, and Medicare taxes that must be withheld are not
withheld or are not paid to the IRS, the trust fund recov-
ery penalty may apply. The penalty is the full amount of
the unpaid trust fund tax. This penalty may apply to you if
these unpaid taxes cannot be immediately collected
from the employer or business.

The trust fund recovery penalty may be imposed on
all persons who are determined by the IRS to be re-
sponsiblefor collecting, accounting for, and paying over
these taxes, and who acted willfully in not doing so.

A responsible person can be an officer or employee
of a corporation, a partner or employee of a partnership,
an accountant, a volunteer director/trustee, or an em-
ployee of a sole proprietorship. A responsible person
also may include one who signs checks for the business
or otherwise has authority to cause the spending of busi-
ness funds.

Willfully means voluntarily, consciously, and inten-
tionally. A responsible person acts willfully if the person
knows the required actions are not taking place.

Separate accounting when deposits are not made or
withheld taxes are not paid.— Separate accounting
may be required if you do not pay over withheld em-
ployee social security, Medicare, or income taxes; de-
posit required taxes; make required payments; or file tax
returns. In this case, you would receive written notice
from the district director requiring you to deposit taxes in
a special trust account for the U.S. Government. You
would also have to file monthly tax returns on Form
941-M, Employer’s Monthly Federal Tax Return.
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When To Deposit

There are two deposit schedules—monthly or semi-
weekly—for determining when you deposit Federal em-
ployment and withholding taxes (other than FUTA
taxes). The IRS will notify you each November whether
you are a monthly or semiweekly schedule depositor for
the coming calendar year. If you do not receive the notifi-
cation, you must determine your deposit schedule using
the following rules. The rules apply to social security and
Medicare tax and Federal income tax withheld on
wages, tips, and sick pay. Similar rules apply for Federal
income tax withholding for nonpayroll items such as
backup withholding and withholding on pensions, annui-
ties, and gambling winnings. These rules do not apply to
Federal unemployment (FUTA) tax. See section 14 for
information on depositing FUTA tax.

Lookback period.— Your deposit schedule for a calen-
dar year is determined from the total employment taxes
reported on your Forms 941 (line 13) in a four-quarter
lookback period—July 1 through June 30—as shown in
the chart below. If you reported $50,000 or less of em-
ployment taxes for the lookback period, you are a
monthly schedule depositor; if you reported more than
$50,000, you are a semiweekly schedule depositor.
There are two exception rules—the $500 rule and the
$100,000 rule. The deposit rules and exceptions are dis-
cussed below.

Table 1. Lookback Period for Calendar
Year 1996

Calendar Year 1996
|Jan.—Mar.| Apr.—June |July—Sept.|Oct.—Dec.|

|— Lookback Period —|

1994 1995

July—Sept. | Oct.—Dec. Jan.—Mar. | Apr.—June

Monthly Deposit Schedule

You are a monthly schedule depositor for a calendar
year if the total employment taxes for the four quarters
in your lookback period were $50,000 or less. Under
the monthly deposit schedule, employment taxes with-
held on payments made during a calendar month must
be deposited by the 15th day of the following month.

Monthly schedule depositors should not file Form
941 on a monthly basis. Do not file Form 941-M, Em-
ployer's Monthly Federal Tax Return, unless you are in-
structed to do so by an IRS representative.

New Employers.— During the first calendar year of
your business, your tax liability for each quarter in the
lookback period is considered to be zero. Therefore,



you are a monthly schedule depositor for the first cal-
endar year of your business (but see the $100,000
One-Day Rule on page 20).

Semiweekly Deposit Schedule

You are a semiweekly schedule depositor for a calen-
dar year if the total employment taxes during your look-
back period were more than $50,000. Under the semi-
weekly deposit schedule, employment taxes withheld
on payments made on Wednesday, Thursday, and/or
Friday must be deposited by the following Wednesday.
Amounts accumulated on payments made on Satur-
day, Sunday, Monday, and/or Tuesday must be depos-
ited by the following Friday.

Table 2. Semiweekly Deposit Schedule

Payment Days/
Deposit Periods

Deposit By:

Wednesday, Thursday, | Following Wednesday
and/or Friday

Saturday, Sunday,
Monday, and/or
Tuesday

Following Friday

If a quarterly return period ends on a day other than
Tuesday or Friday, employment taxes accumulated on
the days covered by the return period just ending are
subject to one deposit obligation, and employment
taxes accumulated on the days covered by the new re-
turn period are subject to a separate deposit obligation.
For example, if one quarterly return period ends on
Thursday and a new quarter begins on Friday, employ-
ment taxes accumulated on Wednesday and Thursday
are subject to one deposit obligation and taxes accu-
mulated on Friday are subject to a separate obligation.
Separate Forms 8109 are required for each deposit be-
cause two different quarters are affected. Be sure to
mark the quarter for which the deposit is made on each
Form 8109.

Example of Monthly and Semiweekly
Schedules

Rose Co. reported employment tax liability on Form
941 as follows:

1995 Lookback Period 1996 Lookback Period

Rose Co. is a monthly schedule depositor for 1995
because its tax liability for the four quarters in its look-
back period (third quarter 1993 through second quarter
1994) was not more than $50,000. However, for 1996,
Rose Co. must follow the semiweekly deposit schedule
because its liability exceeded $50,000 for the four
guarters in its lookback period (third quarter 1994
through second quarter 1995).

Application of Monthly and Semiweekly
Schedules

The terms “monthly schedule depositor” and “semi-
weekly schedule depositor” do not refer to how often
your business pays its employees, or even how often
you are required to make deposits. The terms identify
which set of rules you must follow when a tax liability
arises (e.g., when you have a payday). The deposit
rules are based on the dates wages are paid; not on
when payroll liabilities are accrued.

Monthly schedule example: Spruce Co. is a
monthly schedule depositor with seasonal employees.
It paid wages each of the four Fridays during January
but did not pay any wages during February. Under the
monthly schedule, Spruce Co. must deposit the com-
bined tax liabilities for the four January paydays by Feb-
ruary 15. Spruce Co. does not have a deposit require-
ment for February (due by March 15) because no
wages were paid and, therefore, it did not have a tax li-
ability for the month.

Semiweekly schedule example: Green Inc., which
has a semiweekly deposit schedule, pays wages once
each month on the last day of the month. Although
Green Inc. has a semiweekly deposit schedule, it will
deposit just once a month because it pays wages only
once a month. The deposit, however, will be made
under the semiweekly deposit schedule as follows:
Green Inc.’s tax liability for the January 31, 1996
(Wednesday) payday must be deposited by February 7,
1996 (Wednesday). Under the semiweekly deposit
schedule, liabilities for wages paid on Wednesday
through Friday must be deposited by the following
Wednesday.

Deposits on Banking Days Only

If a deposit is required to be made on a day thatis not a
banking day, the deposit is considered timely if it is
made by the close of the next banking day. In addition
to Federal and state bank holidays, Saturdays and
Sundays are treated as nonbanking days. For example,
if a deposit is required to be made on a Friday and Fri-
day is not a banking day, the deposit will be considered
timely if it is made by the following Monday.

A special rule is provided for semiweekly schedule

3rd Quarter 1993 — $12,000 3rdQuarter 1994 —  $12,000 depositors that allows these depositors at least 3
4th Quarter 1993 —  $12,000 4th Quarter 1994 —  $12,000 banking days to make a deposit. That is, if any of the 3
1stQuarter 1994 -  $12,000 1stQuarter 1995 -  $12,000 weekdays after the end of a semiweekly period is a
2nd Quarter 1994 -  $12,000 2ndQuarter 1995 -  $15,000 banking holiday, they will have one additional banking

$48,000 $51,000 day to deposit. For example, if a semiweekly schedule
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depositor accumulated taxes for payments made on
Friday and the following Monday is not a banking day,
the deposit normally due on Wednesday may be made
on Thursday (allowing 3 banking days to make the
deposit).

$500 Rule

If an employer accumulates less than a $500 tax liabil-
ity during a return period (e.g., during a quarter for Form
941), no deposits are required and this liability may be
paid with the tax return for the period. However, if you
are unsure that you will accumulate less than $500, de-
posit under the appropriate rules so that you will not be
subject to failure to deposit penalties.

$100,000 One-Day Rule

If you accumulate an undeposited income, social se-
curity, and Medicare tax liability of $100,000 or more on
any day during a deposit period, you must deposit the
tax by the next banking day, whether you are a monthly
or semiweekly schedule depositor. For monthly sched-
ule depositors, the deposit period is a calendar month.
The deposit periods for a semiweekly schedule deposi-
tor are Wednesday through Friday and Saturday
through Tuesday.

For purposes of the $100,000 rule, do not continue
accumulating employment tax liability after the end of a
deposit period. For example, if a semiweekly schedule
depositor has accumulated a liability of $95,000 on a
Tuesday (of a Saturday-through-Tuesday deposit pe-
riod) and accumulated a $10,000 liability on Wednes-
day, the $100,000 one-day rule does not apply. Thus,
$95,000 must be deposited by Friday and $10,000
must be deposited by the following Wednesday.

In addition, once you accumulate at least $100,000
in a deposit period, stop accumulating at the end of that
day and begin to accumulate anew on the next day. For
example, Fir Co. is a semiweekly schedule depositor.
On Monday, Fir Co. accumulates taxes of $110,000
and must deposit this amount on Tuesday, the next
banking day. On Tuesday, Fir Co. accumulates addi-
tional taxes of $30,000. Because the $30,000 is not
added to the previous $110,000 and is less than
$100,000, Fir Co. must deposit the $30,000 by Friday
following the semiweekly deposit schedule.

If you are a monthly schedule depositor and accu-
mulate a $100,000 employment tax liability on any day
during a month, you become a semiweekly schedule
depositor on the next day and remain so for at least the
rest of the calendar year and for the following calendar
year.

Example: Elm Inc. started its business on February
1, 1996. On February 7, it paid wages for the first time
and accumulated an employment tax liability of
$40,000. On February 14, Elm Inc. paid wages and ac-
cumulated a liability of $60,000, bringing its accumu-
lated (undeposited) employment tax liability to
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$100,000. Because this was the first year of its busi-
ness, the tax liability for its lookback period is consid-
ered to be zero, and it would be a monthly schedule de-
positor based on the lookback rules. However, since
Elm Inc. accumulated a $100,000 liability on February
14, it became a semiweekly schedule depositor on
February 15. It will be a semiweekly schedule depositor
for the remainder of 1996 and for 1997. Elm Inc. is re-
quired to deposit the $100,000 by February 15 (Thurs-
day), the next banking day.

When to Deposit Employment Taxes
Start Here:

Will your total taxes for Deposit taxes by the and
the calendar quarierbs | yag |of the month following the
leas than $5007 If you |——p|quarter, or mail taxes with
are unsure, answer NO. Form 941.

No

y

Are your accumulated | yag | Deposit taxes by the
undeposited taxes :
$100,000 or more? »| next banking day.

lm

Did you fall under the Ye You are a semiweekly
$100,000 rule at any 9% | depositor for the
time during this year calendar year. Deposit

v

or last year? taxes accumulated for ;
No ® Wednesday, Thursday,
and Friday by the
\ 4 following Wednesday.

Is the total of taxes for Yos | eSsturday, Sunday,

the lookback period
more than $50,0007 .“,"y"ﬂiaf’&m;{; ?ri%:’;.

No You are a monthly depositor. Deposit

taxes accumulated for the calendar
I monm by the 15th of the following
month.

Adjustments and the Lookback Rule

Determine your tax liability for the four quarters in the
lookback period based on the tax liability as originally
reported on Form 941. If you made adjustments to cor-
rect errors on previously filed employment tax returns,
these adjustments do not affect the amount of tax lia-
bility for purposes of the lookback rule. If you report ad-
justments on your current employment tax return to
correct errors on prior period returns, include these ad-
justments as part of your tax liability for the current
guarter. If you filed Form 843 to claim a refund for a
prior period overpayment, your tax liability does not
change for either the prior period or the current period
quarter for purposes of the lookback rule.



Example: An employer originally reported a tax lia-
bility of $45,000 for the four quarters in the lookback
period ending June 30, 1995. The employer discovered
during January 1996 that the tax during one of the look-
back period quarters was understated by $10,000 and
corrected this error with an adjustment on the 1996 first
guarter return. This employer would be a monthly
schedule depositor for 1996 since the lookback period
tax liabilities are based on the amounts originally re-
ported and they were less than $50,000. The $10,000
adjustment would be treated as part of the 1996 first
quarter tax liability.

Accuracy of Deposits Rule

You will be considered to have satisfied the deposit re-
qguirements if you deposit timely at least 98% of your
tax liability or if any deposit shortfall does not exceed
$100. No deposit penalties will be applied if the
shortfall is deposited by the shortfall makeup date as
follows:

* Monthly Schedule Depositor. Deposit or pay the
shortfall with your return by the due date of the Form
941 for the period in which the shortfall occurred.
You may pay the shortfall with Form 941 even if the
amount exceeds $500.

* Semiweekly Schedule Depositor. Deposit by the
first Wednesday or Friday, whichever is earlier, fall-
ing on or after the 15th day of the month following
the month in which the shortfall occurred, or, if ear-
lier, the due date of the return. For example, if a sem-
iweekly schedule depositor has a deposit shortfall
during January 1996, the shortfall makeup date is
February 16, 1996 (Friday). However, if the shortfall
occurred on the required April 3 deposit date for a
March 29, 1996, pay date, the return due date (April
30) would come before the May 15 (Wednesday)
shortfall makeup date. In this case, the shortfall
would have to be deposited by April 30.

12. Filing Form 941

Each quarter, all employers who are subject to income
tax withholding (including withholding on sick pay and
supplemental unemployment benefits) or social secur-
ity and Medicare taxes must file Form 941, Employer’s
Quarterly Federal Tax Return. However, the following
exceptions apply:

1) Seasonal employers who no longer file for
quarters when they regularly have no tax liabil-
ity because they have paid no wages. To alert
the IRS that you will not have to file a return for
one or more quarters during the year, mark the
Seasonal employer box above line 1 on Form 941.
The IRS will mail two Forms 941 to the seasonal

filer once a year after March 1. The preprinted la-
bel will not include the date the quarter ended.
You must enter the date the quarter ended when
you file the return. The IRS will generally not in-
quire about unfiled returns if at least one taxable
return is filed each year. However, you must mark
the Seasonal employer box on every quarterly re-
turn you file. Otherwise, the IRS will expect a re-
turn to be filed for each quarter.

2) Household employers reporting social secur-
ity and Medicare taxes and/or withheld in-
come tax. If you are a sole-proprietor and file
Form 941 for business employees, you may in-
clude taxes for household employees on your
Form 941. Otherwise, for wages paid after 1994,
report social security and Medicare taxes and in-
come tax withholding for household employees on
Schedule H (Form 1040). These taxes will no
longer be reported quarterly on Form 942. See
Pub. 926, Household Employer’s Tax Guide, for
more information.

3) Employers reporting wages for employees in
American Samoa, Guam, the Commonwealth
of the Northern Mariana Islands, the U.S. Virgin
Islands, or Puerto Rico. If the employees are not
subject to U.S. income tax withholding, use Form
941-SS. Employers in Puerto Rico use Form 941—
PR.

Agricultural employers reporting social secur-
ity and Medicare taxes and withheld income
tax. Report these on Form 943, Employer’s An-
nual Tax Return for Agricultural Employees.

4

~

When to file.— File Form 941 by the last day of the
first month after the quarter ends. If you deposited all
taxes when due for the quarter, you may file the return
by the 10th day of the month following the due date.

Where to file.— The addresses are listed in the Form
941 instructions. Please note that there may be differ-
ent addresses for filing returns, depending on whether
you file with or without a payment.

Magnetic tape filing of Form 941.— Reporting
agents filing Forms 941 for groups of taxpayers can file
them on magnetic tape. For more information, see
Pub. 1264, Magnetic Tape Reporting of Form 941, Em-
ployer's Quarterly Federal Tax Return.

Penalties.— For each whole or part month a return is
not filed when required (disregarding any extensions of
the filing deadline), there is a penalty of 5% of the un-
paid tax due with that return. The maximum penalty is
25%. Also, for each whole or part month the tax is paid
late (disregarding any extensions of the payment dead-
line), a penalty of 0.5% of the amount of tax generally
applies. The maximum for this penalty is also 25%. The
penalties will not be charged if there is an acceptable
reason for failing to file or pay.
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Do not file more than one Form 941 per quarter.—
Employers with multiple locations or divisions must file
only one Form 941 per quarter. Filing more than one re-
turn may result in processing delays and may require
correspondence between you and the IRS.

Hints on filing.— Do not report more than one calen-
dar quarter on a return.

Use the preaddressed form mailed to you. If you
don’t have the form, get one from any IRS office in time
to file the return when due. If you use a form that is not
preaddressed, please show your name and EIN on it.
Be sure they are exactly as they appeared on earlier re-
turns. See the instructions for Form 941 for sugges-
tions for preparing the form.

Final return.— If you go out of business, you should
file a final return for the last quarter in which wages are
paid. If you continue to pay wages or other compensa-
tion for quarters following termination of your business,
you must file returns for those quarters. See the Form
941 instructions for details on how to file a final return.

Filing late Forms 941 for prior years.— If you are fil-
ing an original return for a quarter in a prior year and
you are using the current year form, you will have to
modify Form 941.

Caution: The instructions on the form may be inap-
propriate for the year for which you are reporting taxes
because of changes in the law, regulations, or proce-
dures. Contact the IRS if you have any questions. The
revision date (found under the form number at the top
of the form) will tell you the year for which the form was
developed.

Note: A form for a particular year can generally be
used without modification for any quarter within that
year. For example, a form with any 1996 revision date
(e.g., January or October 1996) can generally be used
without modification for any quarter of 1996.

In all cases, however, be sure to correctly fill out the
“Date quarter ended” section at the top of the form. If
you are modifying a form with a label, change the date
on the label (the date is shown with the month and year
the quarter ends; for example, JUN96 would be for the
guarter ending June 30, 1996). Cross out any inapplica-
ble tax rate(s) shown on the form and write in the rate
from the chart below. You can get tax rates and wage
bases for years not shown in the table from the IRS.
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Table 3. Social Security and Medicare Tax
Rates (For 3 prior years.)

Tax Rate on
Wage Base Taxable
(each Wages and
Calendar Year employee) Tips
1995-Social Security $61,200 12.4%
1995—Medicare All Wages 29
1994-Social Security 60,600 124
1994—Medicare All Wages 29
1993-Social Security 57,600 124
1993—Medicare 135,000 2.9

Reconciling Forms W-2, W-3, and 941.— When
there are discrepancies between Forms 941 filed with
the IRS and Forms W-2 and W-3 filed with the SSA, we
must contact you to resolve the discrepancies. This
costs time and money, both for the Government and
for you the employer.

To help reduce discrepancies—

1) Report bonuses as wages and as social security
and Medicare wages on Forms W-2 and 941.

2) Report both social security and Medicare wages
and taxes separately on Forms W-2, W-3, and
941.

3) Report social security taxes on Form W-2 in the
box for social security tax withheld, not as social
security wages.

4) Report Medicare taxes on Form W-2 in the box for
Medicare tax withheld, not as Medicare wages.

5) Make sure social security wage amounts for each
employee do not exceed the annual social secur-
ity wage base.

6) Do not report noncash wages that are not subject
to social security or Medicare taxes as social se-
curity or Medicare wages.

7) If you used an EIN on any quarterly Form 941 for
the year that is different from the EIN reported on
Form W=3, enter the other EIN on Form W-3 in
the box for “Other EIN used this year.”

To reduce the discrepancies between amounts re-
ported on Forms W-2, W-3, and 941—

1) Be sure the amounts on Form W-3 are the total
amounts from Forms W-2.

2) Reconcile Form W-3 with your four quarterly
Forms 941 by comparing amounts reported for—

* Income tax withholding.

* Social security wages, social security tips, and
Medicare wages and tips. Form W-3 should in-
clude Form 941 adjustments only for the current



year (i.e., if the Form 941 adjustments include
amounts for a prior year, do not report those
prior year adjustments on the current-year
Forms W-2 and W-3).

* Social security and Medicare taxes. The
amounts shown on the four quarterly Forms
941, including current-year adjustments, should
be approximately twice the amounts shown on
Form W=3. This is because Form 941 includes
both the employer and employee shares of so-
cial security and Medicare taxes.

» Advance earned income credit.

Do not report on Form 941 backup withholding or in-
come tax withholding on nonpayroll payments such as
pensions, annuities, and gambling winnings.
Nonpayroll w