New York payroll
tax audits

What businesses need to know
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Foreword

Ernst & Young LLP's employment tax and risk controversy professionals have observed a consistent increase in payroll tax
audits initiated by the New York State Department of Taxation and Finance (Department). Currently, specific industry sectors
appear to be the target, in particular financial services, pharmaceuticals, and media and entertainment.

The Department has had years to perfect its technigues, so these audits leave no stone unturned in identifying anomalies that
might lead to a hefty assessment. Responding to the Department'’s information document request (IDR) can be daunting, and
for the inexperienced, avoiding a costly closing agreement is improbable.

To help businesses understand and mitigate their risk, Ernst & Young LLP has prepared this comprehensive special report,
which examines the New York payroll tax audit process, including its key areas of focus and compliance gaps where
assessments are most prevalent.

This report is a must-read for executives and their delegates responsible for New York payroll tax compliance, governance and
risk assessment.

Sincerely,

Richard Ferrari

Partner
Ernst & Young LLP
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Richard Ferrari Debera Salam Francis Cannataro

Ernst & Young LLP Ernst & Young LLP Ernst & Young LLP Senior
Partner Knowledge Services Manager

Indirect Tax Employment Tax Advisory Employment Tax Advisory
richard.ferrari@ey.com debera.salam®@ey.com francis.cannataro@ey.com
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New York payroll tax audits: what
businesses need to know

Considering the
revenue that New
York’s payroll tax
audits generate,
there is little to
suggest the state
will soften its
posture and the
current audit
trends will likely
continue into the
foreseeable future.

New York continues to serve as a
global capital for finance, innovation
and headquarters for multinational
corporations. Accordingly, it is the
beneficiary of extensive executive
business travel. New York also leads the
country in its pursuit of withholding tax
audit examinations, holding employers
responsible to withhold, at source,
income taxes on earnings associated
with services performed in the state.

New York income tax withholding

audits are nothing new. In fact, in 2004,
the New York State Department of
Taxation and Finance (Department) first
published Withholding Tax Field Audit
Guidelines to streamline and standardize
the audit examination process for

its employment tax auditors. These
guidelines are lengthy and specific,
providing detailed instructions for various
procedural aspects of an income tax
withholding audit.

Over the years, New York's income tax
withholding audits have increased in
volume and scope.

Ernst & Young LLP's audit defense
professionals noticed heightened focus by

the Department on the financial services
sector, as well as other key industries,
such as pharmaceuticals, digital
media,broadcasting and entertainment.

Despite the frequency with which the
Department initiates examinations and
the volume of current audits, nothing
indicates it will turn its attention away
from pursuing other industry sectors.

Ernst & Young LLP's audit defense
professionals have additionally observed
that employers already the subject of a
New York income tax withholding audit
are just as susceptible to subsequent
audit selection as other businesses.

Considering the revenue that New York’s
payroll tax audits generate, there is little
to suggest the state will soften its posture
and the current audit trends will likely
continue into the foreseeable future.

Employers are no longer asking whether
they should comply with New York state
withholding tax guidelines. Rather, they
are seeking support to bring their policies
and procedures into compliance with

New York's complex income tax
withholding rules.
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New York payroll tax
withholding requirements

New York's payroll tax audit process is supported by its laws,
regulations, technical documents,! audit guidelines and
historical audit precedents. In particular, the audit is primarily
concerned with an employer’s obligation to withhold New York
state (and local) income taxes owed on wages sourced to

the state.

Generally, New York tax law requires employers maintaining an
office or transacting business within the state to deduct and
withhold New York personal income tax from taxable wages
paid to a resident or nonresident individual.? Specifically,
employers must withhold New York income tax from all wages
paid to residents, regardless of where they perform their
services. However, for nonresidents, only wages paid for
services performed within the state are subject to income tax
withholding. In this context, New York wages subject to income
tax withholding are those wages subject to federal income tax
withholding.® As a result, an employer must withhold New York
state tax on all taxable compensation, including regular wages,
trailing compensation (e.q., stock options, restricted stock and
deferred compensation), bonuses and severance payments.

Employees may also be subject to New York City and

Yonkers income tax withholding, and compliance with these
requirements is also reviewed in a New York state withholding
tax audit.

Teleworkers and the convenience of the employer’ rule

Although nonresidents are typically taxed only on wages
earned from services performed within the state, some
exceptions apply. Of significant note, New York is one of the
few states that apply the “convenience of the employer” rule
in determining when an out-of-state teleworker is subject to
New York income tax. Under this rule, nonresidents assigned
to a primary work location within the state must have 100% of
their wages sourced to New York if their services are rendered
outside of the state for the employee’s convenience rather
than for the necessity of the employer and if the employee
performs some services within New York. An exception applies
for work performed at a bona fide employer office outside of
New York, but what constitutes a bona fide employer office is
subject to narrow interpretation. New York's convenience of the
employer rule expands the reach of the income tax withholding
requirement much further than some employers realize.

Business travelers

Business travelers remain the key focus of the New York

payroll tax audit. Most audit assessments arise from errors in
withholding, remitting and reporting the correct tax from wages
paid to nonresident employees who are not primarily assigned
to a New York office. The rigidity of some payroll systems

adds to compliance difficulties for many employers left with
inadequate technology to track multistate travel or withhold tax
from wages and report such withholding to multiple states.

New York's convenience of the employer rule expands the reach of
the income tax withholding requirement much further than some

employers realize.

1. The Department issues a range of informational guidance, including advisory opinions, technical memorandums
and tax bulletins. Although the material is accurate on the date when a publication is issued, any subsequent
changes in laws or regulations, judicial decisions or changes in Department policies could affect the validity of

the information presented in such guidance.
2. New York Tax Law §675.
3. 20NYCRR §171.3(aX1); IRC §3401(a).
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New York's payroll tax

audit process

The typical New York payroll tax audit is initiated by mailing the
employer a formal audit notification letter that identifies the
tax periods under examination and the information required for
testing and review.

The information document request

The Information Document Request (IDR) generally includes

a demand to review books and records, a power of attorney
form,* and a questionnaire tailored to identify an employer’s
landscape, develop an audit plan, and spot potential gaps in an
employer’s withholding process, controls and compliance.

As part of the IDR, the Department will require an employer to
provide, for the calendar years under examination, an electronic
payroll data file detailing, among other items, the domestic
wages paid to employees across all US states and the taxes
withheld. The Department also requests other records, such as
business traveler policies and travel expense reimbursement
records. These requests are essential to achieving the
Department's aim of accurately determining the identity and
frequency of employees traveling to the state throughout the
audit period.

Audit tests

In the course of the audit, examiners are instructed to look
at key areas where an employer may be noncompliant. The
Department's Withholding Tax Field Audit Guidelines
prescribe approximately 20 tests, or “reports,” of potential
compliance issues.

For instance, "Report 7" looks at all employees with a New York
ZIP code, address or resident state code and zero New York
state income tax withholding. The existence of this scenario
could indicate the employer failed to withhold income tax on
New York taxable wages. “Report 20-2" examines Form 1099-
NEC recipients who were not employees in the current year

but were classified by the employer as employees in at least
one of the prior five years. This report assists the examiner

in identifying instances where employees may have been
incorrectly classified as independent contractors.

As these examples illustrate, each of the Department’s audit
reports is narrowly focused. But, in the aggregate, they serve
its broader purpose: namely, whether the employer is generally
compliant with the many regulations governing the withholding
and payment of New York income tax and the filing of employer
tax returns and information statements.

4.  Because of the extensive audit procedures and potential consequences of a negative audit assessment, the
Department provides the employer with a power of attorney form so the taxpayer can appoint a qualified

representative to discuss the case.
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Extract of New York information
document request and test scenarios

Businesses selected for a New York income tax withholding audit can expect to receive an information document request (IDR),
resulting in some of the tests shown here.

Worker misclassification: Forms 1099

= All Form 1099-MISC recipients with a Social Security
Number that matches a Social Security Number included in
the New York state wage reporting database in at least one
of the prior five years. These workers are not employees
in the current year but were classified by the employer as
employees in at least one of the prior five years.

= An exact copy of the 1099 Miscellaneous File that was filed
electronically with the IRS.

= An extract of the employer’s payroll information from
electronic or third-party payroll systems.

Metropolitan Commuter Transportation Mobility Tax

= Estimate of payroll expense for covered employees for
Metropolitan Commuter Transportation Mobility Tax.

Compensation and benefits

= Types of compensation paid during the audit years for prior
services performed in the state (e.g., stock options, bonuses,
severance pay).

= A copy of any employee handbook and/or “perk book."

Nonresident income tax withholding

= Description of any mergers, acquisitions and/or salesof any
affiliated entities.

= Description of tracking system for travel of highly
compensated employees based outside of New York.

= Magnetic swipe or security card system records for New York
locations.

= NYS Form IT-2104.1 process.

= List of corporate apartments or houses located in New York.
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5.
6.

20 New York Codes, Rules and Regulations (NYCRR) §171.6(a).
Technical Memorandum, TSB-M-12(5)I; Withholding Tax Field Audit Guidelines

(rev. April 5, 2005).

7.

Id.

Employers sometimes overlook that, in general,
New York income tax withholding is owed on
all trailing compensation earned in the state

without concern to the employee’s work location

or residence later when it is paid.
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8.  New York Tax Law §639(a).
9. 20NYCRR §171.4.
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Employers are ultimately accountable for any
withholding tax liability resulting from their
failure to retain the appropriate withholding

allowance certificates (or their electronic
equivalents) or failure to file copies of those
wherein the employee requested more than 14
withholding allowances.



https://www.tax.ny.gov/pdf/current_forms/it/it2104_1_fill_in.pdf
https://www.tax.ny.gov/pdf/current_forms/it/it2104_1_fill_in.pdf
https://www.tax.ny.gov/pdf/current_forms/it/it2104_1_fill_in.pdf
https://www.tax.ny.gov/pdf/current_forms/it/it2104_fill_in.pdf
https://www.tax.ny.gov/pdf/current_forms/it/it2104_fill_in.pdf
https://www.tax.ny.gov/pdf/current_forms/it/it2104e_fill_in.pdf
https://www.tax.ny.gov/pdf/current_forms/it/it2104e_fill_in.pdf
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New York's payroll tax audits are
comprehensive and technology-
assisted, and its examiners are
trained to highlight and act
on all unexplained anomalies.
Employers should prepare
accordingly and deploy proper
internal governance to avoid
preventable audit assessments.
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Measuring payroll tax audit risk

Audit reports allow the Department to complete a
comprehensive field audit assessment. Any compliance

gaps within an employer’s withholding procedures can result

in a significant assessment of tax, interest and penalties.
Employers (specifically, responsible officers) remain financially
responsible for all assessments, including underwithheld tax.

If the employer failed to withhold New York state (or local)
income taxes, employees are technically obligated to pay these
taxes when filing their New York individual income tax returns.
Although the employees’ payment of the tax relieves the
employer from owing the underwithheld portion of the tax, the
reality is that employees (in particular, New York nonresidents)
are likely not to file a New York tax return or pay the tax owed.
Consequently, employers may be saddled with the additional
burden of paying the underwithheld tax, as well as the
additional interest and penalties for failing to report and timely
remit the tax to the Department.

At risk industries

Considering how often employers are held responsible for

the underwithheld amount and the substantial financial
consequence resulting from this failure, they should factor this
underlying liability into their analysis and treat it as an essential
part of the overall risk assessment.

It is incumbent on employers to review internal policies and
procedures to assess whether reporting gaps could expose
them to additional tax, interest and penalties during a New York
income tax withholding audit. New York's payroll tax audits are
comprehensive and technology-assisted, and its examiners

are trained to highlight and act on all explained anomalies.
Employers should prepare accordingly

and deploy proper internal governance to avoid preventable
audit assessments.

At risk employers

ILT

= Construction

= Consulting services

= Banking

= Financial services

= Pharmaceutical

= Media and entertainment
= Telecommunications

= Transportation
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= Multistate employers registered
in New York.

= Employees work primarily from
their home offices outside of
the state.

= Multistate employees receive
trailing compensation.

= Employees frequently travel to
New York on business.

= A business was recently
acquired with New York work
activity.

= Stockholder meetings take
place in New York.

= Forms 1099-NEC are filed for
New York residents.



What can businesses do?

Employers have multiple remedies to self-correct gaps in their
governance of employment tax withholding and reporting. For
instance, some employers may believe that risk exists which
may warrant proactively coming forward under New York's
Voluntary Disclosure and Compliance Program to remediate
historical errors. Under the program, the employer sets forth
the facts and parameters of the disclosure to the Department
with the ultimate goal of satisfying liabilities. If successful, the
employer can limit its exposure, be relieved from penalties and
maintain confidentiality.

Employers might also consider undertaking the rigor of their

own internal audit reviews, akin to New York's payroll tax audit,
to identify compliance gaps and risks. As part of this process,
an employer can look at its current withholding policies and
determine whether to refresh and update them or to implement
a more comprehensive plan to strengthen overall compliance.

Regardless of what they choose and what challenges they face
with compliance or an audit examination, employers should take
steps to evaluate current risks and potential future liability. A
precise road map is fact-specific and employer-dependent, but,
ultimately, pre-emptive action can prove invaluable.
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Contact us for more informat
Employment Tax Advisory Services

Kristie Lowery

Partner/Principal
Employment Tax Adv:
kristie.lowery®@ey.com

Richard Ferrari
Partner/Principal
Employment Tax Advisory
richard.ferrari®ey.com
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EY | Building a better working world

EY is building a better working world by creating
new value for clients, people, society and the
planet, while building trust in capital markets.

Enabled by data, Al and advanced technology, EY
teams help clients shape the future with confidence
and develop answers for the most pressing issues
of today and tomorrow.

EY teams work across a full spectrum of services

in assurance, consulting, tax, strategy and
transactions. Fueled by sector insights, a globally
connected, multi-disciplinary network and diverse
ecosystem partners, EY teams can provide services
in more than 150 countries and territories.

All in to shape the future with confidence.

F - F
§ o 5IM0INS QN iy
. !
o | Easn ':: SIHIEE AR HRANGHEL M iy lllll §
{1 T
_ v  Riiannie, of RS niine B0 a-l'lllmm i
oi Ml L

- R L1 ! i
¢
e W oae

__“.'_"h. e | N -HIIIIIIIIIIII!H t
T -

EY refers to the global organization, and may refer to one or more,
of the member firms of Ernst & Young Global lelted each of
which is a separate legal entlty Ernst & Young GIoba*nlelted= a UK.
companykllmjt,eg by guarantea, JQ s | 'Ejt‘ prowde servuces to chants
Information about how ’EY 'co’?lect& awd‘uses pé‘rsonal data and a_
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legislation are available via ey coﬂ’i[b’r‘WB'ty EY member fi firms do.not
practice law where’prohibited by:local laws. 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.

© 2024 Ernst & Young LLP.
All Rights Reserved.
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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.
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http://https://www.ey.com/en_us/services/tax/ey-employment-tax-advisory-services
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