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Why some payroll adjustments  
can’t wait until year-end 
By Debera Salam, CPP and Kenneth Hausser, CPP 

If you have taxable noncash fringes and similar adjustments that you 
are holding until December, now may be a good time to rid your year-
end bucket list of most of them.

The fact that wages are subject to withholding at the time they are made available 
to employees (the “constructive receipt doctrine”) is second nature to payroll 
professionals and the fundamental logic on which payroll systems are based. 
(IRC §451.) 

Compliance is straightforward as well, except when the compensation isn’t a cash 
wage driven by the usual parameters of the payroll system. Noncash fringes, stock 
awards, taxable “expense” reimbursements, third-party payments and other similar 
items that require withholding and reporting after the fact frequently challenge the 
status quo and raise critical questions concerning the correct timing for wage and 
tax reporting. 

It’s easy to understand how certain types of wages are pushed into an adjustment 
folder for some later time. Compliance issues arise, however, when the list of year-
end adjustments includes items of compensation that were required to be accounted 
for at the time employees received them.

In this special report, we explain the timing rules that apply to special wage 
payments and the potential consequences for incorrectly holding them until the end 
of the year.  

Governmental auditors 
are all too aware of the 
potential for rewarding 
findings in their cursory 
review of payroll year‑end 
adjustments, the most 
significant being late 
deposit penalties. 
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Exceptions to the constructive 
receipt rule are limited
In consideration of the difficulties that businesses 
may encounter in identifying compensable items 
and determining their cash value, the IRS offers 
a limited number of exceptions to the general 
timing rule. 

• Special accounting rule. The most well-known 
of these exceptions or “rules of convenience” 
is the special accounting rule that allows 
employers to defer accounting for certain 
noncash fringe benefits received in November 
and December until the following year. 

• Annual taxation specifically allowed. The 
IRS also specifies that certain noncash fringe 
benefits, such as the fair market value of group-
term life over $50,000 and the personal use 
of company cars, may be accounted for on an 
annual basis. 

Because the IRS extends these rules of 
convenience, it is sometimes assumed that 
they apply to all special wage payments. The 
fact is, the constructive receipt doctrine applies 
unless the taxpayer can demonstrate that a 
rule of convenience is expressly allowed by law, 
regulation or other substantial authority. Hence, 
when reviewing compensatory items that are 
deferred to the end of the year (or the end of the 
month or quarter), it is important to keep in mind 
that the IRS will generally assume that the rule of 
constructive receipt governs, leaving you with the 
burden to refute its position.

Figure 1 on page 4 shows a sample of noncash 
fringes and other special wage payments that 
frequently are treated as year-end adjustments 
and the IRS timing rules that correctly apply. 
Notice that rules of convenience apply only to 
those items highlighted in yellow.

What’s the risk of waiting until year-end? 
Governmental auditors are all too aware of the potential for rewarding 
audit findings in their cursory review of year-end adjustments. Several 
potential assessments could apply when wages are not timely and 
accurately reported to the IRS and other tax revenue agencies; however, 
the obvious consequences of an adverse audit of a company’s year-end 
bucket list are late deposit penalties. 

For federal withholding and employment tax purposes, the late deposit 
penalty increases proportionately according to the number of days the 
deposit is delayed. The deposit penalty clock starts to run based on 
the day that the wages were constructively received. For example, a 
compensation item that was available to an employee on March 14 and 
is not accounted for until December 14 is subject to the 10% penalty 
under IRC §6656.

IRS penalties for late deposits of tax

Length of time deposit is late % of underpayment (penalty)
1 to 5 days 2%

6 to 15 days 5%

16 or more days late but no more 
than 10 days after IRS issues notice

10%

• Accuracy-related penalty. Deposit penalties are not the only tools 
of enforcement available to the IRS. The IRS may also apply the 
accuracy-related penalty of 20% on the employer portion of FICA and 
the FICA and federal income tax that should have been withheld. This 
penalty applies in the quarter that wages were deemed to have been 
constructively received (IRC §6662(a)). 

• Liability and negligence penalty for taxes not withheld at all. The 
largest monetary consequence applies when employers fail to withhold 
taxes at all, which sometimes happens if employees have been 
terminated or have insufficient current wages on which to pay the 
taxes owed. 

The IRS gives employers ample incentive for withholding federal 
income and Social Security/Medicare (FICA) taxes from employees’ 
wages by making employers (and responsible persons including 
officers and director) 100% liable for the taxes they fail to withhold. 
(IRC§3403, §3102(b) and §6672.) 

Why some payroll adjustments  
can’t wait until year-end
Continued
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To the extent the employer is successful in obtaining 
certification from employees (Form 4669) that they paid 
additional Medicare and federal income taxes to the IRS, all 
or a portion of the liability for these taxes can be abated. 
(IRC §3402(d).) The IRS may still assess a 20% negligence 
penalty for failure to properly withhold even if the employer 
resolves the underlying liability.

The employer remains jointly and severally liable for 
Social Security and Medicare tax it fails to withhold from 
wages, and the IRS considers settlement for those taxes 
to be between the employer and employee. IRC §6205 
and Treas. Reg. §31.6205 permit the employer to deduct 
underwithheld Social Security and Medicare tax related to 
a previous year from any amount payable to the employee, 
including nonwage amounts.

• Incorrect Forms W-2. If the correct wage amount is not 
reported on the Form W-2, Wage and Tax Statement 
penalties may also be assessed. These penalties are indexed 
annually for inflation. (Form W-2 instructions for 2019.) 

The penalty amounts, which apply separately to the employee 
copy and the copy required to be filed with the Social Security 
Administration, apply for filings due after December 31, 2019. 

• $50 per Form W-2 if you correctly file within 30 days of 
the due date; the maximum penalty is $556,500 per year 
($194,500 for small businesses).

• $110 per Form W-2 if you correctly file more than 30 days 
after the due date but by August 1; the maximum penalty is 
$1,669,500 per year ($556,500 for small businesses). 

• $270 per Form W-2 if you file after August 1, do not file 
corrections or do not file required Forms W-2; the maximum 
penalty is $3,339,000 per year ($1,113,000 for small 
businesses).

The largest monetary consequence 
applies with employers fail to withhold 
taxes at all, which sometimes happens 
if employees have terminated or have 
insufficient current wages on which to pay 
the taxes owed.

https://www.irs.gov/pub/irs-pdf/iw2w3.pdf
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Figure 1: Timing for recognizing fringe benefits as “paid”  
(special timing rules are highlighted in yellow) 

Compensation item Rule governing timing  
to report and withhold 

IRS authority 

Adoption assistance When paid IRC §451

Auto allowances When paid IRC §451

Auto — personal use When paid, or optionally at any frequency, 
but not later than end of year made available. 
Special accounting rule may also be used.

IRS Reg. §1.61-21(c)(7); IRS Announcement 
85-113, 1985-31 IRB 31

Educational assistance — taxable When paid IRC §451

Gift cards When made available IRC §451

Group-term life over $50,000 — taxable Annually, no later than end of year made 
available

IRS Notice 88-82, 1998-2 CB 398

Dependent-care assistance — taxable When made available IRC §451

Living expenses — taxable When paid IRC §451

Nonqualified deferred compensation — 
distribution

At time of distribution (2) IRC §451

Prizes and awards When paid IRC §451

Relocation reimbursements — taxable When paid IRC §451

Restricted stock units (RSUs) and other 
performance units 

At time of payment (2) IRC §451

Stock option exercise — taxable At time of exercise (1) IRC §451

Notes:
1 On March 14, 2003, the IRS provided a Field Directive instructing its examiners to follow more lenient guidelines in assessing late deposit penalties related 

to employment tax withholding in connection with the exercise of nonqualified stock options (NSOs). The memorandum acknowledges that under IRC §83 
and Rev. Rul. 67-257, the income taxation resulting from the exercise of an NSO occurs on the exercise date because, upon payment of the exercise price, 
the employee has the unconditional right to receive the stock. The memorandum acknowledged that the shares (or the cash value of the shares) may not be 
available to the exerciser of the options until the settlement date and that some argue the employee does not have constructive receipt until the settlement 
date. In addition, the memorandum references the Securities and Exchange Commission (SEC) requirement that broker-dealer trades must be settled within 
three days as a benchmark for a reasonable period of time from exercise to settlement. Accordingly, IRS examiners were directed not to challenge the 
timeliness of deposits of employment tax withholding in connection with the exercise of NSOs if such deposits are made within one day of the settlement 
date, as long as the settlement date is no more than three days from the date of exercise (T+3). The compensation date remains the exercise date, but 
the Field Directive provides a three-day grace period for making a next-day deposit of the employment taxes required to be withheld from the stock option 
compensation. (Mechanically, the liability date on Form 941 needs to be adjusted to exercise date plus three days when completing the Form 941, Schedule B 
liability schedule.) Note that some IRS examiners will ignore this three-day grace period if the employer’s deposits were generally not made in a timely manner 
in accordance with the three-day period. This position increases the deposit penalty by basing the deposit due date on the day the options are exercised and 
not three days later. The Field Directive also does not apply to deposits that are less than $100,000, which are required to be remitted under the normal 
semiweekly deposit due date. The IRS continues to follow the T+3 standard despite SEC adopting the earlier T+2 settlement cycle. (SEC 2017-68.) 

2 IRC §3121(v)(2) defines a special timing rule for the FICA taxation of nonqualified deferred compensation, which generally is the later of when services are 
performed or when there is no longer a substantial risk of forfeiture. As such, FICA taxation may occur prior to the income taxation date. Once an amount is 
subjected to FICA taxation, that amount and any earnings on that amount are no longer subject to FICA taxation. For example, assume that an employee defers 
$10,000 in 2018, the amount is fully vested, and FICA tax is paid and withheld on that amount. Assume further that in 2019, the account balance of $10,050 
(his 2018 deferral plus earnings) is distributed to him. The distribution of $10,050 is subject to federal income tax withholding but not FICA tax, because FICA 
tax applied in 2019.

Why some payroll adjustments  
can’t wait until year-end
Continued
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Gross-ups and the late deposit penalty
The most debated of the year-end adjustments are those 
wage payments on which the employer intends to pay the 
employees’ share of tax (“gross-up”). 

For example, some employers have a practice or policy of 
paying the employees’ share of taxes on taxable relocation 
payments. Relying on Rev. Rul. 75-191 (1975-1 CB 376), 
some have taken the position that late deposit penalties 
under IRC §6656 do not apply to the employee portion of 
FICA taxes that are paid through gross-up; consequently, 
there is no risk in delaying gross-up computations and the 
related deposits until the end of year.

In Rev. Rul. 75-191, the IRS describes three situations in 
which the employer failed to withhold or deposit federal 
income tax (FIT) and FICA taxes in a timely fashion:

• Situation 1. The employer did not withhold any income or 
FICA taxes from amounts paid to employees and did not 
make any deposits of taxes. It was later determined that 
taxes should have been withheld and deposits made.

• Situation 2. The employer withheld FICA and income 
taxes on a portion of the compensation to employees and 
made timely deposits of the taxes. It was later determined 
that taxes should have been withheld and deposited on the 
full amount of compensation instead of a portion.

• Situation 3. The employer properly withheld FICA and 
income taxes from wages paid to employees but either 
did not make the required deposits at all or made the 
deposits late. 

The IRS ruled that a late deposit penalty applies only in 
Situation 3 unless the employer’s failure to deposit was due 
to reasonable cause. 

In Situations 1 and 2, however, the IRS held that under IRS 
Reg. §31.6302(c)-1, the taxes required to be deposited are 
those taxes that were withheld, and the employer portion 
of the FICA taxes owed. Accordingly, the IRS ruled that the 
employers in Situation 1 and 2 are subject to late deposit 
penalty only on the employer’s share of FICA tax unless the 
failure to deposit the employer’s share of FICA was due to 
reasonable cause.

Hence, some have concluded that Rev. Rul. 75-191 supports 
the position that a late deposit penalty applies only to the 
employer portion of FICA taxes and cannot be assessed for 
employee withholding taxes that are attributable to gross-up. 

Unfortunately, not everyone agrees with this position. 
This diversity of opinion stems from the simple fact that 
the IRS itself has been inconsistent in its interpretation of 
Rev. Rul. 75-191. Some IRS officials argue, for instance, that 
when an employer agrees to pay an employee’s federal taxes 
(FICA and FITW), the taxes paid by the employer represent 
compensation to the employee at the time the withholding 
tax obligation was triggered. This additional compensation 
represents withholding taxes that are payable to the IRS at the 
time the taxable payment is made. 

Given that the facts and circumstances of Rev. Rul. 75-191 do 
not include reference to gross-ups, the door is left wide open 
for IRS examiners to assess a late deposit penalty on 100% of 
the taxes attributable to the gross-up. IRS officials in fact do 
not deny that, without consideration to Rev. Rul. 75-191, late 
deposit penalties have been assessed on 100% of the taxes 
attributable to gross-ups.

It is vital that employers correctly identify 
wage payments that are subject to the rule 
of constructive receipt and those that aren’t.
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For more information,  
please contact:

Kristie Lowery
Ernst & Young LLP
National Director, 
Employment Tax  
Advisory Services
kristie.lowery@ey.com

Bryan De la Bruyere
Ernst & Young LLP
Senior Manager, 
Employment Tax  
Advisory Services
bryan.delabruyere@ey.com

Employment tax process review 

Through staff interviews, data analysis and random sampling, our team identifies areas of opportunities and risk involving:

• Cash management
• Employee master file and pay/deduction transactions
• Recordkeeping, data management and reporting
• Federal, state, local and provincial tax reporting
• Efficiency/accuracy safeguards
• Reconciliation and third-party oversight   

Employment Tax (ET) Rapid Assessment™ TaxAbility™ Tax configuration review

With our ET Rapid Assessment™, businesses can access our 
secure web-based portal, or schedule an on-location meeting 
to complete our assessment questionnaire and receive a 
report highlighting potential risks and opportunities within 
their employment tax operations. Our team of qualified tax 
professionals support the process by reviewing the flags, 
ranking their priority, and co-developing any follow-up 
action plans. 

Employment tax processes are driven by configuration tables, 
payroll codes and attributes that direct the tax treatment of 
compensation and how it is ultimately mapped to returns and 
information statements. Our employment tax team reviews 
these data elements and assists businesses in designing and 
managing workflows to maintain their integrity.   

System implementation support* Co-sourcing* 

Adding our skilled resources to the system implementation 
team adds integrity to the employment tax processes 
while freeing staff resources to focus on their routine 
responsibilities. Implementation support is available in all 
phases including:

• Data migration planning and implementation
• Design and specifications 
• Testing and data sampling   

Our qualified professionals are available to meet your 
employment tax operational needs whether it be staffing, 
training or responding to one-off questions. 

*The scope of these services may be limited for Ernst & Young LLP SEC registrant audit clients.

A glitch in your payroll system or employment tax 
processes can easily go undetected and may result 
in costly errors in Forms W-2 and other employment 
tax returns

Get the support you need for 2019!

Take a look at how Ernst & Young LLP’s 
employment tax professionals are assisting 
businesses in meeting their year-end requirements. 

Are you ready for year-end?

mailto:kristie.lowery%40ey.com?subject=
mailto:bryan.delabruyere%40ey.com?subject=
http://www.ey.com/Publication/vwLUAssets/ey-taxabilitytm-streamline-pay-and-deduction-code-configurations/$FILE/ey-taxabilitytm-streamline-pay-and-deduction-code-configurations.pdf
https://assets.ey.com/content/dam/ey-sites/ey-com/en_us/topics/tax/ey-employment-transactions-lookback-review.pdf
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About EY
EY is a global leader in assurance, tax, transaction and advisory services. 
The insights and quality services we deliver help build trust and confidence 
in the capital markets and in economies the world over. We develop 
outstanding leaders who team to deliver on our promises to all of our 
stakeholders. In so doing, we play a critical role in building a better working 
world for our people, for our clients and for our communities.

EY refers to the global organization, and may refer to one or more, of the 
member firms of Ernst & Young Global Limited, each of which is a separate 
legal entity. Ernst & Young Global Limited, a UK company limited by 
guarantee, does not provide services to clients. Information about how EY 
collects and uses personal data and a description of the rights individuals 
have under data protection legislation are available via ey.com/privacy. For 
more information about our organization, please visit ey.com.

Ernst & Young LLP is a client-serving member firm of Ernst & Young Global 
Limited operating in the US.

Ernst & Young LLP does not bear any responsibility whatsoever for the 
content, accuracy or security of any links (by way of hyperlink or otherwise) 
to external websites.

© 2019 Ernst & Young LLP.
All Rights Reserved.

SCORE No. 07392-191US  
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This material has been prepared for general informational purposes only and is not intended to be relied 
upon as accounting, tax or other professional advice. Please refer to your advisors for specific advice.

ey.com

Connect with us

Join us on LinkedIn @Payroll Perspectives from EY

Tour our services on ey.com

Contact us at eyworkforceadvisoryservices@ey.com.
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+1 404 817 4384

Julie Gilroy 
julie.gilroy@ey.com 
+1 312 879 3413

Ken Hausser 
kenneth.hausser@ey.com 
+1 732 516 4558
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+1 704 331 1884  

Ali Master 
ali.master@ey.com 
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Chris Peters 
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