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Year End Checklist

[ confirm that employee names and Social Security numbers are correct.

[ Determine that all voided or reversed paychecks have been entered.

(] Determine that all bonuses have been entered in the payroll system.

[ Confirm that all manual checks written during the year have been entered.

L Ensure that other special tax items have been calculated and entered. These may
include Other Compensation, Third-Party Sick Pay, Employee Business Expense
Reimbursements, Taxable Fringe Benefits, Tip Allocation Information, and
Dependent Care Benefits.

O Verify that withholding and reporting has been done properly for taxable fringe
benefits —

These may include:

____ Group-term life insurance in excess of $50,000;

____ Third-party sick pay (is the third party issuing a W-2?);
____Personal use of company vehicle;

____Non-qualified moving expenses;

____Non-cash payments; and/or

____ 2% shareholder health insurance

L Determine what code should be placed on the W-2 for retirement plan and which
employees should have the retirement plan box checked.

[ Test the reasonableness of Social Security withholding and Medicare withholding by
multiplying by the applicable rates.
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Year End Checklist (cont.)

Q Verify the Federal and state unemployment tax rate and taxable wage limit for each
state and check with reports filed.

 Confirm that payroll register totals match Form W-3 totals.
L Confirm that monthly/quarterly reported amounts sum to annual totals on W-2's.
[ Confirm that Forms W-2 coincide with state and local report totals.

L Confirm that the reported taxes from Form W-3 equal tax deposits.

L Confirm that contributions to and distributions from childcare and medical plans
covered under Section 125 match.

Before First Payroll of the New Year

L Remind employees to fill out a new Form W-4 if their situation has changed.

[ Obtain new W-5 Forms for Advanced Earned Income Credit for the new year.

L Review compliance with Form I-9 requirements.

L Check the "purge" coding of any terminated employees who should be removed
from the database.

L Verify the employer's current year state unemployment tax rate and taxable wage
limit for each state.

Q Verify that employee requests for fringe benefit deduction changes for the new year
have been applied.
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Year End Balancing/Reconciliations
Here are a few basic tips to follow to confirm that your quarterly reports are in balance
with your annual reports. Use these tips along with the Annual Reconciliation
Worksheet on the following page.

Wages, tips and other compensation

= Quarter to date amounts - Form 941, line 2
= Employee level year to date amount - Form W-2, box 1
= Company total year to date amounts - Form W-3, box 1

The sum of line 2 for the four quarters on Form 941 should balance to the amount
appearing in Box 1 of Form W-3.

Federal income tax withheld

= Quarter to date amounts - Form 941, line 3
= Employee level year to date amount - Form W-2, box 2
= Company total year to date amounts - Form W-3, box 2

The sum of line 3 for the four quarters on Form 941 should balance to the amount
appearing in Box 2 of Form W-3.

Social Security Wages

= Quarter to date amounts - Form 941, line 5a
= Employee level year to date amount - Form W-2, box 3
= Company total year to date amounts - Form W-3, box 3

The sum of line 5a for the four quarters on Form 941 should balance to the amount
appearing in Box 3 of Form W-3.

Medicare Wages

= Quarter to date amounts - Form 941, line 5¢
= Employee level year to date amount - Form W-2, box 5
= Company total year to date amounts - Form W-3, box 5

The sum of line 5c¢ for the four quarters on Form 941 should balance to the amount
appearing in Box 5 of Form W-3.
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Annual Reconciliation of Payroll Tax Returns

Federal and Indiana

@)

(b)

©

Form 941/Form UC-1

Iltem Form/Line 1st Qtr 2nd Qtr 3rd Qtr 4th Qtr Total Form W-3 Form 940 Difference
. (@) - (b)
Taxable Wages |Form 941, line 2 N
Form W-3, box 1
(@) - (b)
Feder\%_mﬁoﬁe TaxX IEorm 941, line 3 N/A
. Form W-3, box 2
i i (@) - (b)
SOC'\Z‘/I Security  eorm 941, line 5a N/A
ages Form W-3, box 3
: ; (@) - (b)
Medicare Wages |Form 941, line 5¢ N/A
Form W-3, box 5
. . (@) - ()
Soma\INS.(;cr:]urlgy Tax Form W-3, box 3 multiplied by current SS rate (6.2%) N/A
ithhe Form W-3, box 4
i (@) - (b)
M?/c\j/'.fﬁ;e I'(Ij'ax Form W-3, box 5 multiplied by current Medicare rate (1.45%) N/A
ithhe Form W-3, box 6
. (@) - (b) - (c)
Gross Unemployment|Form 940, line 1
Wages Form W-3, box 5
Form UC-1, line 2
Taxable @-(©
U”e\rlnvp'oyme”t Form 940, line 5 N/A
ages Form UC-1, line 4
Item Form/Line Form WH-3 Form W-3 Difference

Indiana Income Tax
Withheld

Form WH-3, line 1
Form W-3, box 17

Indiana Local Income
Tax Withheld

Form WH-3, line 2
Form W-3, box 19
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Section Il - Annual Changes

e Social Security Wage Base and Tax Rate
e Medicare Tax Rate

e Social Security Earnings Limit

e Pension Plan Changes

e Federal Per Diem Allowances
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2011 Social Security Changes

Monthly Social Security and Supplemental Security Income (SSI) benefits will not
automatically increase in 2011 as there was no increase in the Consumer Price
Index (CPI-W) from the third quarter of 2008 to the third quarter of 2010. Other
important 2011 Social Security information is as follows:

Tax Rate 2010 2011
Employee 7.65% 7.65%
Self-Employed 15.30% 15.30%

NOTE: The 7.65% tax rate is the combined rate for Social Security and Medicare.
The Social Security portion (OASDI) is 6.20% on earnings up to the applicable
taxable maximum amount (see below). The Medicare portion (HI) is 1.45% on all

earnings.
Maximum Earnings Taxable: 2010 2011
Social Security (OASDI only) $106,800 $106,800
Medicare (HI only) No Limit
Quarter of Coverage: 2010 2011
Earnings required $1,120 $1,120

Retirement Earnings Test Exempt 2010 2011
Amounts:

Under full retirement age $14,160/yr. | $14,160/yr.

NOTE: One dollar in benefits will be withheld for ($1,180/mo.) |($1,180/mo.)

every $2 in earnings above the limit.

The year an individual reaches full $37,680/yr. | $37,680/yr.
retirement age ($3,140/mo) |($3,140/mo.)
NOTE: Applies only to earnings for months prior to

attaining full retirement age. One dollar in benefits

will be withheld for every $3 in earnings above the

limit.

There is no limit on earnings beginning the month an individual attains full
retirement age.
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2011 Pension Plan Changes

2010 2011
401(k) and 403(b) Deferral Limit $16,500 | $16,500
401(k), 403(b), 457 Catch-up Contribution $5,500 $5,500
Limit
Simple Deferral Limit $11,500 | $11,500
Simple 401(k) and IRA Catch-up Contribution $2,500 $2,500
Limit

Annual Compensation limit $245,000 | $245,000

DB 415 Limit $195,000 $195,000
DC 415 Limit $49,000 | $ 49,000
Dollar Limit for HCE $110,000 $110,000
Dollar Limit for Key Employee $160,000 | $160,000
Comp Limit for SEP Eligibility $550 $550

457 Deferral Limit $16,500 | $16,500
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Federal Per Diem Allowances

The maximum rates listed below are prescribed for reimbursement of per diem
expenses incurred during official travel within CONUS (the continental United States).

The amounts shown in column (a) are the maximums that will be reimbursed for lodging
expenses excluding taxes.

The M&IE rates shown in column (b) are fixed amounts allowed for meals and incidental
expenses covered by per diem. The per diem payment calculated for lodging expenses
plus the M&IE rate may not exceed the maximum per diem rate shown in column (c).

The maximum per diem rate for all Standard CONUS destinations will be $123 ($77 for
lodging and $46 for M&IE) effective October 1, 2010.

The following chart is for Indiana only. The complete listing for all states is located at
www.gsa.gov/perdiem.

Per Diem rates for INDIANA
Effective October 1, 2010

Per diem locality

(Cities not listed or located in listed counties have a Standard CONUS rate . M
$77 Lodging & $4(?fM&IE for FY 2011) Max_lmum & :
lodging + IE = Maximum
County and/or other  (excludes rate per diem
defined location taxes) rate (4)
Key city (1) 23 (a) (b) (c)
Bloomington Monroe 91 56 147
Carmel Hamilton 91 61 152
Ft. Wayne Allen 81 56 137
Indianapolis Hamilton, Marion, 91 61 152
Fort Benjamin
Harrison
Lafayette Tippecanoe 80 51 131
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Federal Per Diem Allowances (cont.)
Per Diem rates for INDIANA
Effective October 1, 2010

Per diem locality

(Cities not listed or located in listed counties have a Standard CONUS rate

of M
$77 Lodging & $46 M&IE for FY 2011) )
Maximum & _

County and/or lodgingg * | = Maximum

other defined (excludes rate per diem

location taxes) rate (4)
Key city (1) 23 (a) (b) (c)
South Bend St. Joseph 87 56 143
Valparaiso/Burlington Porter 79 51 130

Beach

Footnotes for Per Diem tables:

1. Unless otherwise specified, the per diem locality is defined as "all locations
within, or entirely surrounded by, the corporate limits of the key city, including
independent entities located within those boundaries."

2. Per diem localities with county definitions shall include "all locations within, or
entirely surrounded by, the corporate limits of the key city as well as the
boundaries of the listed counties, including independent entities located within
the boundaries of the key city and the listed counties (unless otherwise listed
separately)."

3. When a military installation or Government-related facility (whether or not
specifically named) is located partially within more than one city or county
boundary, the applicable per diem rate for the entire installation or facility is the
higher of the two rates which apply to the cities and/or counties, even though
part(s) of such activities may be located outside the defined per diem locality.

4. Federal agencies may submit a request to GSA for review of the costs covered
by per diem in a particular city or area where the standard CONUS rate applies
when travel to that location is repetitive or on a continuing basis and travelers'
experiences indicate that the prescribed rate is inadequate.
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Federal Per Diem Allowances (cont.)

Special M&IE rate for transportation industry
A special rate applies to:

(1) an employer that pays a per diem allowance only for M&IE to an employee in the
transportation industry; and

(2) a self-employed individual or employee in the transportation industry who computes
the amount allowable as a deduction for meal and incidental expenses for travel away
from home using the federal M&IE rate.

Effective October 1, 2010, these taxpayers may treat $59 as the federal M&IE rate for
any CONUS locality and $65 for any OCONUS locality.

If a payor uses either or both of these special rates for an employee, then these special
rates must be used for all such M&IE per diem allowances paid to that employee during
the calendar year.

Similarly, an employee or self-employed individual that uses either or both of these
special rates must use the special rate or rates for all M&IE amounts computed during
the calendar year.

The employee or self-employed individual must substantiate the elements of time,
place, and business purpose. Furthermore, the food and beverage deduction limitation
under Code Sec. 274(n) applies to these amounts computed by an employee or self-
employed individual in the transportation industry.

An employer paying travel expenses for an employee in the transportation industry may
compute the amount of the employee's expenses that is deemed substantiated under
the M&IE per diem method periodically (not less frequently than monthly) rather than
compute the amount deemed substantiated daily. The payor may do so by comparing
the total per diem allowance paid for the period to the sum of the amounts computed at
the federal M&IE rate(s) for the localities of travel for the days or partial days the
employee is away from home during the period.

Example:

Frederick Kelley, an employee in the transportation industry, travels away from
home within CONUS for 17 days (including partial days) during the month of
November and receives a per diem allowance for M&IE only. The amount deemed
substantiated for November is equal to the lesser of the total per diem allowance
paid for the month of November or $1,003 (17 days at $59 per day).
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Taxable Fringe Benefits
Any fringe benefit that you provide is taxable and must be included in the recipient's pay
unless the law specifically excludes it. Any benefit not excluded is taxable.

Including taxable benefits in pay. You must include in a recipient's pay the amount by
which the value of a fringe benefit is more than the sum of the following amounts.

= Any amount the law excludes from pay.
= Any amount the recipient paid for the benefit.

If the recipient of a taxable fringe benefit is your employee, the benefit is subject to
employment taxes and must be reported on Form W-2, Wage and Tax Statement.
However, you can use special rules to withhold, deposit, and report the employment
taxes.

If the recipient of a taxable fringe benefit is not your employee, the benefit is not subject
to employment taxes. However, you may have to report the benefit on one of the
following information returns.

If the recipient

receives the benefit as: Use:

An independent contractor Form 1099-MISC

A partner Schedule K-1 (Form 1065)
An S corporation shareholder Schedule K-1 (Form 1120S)

Rules for Withholding, Depositing, and Reporting

Use the following guidelines for withholding, depositing, and reporting taxable noncash
fringe benefits.

Valuation of fringe benefits. Generally, you must determine the value of noncash
fringe benefits no later than January 31 of the next year. Before January 31, you may
reasonably estimate the value of the fringe benefits for purposes of withholding and
depositing on time.

Choice of period for withholding, depositing, and reporting. For employment tax
and withholding purposes, you can treat fringe benefits (including personal use of
employer-provided vehicles) as paid on a pay period, quarter, semiannual, annual, or
other basis. But the benefits must be treated as paid no less frequently than annually.
You do not have to choose the same period for all employees. You can withhold more
frequently for some employees than for others. You can change the period as often as
you like as long as you treat all of the benefits provided in a calendar year as paid no
later than December 31 of the calendar year.
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Taxable Fringe Benefits (cont.)

Transfer of property. The above choice for reporting and withholding does not apply to
a fringe benefit that is a transfer of tangible or intangible personal property of a kind
normally held for investment, or a transfer of real property. For this kind of fringe benefit,
you must use the actual date the property was transferred to the employee.

Withholding and depositing taxes. You can add the value of fringe benefits to regular
wages for a payroll period and figure income tax withholding on the total. Or you can
withhold Federal income tax on the value of fringe benefits at the flat 25% rate
applicable to supplemental wages.

You must withhold the applicable income, social security, and Medicare taxes on the
date or dates you chose to treat the benefits as paid.

Amount of deposit. To estimate the amount of income tax withholding and
employment taxes and to deposit them on time, make a reasonable estimate of the
value of the fringe benefits provided on the date or dates you chose to treat the benefits
as paid. Determine the estimated deposit by figuring the amount that you would have
had to deposit if you had paid cash wages equal to the estimated value of the fringe
benefits and withheld taxes from those cash wages. Even if you do not know which
employee will receive the fringe benefit on the date the deposit is due, you should follow
this procedure.

If you underestimate the value of the fringe benefits and deposit less than the amount
that you would have had to deposit if the applicable taxes had been withheld, you may
be subject to a penalty.

If you overestimate the value of the fringe benefit and over deposit, you can either claim
a refund or have the overpayment applied to your next Form 941.

If you deposited the required amount of taxes but withheld a lesser amount from the
employee, you can recover from the employee the social security, Medicare, or income
taxes that you deposited on the employee's behalf and included on the employee's
Form W-2. However, you must recover the income taxes before April 1 of the following
year.

Paying your employee's share of social security and Medicare taxes. If you choose
to pay your employee's social security and Medicare taxes on fringe benefits without
deducting them from his or her pay, you must include the amount of the payments in the
employee's income. Also, if your employee leaves your employment and you have
unpaid and uncollected taxes for noncash benefits, you are still liable for those taxes.
You must add the uncollected employee share of social security and Medicare tax to the
employee's wages.
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Taxable Fringe Benefits (cont.)

Special accounting rule. You can treat the value of benefits provided during the last 2
months of the calendar year, or any shorter period within the last 2 months, as paid in
the next year. Thus, the value of benefits actually provided in the last 2 months of 2010
would be treated as provided in 2011 together with the value of benefits provided in the
first 10 months of 2011. This does not mean that all benefits treated as paid during the
last 2 months of a calendar year can be deferred until the next year. Only the value of
benefits actually provided during the last 2 months of the calendar year can be treated
as paid in the next calendar year.

Limitation. The special accounting rule cannot be used, however, for a fringe benefit
that is a transfer of tangible or intangible personal property of a kind normally held for
investment, or a transfer of real property.

Conformity rules. Use of the special accounting rule is optional. You can use the rule
for some fringe benefits but not others. The period of use need not be the same for
each fringe benefit. However, if you use the rule for a particular fringe benefit, you must
use it for all employees who receive that benefit. If you use the special accounting rule,
your employee also must use it for the same period that you use it. But your employee
cannot use the special accounting rule unless you do.

You do not have to notify the IRS if you use the special accounting rule. You may also,
for appropriate reasons, change the period for which you use the rule without notifying
the IRS. But you must report the income and deposit the withheld taxes as required for
the changed period.

Amount to report on Forms 941 and W-2. The actual value of fringe benefits provided
during a calendar year must be determined by January 31 of the following year. You
must report the actual value on Forms 941 and W-2. If you choose, you can use a
separate Form W-2 for fringe benefits and any other benefit information.

Include the value of the fringe benefit in box 1 of Form W-2. Also include it in boxes 3
and 5, if applicable. You may show the total value of the fringe benefits provided in the
calendar year or other period in box 14 of Form W-2. However, if you provided your
employee with the use of a vehicle and included 100% of its annual lease value in the
employee's income, you must also report it separately in box 14 or provide it in a
separate statement to the employee so that the employee can compute the value of any
business use of the vehicle.

If you use the special accounting rule, you must notify the affected employees of the
period in which you used it. You must give this notice at or near the date that you give
the Form W-2 but not earlier than with the employee's last paycheck of the calendar
year.

Baden, Gage & Schroeder, LLC 18 12/10



Taxable Fringe Benefits (cont.)

Supplemental Wages

Supplemental wages are compensation paid in addition to an employee's regular
wages. They include, but are not limited to, bonuses, commissions, overtime pay,
payments for accumulated sick leave, severance pay, awards, prizes, back pay and
retroactive pay increases for current employees, and payments for nondeductible
moving expenses. Other payments subject to the supplemental wage rules include
taxable fringe benefits and expense allowances paid under a nonaccountable plan. How
you withhold on supplemental wages depends on whether the supplemental payment is
identified as a separate payment from regular wages.

Withholding on supplemental wages when an employee receives more than
$1,000,000 of supplemental wages from you during the calendar year.

Special rules apply to the extent that supplemental wages paid to any one employee
during the calendar year exceed $1,000,000. If a supplemental wage payment, together
with other supplemental wage payments made to the employee during the calendar
year, exceeds $1,000,000, the excess is subject to withholding at 35 percent (or the
highest rate of income tax for the year). Withhold using the 35% rate without regard to
the employee's Form W-4. In determining supplemental wages paid to the employee
during the year, include payments from all businesses under common control.

Withholding on supplemental wage payments to an employee who does not
receive $1,000,000 of supplemental wages during the calendar year.

If the supplemental wages paid to the employee during the calendar year are less than
or equal to $1,000,000, the following rules apply in determining the amount of income
tax to be withheld.

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

Supplemental wages identified separately from regular wages. If you pay
supplemental wages separately (or combine them in a single payment and specify the
amount of each), the federal income tax withholding method depends partly on whether
you withhold income tax from your employee's regular wages.
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Taxable Fringe Benefits (cont.)

1) If you withheld income tax from an employee’s regular wages, you can use one of
the following methods for supplemental wages.

a) Withhold a flat 25% (no other percentage allowed)

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 was a single
payment. Subtract the tax already withheld from the regular wages. Withhold
the remaining tax from the supplemental wages.

2) If you did not withhold income tax from the employee's regular wages, use method
1b above. This would occur, for example, when the value of the employee's
withholding allowances claimed on Form W-4 is more than the wages

Regardless of the method that you use to withhold income tax on supplemental wages,
they are subject to social security, Medicare, and FUTA taxes.

State Supplemental Tax Rates

Indiana 3.4%
Ohio 3.5%
Michigan 4.35%
lllinois 3.0%
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Moving Expenses

Payments for an employee’s moving expenses are treated as excludable fringe benefits
if (1) the expenses would have been deductible by the employee if the employee paid
them, (2) the employee did not deduct the expenses in a prior year, and (3) payments
are made under an “accountable plan”. These payments should not be included in
taxable wages for income taxes or social security and Medicare taxes. Instead, report
them in box 12 using code P. These payments are not subject to withholding.

To be an accountable plan, the employer’s reimbursement arrangement must require
the employee to meet all three of the following rules:

Employee expenses must be deductible moving expenses,

Employee must adequately account to employer for these expenses within a reasonable
period of time, and

Employee must return any excess reimbursement or allowance within a reasonable
period of time.

Deductible moving expenses are described as:

Moving your household goods and personal effects (including in-transit or foreign-move
storage expenses) and

Traveling (including lodging) to your new home.

The employee cannot deduct any part of these expenses for meals.

If the employee uses their car to take themselves, members of the household, or
belongings to the new home, figure the expenses by deducting either:

e The actual expenses, such as gas and oil for the car, if an accurate record of
each expense is documented

e cents per mile (16.5 cents for 2010, and 19 cents for 2011)
The employee can also deduct parking fees and tolls paid in moving. The employee

cannot deduct any part of general repairs, maintenance, insurance or depreciation on
the car.
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Moving Expenses (cont.)
The employee cannot deduct the following expenses as moving expenses:

Pre-move house hunting expenses,

Temporary living expenses,

Meal expenses,

Expenses of buying or selling a home (including real estate commissions),
Expenses of getting or breaking a lease,

Security deposits (including any given up due to the move),

Home improvements to help sell the home,

Loss on the sale of the home,

Mortgage penalties,

Losses from disposing of memberships in clubs,

Any part of the purchase price of your new home,

Real estate taxes,

Car licenses fees,

Driver’s license,

Refitting carpets and draperies, and

Storage charges except those incurred in-transit and foreign moves.

If the employer reimburses the employee for any nondeductible moving expenses, or for
expenses that the employee has already deducted in a previous year, the
reimbursements must be included in the employee’s income. The employer must
withhold income tax, social security tax and Medicare tax. Taxable wages to the
employee would also include any amounts reimbursed to the employee that exceed the
employee’s deductible expenses that are not returned to the employer.

Reporting requirements of the employer

Reimbursements to employee treated as nontaxable — report on Form W-2, box 12,
code P.

Qualified moving expenses paid to a third-party (e.g. a moving company) on behalf of
an employee should no longer be reported on the W-2, box 12, code P.

Reimbursements to employee treated as taxable — include as taxable wages subject to
all withholding taxes; include in taxable wages in Form W-2, boxes 1, 3, and 5.
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Personal Use of Automobile
Employee owns automobile - Subject to all withholdings

Employer reimburses employee for business miles driven at a flat mileage rate.
The reimbursement amount is deductible on the employer’s tax return and not
included on the employee’s tax return.

Employer reimburses employee for the business percentage of actual
expenses paid by the employee: insurance, licensing, lease payments,
depreciation, gas, oil, tires, maintenance, routine repairs.

If the employer does not reimburse employee, employee can deduct expenses
on 1040, but only as an itemized deduction subject to a 2% of AGI floor.

Flat car allowances with no substantiation of expenses are totally taxable to the
employee.

Note that A and B are only allowable if business miles and expenses are substantiated
by the employee and if the employer has an accountable plan. Otherwise, any
reimbursements are treated as taxable wages.

The mileage rate effective January 1, 2010 was 50 cents per mile.
Effective January 1, 2011 the mileage rate will be 51 cents per mile.

Employer owns automobile - Subject to all withholdings

. Annual lease value method:

Fair market value at the time it is provided to employee is used to determine the
annual lease value. The annual lease value is multiplied by personal usage
multiplied by the portion of the year the vehicle was available. If the employer
paid for gas, total personal miles are multiplied by 5.5 cents, and this amount is
included as well. The total of the above calculations are included on the
employee’s W-2 and are subject to FICA (calculation worksheet and annual
lease value table on following pages). Note that the fair market value of the
vehicle is not re-evaluated until the fifth year after the employee begins using the
vehicle. If the vehicle is leased by the employer, the FMV may be determined by
the retail value as reported by a nationally recognized pricing source (e.g., blue
book), www.kbb.com, the manufacturer’s suggested retailed price less 8%, or
the dealer’s invoice price plus 4%.
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Personal Use of Automobile (cont.)

B. Cents-per-mile Rule. Under the cents-per-mile method, the standard mileage
rate (as previously noted) is multiplied by the total number of miles driven for
personal use. This method may only be used if the employer expects the
vehicle to be regularly used for business throughout the calendar year, the
vehicle is driven over 10,000 miles for business and personal use combined, the
vehicle is primarily used by employees, and the FMV of the vehicle does not
exceed $15,300 in 2010. This value is indexed annually.

Cents-per-mile valuation limits.

For vehicles first placed in service: Limit:

1-1-05 to 12-31-05 $14,800
1-1-06 to 12-31-06 $15,000
1-1-07 to 12-31-07 $15,100
1-1-08 to 12-31-08 $15,000
1-1-09 to 12-31-09 $15,000
1-1-10 to 12-31-10 $15,300

If the employer does not provide fuel, it may reduce the cents-per-mile rate by
5.5 cents.

Either A or B must be chosen when the vehicle is given to the employee to use.
This election cannot be changed later.

C. Commuting Rule. You determine the value of a vehicle you provide to an
employee for commuting use by multiplying each one-way commute (that is,
from home to work or from work to home) by $1.50. If more than one employee
commutes in the vehicle, this value applies to each employee.

The valuation rule may be used if:

(1) the vehicle is owned or leased by the employer and provided to one or
more employees for use in the employer's trade or business;

(2) the employer, for bona fide business reasons, requires employees to

commute to and from work in the vehicle (e.g., the need to respond to
emergency service calls);
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Personal Use of Automobile (cont.)

(3) the employer has established a written policy under which the
transportation is not provided for the employee's personal purposes;

(4) the transportation is not used for any personal reason other than
commuting due to unsafe conditions; and

(5) the commuter receiving the transportation is not a control employee
of the employer.

A control employee for 2010 is any employee who was:

(1) aboard- or shareholder-appointed, confirmed, or elected officer of the
employer whose pay for the year was $95,000 or more,

(2) was a director of the employer,
(3) received pay for the year of $195,000 or more from the employer, or
(4) owned 1% or more equity, capital, or profit interest in the employer.

You may elect to treat all highly compensated employees as control employees for the
commuting valuation rule. Under this option, all employees who are not highly
compensated are not control employees, regardless of their position. Further, for the
exception to apply, there must be evidence that would enable the IRS to determine
whether the use of the vehicle meets the conditions listed above.

Unsafe conditions

Employer-provided transportation for commuting solely because of unsafe conditions,
furnished to employees who would otherwise walk to work or use public transportation,
must be valued at $1.50 per one-way commute. Unsafe conditions exist if a reasonable
person would consider it unsafe to walk to or from home, or to walk or use public
transportation, at the time of day the employee must commute. You must have a written
policy stating that the transportation is not provided for personal use other than
commuting due to unsafe conditions. The valuation is only available for employees paid
on an hourly basis and who are nonexempt under the FLSA.
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EMPLOYER PROVIDED AUTOMOBILE
FRINGE BENEFIT CALCULATION
2010
TO BE COMPLETED BY EMPLOYEE

Employee Name

Description of Vehicle

Dates Available for Use During 2010

Business mileage (A)
Commuting mileage (B)
Other personal mileage ©

Total mileage (D)

Yes No

I have written documentation to support the above mileage figures.
Was the vehicle available for personal use during off-duty hours?
Do you have another vehicle available for personal use?

Was the vehicle available for commuting?

Are you an officer or 5% or more owner of the employer?

Average daily round trip commuting distance:

Notice: The Company has chosen not to withhold from employee paychecks income taxes payable on the value of
personal use of Company automobiles during 2010. Since personal car use increases taxable income, affected
employees may wish to submit to the Company a new Form W-4 to adjust the amount withheld from paychecks for
income taxes. This could help you avoid penalties, as well as additional taxes, at the end of the year. FICA taxes will
be withheld where applicable.
| have adequate records or sufficient corroborative evidence to support the above data.
Signed Date

TO BE COMPLETED BY EMPLOYER

Company Name

Fair Market Value of Vehicle

Annual lease value per table @)

Nonbusiness mileage (B) © = 2

Percent of personal use (2) / (D) = 3)

Total days available for use during the calendar year 4

Proration of availability (4) /365 = 5)

Lease value (1) x (3) x (5) = (6)
Fuel cost (if paid by employer) (2) x $0.055 =% @
Reimbursement to employer from employee (8)

Income to employee (6) +(7) - (8) =$

NOTE: Actual fuel cost may be used in lieu of the 5.5 cents per mile standard rate.
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Annual Lease Value Table

For use in calculating employer provided automobile fringe benefit

Automobile fair Annual lease
market value value
$0 to $999 $ 600
$1,000 to $1,999 850
$2,000 to $2,999 1,100
$3,000 to $3,999 1,350
$4,000 to $4,999 1,600
$5,000 to $5,999 1,850
$6,000 to $6,999 2,100
$7,000 to $7,999 2,350
$8,000 to $8,999 2,600
$9,000 to $9,999 2,850
$10,000 to $10,999 3,100
$11,000 to $11,999 3,350
$12,000 to $12,999 3,600
$13,000 to $13,999 3,850
$14,000 to $14,999 4,100
$15,000 to $15,999 4,350
$16,000 to $16,999 4,600
$17,000 to $17,999 4,850
$18,000 to $18,999 5,100
$19,000 to $19,999 5,350
$20,000 to $20,999 5,600
$21,000 to $21,999 5,580
$22,000 to $22,999 6,100
$23,000 to $23,999 6,350
$24,000 to $24,999 6,600
$25,000 to $25,999 6,850
$26,000 to $27,999 7,250
$28,000 to $29,999 7,750
$30,000 to $31,999 8,250
$32,000 to $33,999 8,750
$34,000 to $35,999 9,250
$36,000 to $37,999 9,750
$38,000 to $39,999 10,250
$40,000 to $41,999 10,750
$42,000 to $43,999 11,250
$44,000 to $45,999 11,750
$46,000 to $47,999 12,250
$48,000 to $49,999 12,750
$50,000 to $51,999 13,250
$52,000 to $53,999 13,750
$54,000 to $55,999 14,250
$56,000 to $57,999 14,750
$58,000 to $59,999 15,250

For vehicles having a fair market value in excess of $59,999, the Annual Lease Value is equal to: (25% X
the fair market value of the automobile) + $500.
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Group-Term Life Insurance

Include in wages for income, social security and Medicare tax purposes,
the cost of group-term life insurance you provided to an employee for
coverage over $50,000, or for coverage that discriminated in favor of the
employee. This amount is subject to withholding for social security and Medicare, but not
income tax.

Figure the monthly cost of the insurance to include in the employee’s wages by multiplying the
number of thousands of dollars of insurance coverage over $50,000 by the cost shown in the
following table. You must prorate the cost from the table if less than a full month of coverage is
involved.

Cost Per $1,000 of Protection for One Month:

Age Cost

under25 ..., $ .05
25through 29......ccooriiie e, .06
30 through 34 .....ooeeeiiiiiii .08
35through 39 ..., .09
40 through 44 ... .10
A5through 49......cooiii i, 15
50 through 54 .....ooevviiiiiiie e .23
55through 59....ccooeiriie e, 43
60 through 64 ........coooiiiiiiiii e .66
65 through 69...........oooo 1.27
70and older ... 2.06

Sample calculation of fringe benefit for 2010:

X Corporation pays a premium on a $70,000 group term life insurance policy on the life of its
president, John. John is 50 years old. The cost of the policy includable in John’s gross income
is computed as follows:

$70,000 Total insurance coverage
(50,000) Tax-free insurance coverage
20,000 Insurance coverage subject to tax
1,000 Divide by 1,000
20
.23 Rate per $1,000
4.60 Cost per month
x12  Multiply by 12 months

$ 55.20 Cost for coverage
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Health Insurance

Employer contributions to accident and health plans are not income. Contributions by an
employer to accident and health plans to provide compensation (through insurance or
otherwise) for employees in case of personal injury or sickness are exempt from federal
income taxation and, thus, are not subject to federal income tax withholding.

This is true regardless of whether individual or group policies are involved, and
regardless of whether the employer payment is made directly to an insurer or indirectly
through an insurance fund. Employer contributions to maintain group health plans for
reservists called to active duty and their families will continue to be excludable from the
reservists' gross income. The exclusion from taxation applies to employer payments of
supplementary medical insurance premiums under Medicare.

The exclusion, however, does not apply to shareholders who own more than 2% of the
shares outstanding in an S corporation. Such shareholders are considered partners in a
partnership. Consequently, any accident and health insurance premiums paid by the S
corporation on behalf of its 2% shareholders are considered "wages" subject to income
withholding. Such payments may be excluded from FICA tax if the payments were
made under a plan for employees and their dependents or for a particular class of
employees and their dependents. Employees that are children of a 2% shareholder
should be treated the same for purposes of health insurance paid by the S Corporation.

2% S Corp. Shareholder Health Insurance
e Include as income taxable wages on W-2, boxes 1, 16 and 18
e Not subject to FICA or Medicare taxes (do not include on W-2 boxes 3 and 5)

e 100% deduction from AGI on Shareholder Individual tax return

Further quidance from IRS

Notice 2008-1, I.R.B. 2007-2, December 13, 2007. [Code Secs. 162 and 1372]

Deductions: Insurance premiums: S corporation: Two-percent shareholder.

The IRS has released special rules regarding the deduction by two-percent
shareholder-employees of S corporations of health insurance premiums that are paid by
or reimbursed by the S corporations and included in the shareholders' income. A two-
percent shareholder-employee may deduct amounts paid for insurance under Code
Sec. 162(l) if the insurance plan was established by the S corporation. A plan is
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Health Insurance (cont.)

considered to be established by the S corporation if the S corporation makes the
premium payments in the current tax year or the two-percent shareholder makes the
premium payments and is, then, reimbursed by the S corporation in the current tax year.
Payments, whether made directly by the S corporation or reimbursed by the S
corporation, must be included in the shareholder's wages and reported on the
shareholder's Form W-2, Wage and Tax Statement.

NOTE: C Corporation Shareholder Health Insurance is excluded from taxable wages.
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Employer Paid Fringe Benefits

Gifts, Awards, and Incentives

The following are six general rules on the taxation of gifts, awards, and incentives given
to employees:

e Monetary prizes, awards, bonuses and gift certificates,
including achievement awards, are generally considered
taxable compensation subject to federal and state income tax
withholding, unemployment tax, and FICA taxes.

e Prizes, bonuses, awards that involve goods or services, such as
a vacation trip for meeting a sales goal, also generally result in taxable income.

e "Tangible personal property" awarded to employees to recognize the employees’
length of service or safety achievement is not taxable. However, there are strict
rules to follow for tax-free treatment that we'll describe later.

e The term “tangible personal property” does not mean cash or gift certificates.
Although the definition of “tangible personal property,” is unclear, most tax
advisers take the position that certificates and other types of awards redeemable
for merchandise — such as points and cards with point values — are taxable.
One exception: If the merchandise is given as an employee achievement award
and meets IRS rules.

e Awards and gifts of minimal value, such as a holiday turkey, generally fall under
the IRS’s de minimis rule and are not taxable. That rule says if an employer
provides an employee with a product or service that costs so little that it would be
unreasonable for the employer to account for it, the value is not taxable income.
(Cash awards and gift certificates redeemable for cash are not included under
the de minimis rule.)

What's considered minimal? Most tax advisers say $25 to $75 to an employee in
a year. Consult with your tax adviser on the de minimis amount to use in your
situation.

e The value of holiday gifts, such as merchandise or tickets to sporting events, in
excess of the de minimis amount is taxable income.

Tax-Free Employee Achievement Awards

In some cases, the value of employee achievement awards can be excluded from
taxable income. However, the award must involve something other than cash, a gift
certificate, or other cash-equivalent item, and must be given for length-of-service or
safety achievement. The amount that the employee can receive tax free is limited to the
employer’s cost and cannot exceed $1,600 ($400 for awards that are not qualified plan
awards) for all awards the employee receives during the year.
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Employer Paid Fringe Benefits (cont.)

In addition, the employer must make the award as part of a meaningful presentation.
The tax-free employee achievement award exception does NOT apply if:

e The length-of-service award is for less than five years of service or if the
employee received another length-of-service award during the year or the
previous four years.

e The safety achievement award is given to a manager, administrator, clerical
employee, or other professional employee.

e More than 10 percent of eligible employees previously received safety
achievement awards during the year.

Employee. For this exclusion, treat the following individuals as employees.

= A current employee.

= A former common-law employee that you maintain coverage for in
consideration of or based on an agreement relating to prior service as an
employee.

= A leased employee who has provided services to you on a substantially full-
time basis for at least a year if the services are performed under your primary
direction or control.

Exception for S corporation shareholders. Do not treat a 2% shareholder of an S
corporation as an employee of the corporation. A 2% shareholder is someone who
directly or indirectly owns (at any time during the year) more than 2% of the
corporation's stock or stock with more than 2% of the voting power.

Exclusion from wages. You can generally exclude the value of achievement awards

that you give to an employee from the employee's wages if their cost is not more than
the amount that you can deduct as a business expense for the year.
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Employer Paid Fringe Benefits (cont.)

Qualified Transportation Benefits

This exclusion applies to the following benefits.

= Aride in a commuter highway vehicle between the employee's home and work
place.

= A transit pass.
= Qualified parking.
= Bicycle commuters.

The exclusion applies whether you provide only one or a combination of these benefits
to your employees.

Qualified transportation benefits can be provided directly by you or through a bona fide
reimbursement arrangement. However, cash reimbursements for transit passes qualify
only if a voucher or a similar item that the employee can exchange only for a transit
pass is not readily available for direct distribution by you to your employee. A voucher is
readily available for direct distribution only if an employee can obtain it from a voucher
provider that does not impose fare media charges or other restrictions that effectively
prevent the employer from obtaining vouchers.

Commuter highway vehicle. A commuter highway vehicle is any highway vehicle that
seats at least 6 adults (not including the driver). In addition, you must reasonably expect
that at least 80% of the vehicle mileage will be for transporting employees between their
homes and work place with employees occupying at least one-half of the vehicle's seats
(not including the driver's).

Transit pass. A transit pass is any pass, token, farecard, voucher, or similar item
entitling a person to ride, free of charge or at a reduced rate, one of the following:

=  On mass transit.

» In a vehicle that seats at least 6 adults (not including the driver) if a person in the
business of transporting persons for pay or hire operates it.

= Mass transit may be publicly or privately operated and includes bus, rail, or ferry.
Qualified parking. Qualified parking is parking that you provide to your employees on
or near your business premises. It includes parking on or near the location from which

your employees commute to work using mass transit, commuter highway vehicles, or
carpools. It does not include parking at or near your employee's home.
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Employer Paid Fringe Benefits (cont.)

Bicycle commuters. The Emergency Economic Stabilization Act of 2008 changed
transportation fringe benefits. Effective with respect to taxable years beginning after
December 31, 2008, a “qualified bicycle commuting reimbursement” is added as a
qualified transportation fringe benefit under IRC §132. This benefit is defined as any
employer reimbursement of an employee for reasonable expenses incurred by the
employee for the purchase and repair of a bicycle, bicycle improvements, and bicycle
storage, provided that the bicycle is regularly used for travel between the employee’s
residence and place of employment.

Employee. For this exclusion, treat the following individuals as employees.
» A current employee.

= A leased employee who has provided services to you on a substantially full-
time basis for at least a year if the services are performed under your primary
direction or control.

Exception for S corporation shareholders. Do not treat a 2% shareholder of an S
corporation as an employee of the corporation. A 2% shareholder is someone who
directly or indirectly owns (at any time during the year) more than 2% of the
corporation's stock or stock with more than 2% of the voting power.

Relation to other fringe benefits. You cannot exclude a qualified transportation
benefit that you provide to an employee under the de minimis or working condition
benefit rules. However, if you provide a local transportation benefit other than by transit
pass or commuter highway vehicle, or to a person other than an employee, you may be
able to exclude all or part of the benefit under other fringe benefit rules (de minimis,
working condition, etc.).

Exclusion from wages. You can generally exclude the value of transportation benefits
that you provide to an employee during 2010 from the employee's wages up to the
following limits.

= combined commuter highway vehicle transportation and transit passes - $230
per month

= qualified parking - $230 per month

» bicycle commuters - $20 per month

Benefits more than the limit. If the value of a benefit for any month is more than its
limit, include in the employee's wages the amount over the limit minus any amount the
employee paid for the benefit. You cannot exclude the excess from the employee's
wages as a de minimis transportation benefit.
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Employer Paid Fringe Benefits (cont.)

Educational Assistance

This exclusion applies to educational assistance that you provide to employees under
an educational assistance program. The exclusion also applies to graduate level

courses.

Educational assistance means amounts that you pay or incur for your employees'
education expenses. These expenses generally include the cost of books, equipment,
fees, supplies, and tuition. However, these expenses do not include the cost of a course
or other education involving sports, games, or hobbies, unless the education:

Has a reasonable relationship to your business, or

Is required as part of a degree program.

Education expenses do not include the cost of tools or supplies (other than textbooks)
that your employee is allowed to keep at the end of the course. Nor do they include the
cost of lodging, meals, or transportation.

Educational assistance program. An educational assistance program is a separate
written plan that provides educational assistance only to your employees. The program
gualifies only if all of the following tests are met.

The program benefits employees who qualify under rules set up by you that do
not favor highly compensated employees. To determine whether your program
meets this test, do not consider employees excluded from your program who
are covered by a collective bargaining agreement if there is evidence that
educational assistance was a subject of good-faith bargaining.

The program does not provide more than 5% of its benefits during the year for
shareholders or owners. A shareholder or owner is someone who owns (on
any day of the year) more than 5% of the stock or of the capital or profits
interest of your business.

The program does not allow employees to choose to receive cash or other
benefits that must be included in gross income instead of educational
assistance.

You give reasonable notice of the program to eligible employees.

Your program can cover former employees if their employment is the reason for the
coverage.
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Employer Paid Fringe Benefits (cont.)

For this exclusion, a highly compensated employee for 2010 is an employee who meets
either of the following tests.

1) The employee was a 5% owner at any time during the year or the preceding year.
2) The employee received more than $110,000 in pay for the preceding year.

You can choose to ignore test (2) if the employee was not also in the top 20% of
employees when ranked by pay for the preceding year.

Employee. For this exclusion, treat the following individuals as employees.

= A current employee.
= A former employee who retired, left on disability, or was laid off.

= A leased employee who has provided services to you on a substantially full-
time basis for at least a year if the services are performed under your primary
direction or control.

» Yourself (if you are a sole proprietor).
= A partner who performs services for a partnership.

Exclusion from wages. You can exclude up to $5,250 of educational assistance you
provide to an employee under an educational assistance program from the employee's
wages each year.

Assistance over $5,250. If you do not have an educational assistance plan, or you
provide an employee with assistance exceeding $5,250, you can exclude the value of
these benefits from wages if they are working condition benefits. Property or a service
provided is a working condition benefit to the extent that if the employee paid for it, the
amount paid would have been deductible as a business or depreciation expense.
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Employer Paid Fringe Benefits (cont.)

Employee Stock Options

There are three classes of stock options--incentive stock options, employee stock
purchase plan options, and nonstatutory (nonqualified) stock options.

Generally, for income tax purposes, incentive stock options and employee stock
purchase plan options are excluded from wages both when the options are granted and
when they are exercised (unless the stock is disposed of in a disqualifying disposition).

However, the spread (between the exercise price and fair market value of the stock at
the time of exercise) is included in wages subject to social security, Medicare, and
Federal unemployment (FUTA) taxes when the options are exercised. Income tax
withholding is not required at the time of exercise.

The spread on nonstatutory options normally is included in wages for income tax
purposes when the options are exercised. The spread on nonstatutory options is also
subject to social security, Medicare, and FUTA taxes, and income tax withholding at the
time of exercise.

The IRS will not enforce the application of social security, Medicare, and FUTA taxes at
the time of exercise on the spread on incentive stock options and employee stock
purchase plan options until further guidance is issued.

In addition, if stock acquired pursuant to the exercise of an incentive stock option or
employee stock purchase plan option is subsequently sold in a disqualifying disposition,
the income is not subject to income tax withholding. (However, the income should be
reported to the employee or former employee, generally in box 1 of Form W-2.)

An employee who transfers his or her interest in nonstatutory stock options to the
employee's former spouse incident to a divorce is not required to include an amount in
gross income upon the transfer. The former spouse, rather than the employee, is
required to include an amount in gross income when the former spouse exercises the
stock options.
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Employer Paid Fringe Benefits (cont.)

Cafeteria Plans

Federal Income Tax Withholding Treatment: No withholding if qualified benefit is
chosen. Subject to withholding if cash is chosen.

Federal Insurance Contributions Act Treatment: Not subject to FICA if qualified
benefit is chosen. Subject to FICA if cash is chosen. FICA applies to 401(k) deferrals
and to group-term life insurance coverage in excess of $50,000.

Federal Unemployment Tax Act Treatment: Not subject to FUTA if qualified benefit is
chosen. Subject to FUTA if cash is chosen. FUTA applies to 401(k) deferrals.

What is a cafeteria plan?

Cafeteria plans or flexible benefit plans are employee benefit plans, authorized by Code
Sec. 125, under which employees may choose from among two or more benefits
consisting of cash and qualified benefits offered by an employer. The cafeteria plan
must be in writing. All participants must be employees or full-time life insurance
salespersons (to the extent that they are otherwise permitted to exclude the elected
benefit from income). No special permission is required from the IRS to implement a
cafeteria plan.

Why offer cafeteria plans?

Cafeteria plans give employees greater responsibility for planning their choice of
benefits while saving benefit costs for the employer. There are also some immediate tax
benefits. All of the before-tax deductions of the employees are exempt from federal
income tax, FICA, and, in some states, are exempt from state withholding. Most states
exclude any contributions to before-tax plans from income taxes. Before-tax plans
provide many employees with their only opportunity to take a tax deduction for medical
expenses, since few employees meet the percentage of income test required to deduct
medical expenses on individual tax returns.

Employers can save on FICA by instituting a cafeteria plan. Annual FICA savings may
actually exceed the administration costs involved in implementing and maintaining a
plan.
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What benefits may be offered in a cafeteria plan?

Qualified benefits that can be offered include accident and health insurance, dependent
care assistance, group legal services, group-term life insurance, short-term or long-term
disability coverage, elective contributions to a qualified CODA (401(k)), additional vacation
days that can be purchased by employees, flexible spending accounts, adoption assistance
benefits, and health savings accounts.

The exclusion of the premium value of any insurance-type protection against legal
expenses for any individual in a taxable year is limited to $70 annually. This limit applies to
the premium value of a plan (whether insured or self-insured), but not to the reimbursement
or services provided under the plan.

Employees of educational organizations are allowed to elect post-retirement life insurance
coverage.

Cafeteria plans may use an automatic enrollment process under which an employee's
salary is reduced each year to pay for a portion of the group health coverage under the
plan. A cafeteria plan's use of an automatic enrollment process that reduces an employee's
salary each year to pay for a portion of the coverage does not require inclusion of an
employer's contributions in gross income unless the employee affirmatively elects cash.

A cafeteria plan can allow employees the option of buying additional vacation days with
before-tax contributions. Employees must take company-provided vacation time before
taking purchased elective vacation days. If an employee cannot use the purchased vacation
days, they can be sold back to the plan. The money received becomes taxable income.
Purchased vacation days cannot be rolled over into another plan year because that would
be considered to be deferral of compensation.

What benefits cannot be included in a cafeteria plan?

A cafeteria plan cannot offer employees an option to defer compensation, except through a
qualified cash or deferred arrangement under a 401(k) plan. Generally, a plan that permits
employees to carry over unused benefits or contributions from one plan year to a
subsequent plan year enables an employee to defer the receipt of compensation.

Several other benefits cannot be included in a cafeteria plan because they are already tax-
exempt under other parts of the Code. These benefits include: educational assistance
plans, scholarships, fellowships, rides in commuter vans, de minimis fringe benefits, no-
additional-cost services, employee discounts, working condition fringe benefits, medical
savings accounts, and long-term care insurance.
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The plan cannot discriminate in favor of highly compensated employees.

Exclusion of tax-free benefits under a cafeteria plan is not available to highly
compensated employees, highly compensated participants or key employees if
the plan discriminates in their favor. However, the exclusion from income remains
available to participants who are not highly compensated, without regard to whether or
not the plan is discriminatory. Thus, even if the plan is discriminatory, participants who
are not highly compensated are required to include in income employer contributions
only to the extent that they elect taxable benefits.

Highly compensated employees include
= officers,
= more-than-5 percent shareholders,
= employees within the highest-paid group of employees.

The spouses and dependents of any of the foregoing, are included in the highly
compensated participant or employee category. If the plan is discriminatory, the highly
compensated employee is subject to tax on the combination of the taxable benefits with
the greatest aggregate value that could have been selected for the plan year.

A key employee is any participant in an employer plan who, at any time during the
plan year or any of the four preceding plan years, is:

1. An officer of the employer having an annual compensation greater than
$160,000 for 2010. This definition is limited to up to the greater of three officers
or 10 percent of al | employees, but, if there are more than 500 employees, a
maximum of 50 officers will come under this category;

2. A 5% owner of the employer; or

3. A 1% owner of the employer having an annual compensation of more than
$150,000.

Key employees who fall within the categories described above and who receive more

than 25% of total nontaxable benefits will be taxed as though they received all available
taxable benefits under the plan in the tax year in which the plan year ends.
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Flexible Spending Accounts

Federal Income Tax Withholding: No withholding.
Federal Insurance Contributions Act: Not subject to FICA

Federal Unemployment Tax Act: Not subject to FUTA.

Flexible spending accounts fund health care coverage and dependent care assistance
with employee contributions

Flexible spending accounts (FSAs) may be established to allow employees to fund
health care benefits and dependent care assistance on a pretax basis. Employee
contributions to flexible spending accounts are a form of cafeteria plan that are not
subject to employment taxes. Employees contribute money to accounts on a pretax
basis to fund reimbursed expenses under a health plan or dependent care plan.
Employees must enroll in the plan at the beginning of the year and tell the employer
how much money will be contributed to each account. Each pay period, deductions are
made from employee wages to fund the account.

Employees must establish contribution amounts each year. Employees must
determine how much will be contributed to a health account or dependent care account
at the start of each year. This requires the employee to essentially estimate how much
he will spend in the coming year for each benefit.

Employees can contribute up to $5,000 per year to dependent care accounts.
There is no cap on the amount that may be contributed to a health care spending
account. Limits do exist on the amount that can be contributed to a dependent care
account. Employees can set aside up to $5,000 per tax return to fund a dependent care
account. If an employee is married and files separate returns, the employee is limited to
$2,500. If the employee is married and files a joint return or single the maximum
contribution to a dependent care account is $5,000.

Use-it-or-lose-it applies to employee contributions. Unused flexible spending
account balances left over at the end of a plan year must be forfeited under the so-
called “use it or lose it” rule. The employer cannot return the unused money to the
employee. This risk requires employees to be careful in allocating dollars to a flexible
spending account at enroliment time. However, a plan may provide for a “grace period”
of up to 2 %2 months after the close of the plan year for employees to make claims. This
means employees on a calendar year plan (if election to plan made) can use their 2010
FSA contributions for expenses incurred as late as March 15, 2011.
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You must decide what to do with forfeited contributions.

You have a couple of options for handling the excess contributions forfeited by
employees:

1. reallocate all forfeited funds equally among all active plan participants;
2. use the money as reimbursement for the cost of administering the plan; or

3. use the money to reimburse the employer for claims paid that are not reimbursed
through employee contributions.

You can elect to treat forfeited funds differently each year.

You must reimburse health FSA claims even if there are insufficient contributions
in the account to pay for a claim. You must pay health FSA claims when submitted
(up to the amount of reimbursement selected by the employee), even if an employee
does not have sufficient funds in a flexible spending account to cover the cost of the
claim. If an employee terminates before sufficient funds are contributed to cover the
cost of a health claim, you cannot recover that money.

Example

Camille elects to contribute $2,600 each year in equal biweekly installments to fund the
cost of a health plan deductible and copayment. In February, Camille becomes ill and
incurs $1,500 in medical costs. Even though she has contributed only $400 to the
flexible spending account, Camille can submit a claim for the entire $1,500. The
employer is required to reimburse the full amount (the employer must reimburse up to
the full $2,600 at any time). If Camille becomes too ill to return to work, the employer is
responsible for the unfunded $1,100 of medical expenses. However, the employer can
use funds forfeited by other employees to reimburse itself.

Employee plan elections are usually binding for the entire year. An employee's
flexible plan contribution election is usually binding for the entire plan year. An employee
can make changes in plan elections in two situations:

1. if there is a third-party health provider such as an HMO, employees can make
election changes if there is an increase or decrease in premiums of if the HMO goes out
of business; or

2. if there is a change in family status.
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Health Savings Accounts

Federal income tax withholding: Subject to withholding (unless provided under Sec
125 Cafeteria Plan)

Federal Insurance Contributions Act: Subject to FICA (unless provided under Sec
125 Cafeteria Plan)

Federal Unemployment Tax Act: Subject to FUTA (unless provided under Sec 125
Cafeteria Plan)

Health Savings Accounts (HSAS) provide tax-favored treatment for current medical
expenses as well as the ability to save on a tax-favored basis for future medical
expenses. These accounts are designed to supplement high-deductible health
insurance plans and are created exclusively to pay for the qualified medical expenses of
the account holder and his or her spouse and dependants. The accounts are subject to
rules similar to those applicable to individual retirement arrangements (IRAS).

An employer may set up health savings accounts for its employees and may make
contributions to the accounts in addition to any employee contributions. Combined
employer and employee contributions may not exceed the limits for account
contributions (generally $3,050 for an individual with self-only coverage and $6,150 for
an individual with family coverage — 2010 amounts; adjusted annually for inflation).

The Act provides the following rules governing employer contributions to health savings
accounts:

= income exclusions applicable to employer contributions to health savings
accounts,

= employment tax exclusions applicable to employer contributions to health
savings accounts,

= nondiscrimination rules applicable to employer contributions to health savings
accounts,

= a penalty tax on excess contributions to health savings accounts,

= a penalty tax on prohibited transactions involving health savings accounts,
= a penalty for failure to provide reports on health savings accounts,

= an exception from capitalization of policy acquisition costs, and

= the ability to offer health savings accounts under cafeteria plans.
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Employer contributions to health savings accounts excluded from employee's
taxable income. Health savings account contributions are generally excluded from
wages for purposes of determining income and employment taxes. Also, the amount
contributed to the health savings account of an employee or the employee's spouse
must be shown on the employee's W-2 form in Box 12 code W.

Generally, employer contributions are often made through salary reduction contributions
deducted from the employee's paycheck.

Employer contributions to any health savings account of an eligible employee are
treated as excludable employer-provided coverage for medical expenses under an
accident or health plan. However, the exclusion applies only to the extent such amounts
do not exceed the employee's health savings account dollar "limitations" for the tax
year. The contribution limits are determined without regard to these income exclusion
and penalty rules.

Rules similar to the MSA contribution rules apply. Thus, no amount is included in the
gross income of any employee solely because the employee can choose between the
contributions made to a health savings account and employer contributions to another
health plan of the employer. Also, any employer contributions to a health savings
account, if otherwise allowable as a deduction, are allowed only for the tax year in which
paid. Moreover, every individual required to file an income tax return for the tax year
must include on such return the aggregate amount contributed by employers to the
health savings accounts of such individual or such individual's spouse for such tax year.
Finally, HSA contributions are not part of COBRA.

Employer contributions excluded from employment taxes. In addition to being
excludable from income, HSA contributions are also excludable from wages for
purposes of computing employment taxes. When determining railroad retirement taxes,
the term compensation does not include any payment made to or for the benefit of an
employee if at the time of such payment it is reasonable to believe that the employee
will be able to exclude that payment from income under the exclusion. Similarly, for
purposes of determining unemployment taxes, any payment made to or for the benefit
of an employee is excluded from wages if at the time of such payment it is reasonable
to believe that the employee will be able to exclude such payment from income under
the exclusion for health savings account contributions. Finally, for purposes of
determining wages for withholding taxes, any payment made to or for the benefit of an
employee is excludable if at the time of such payment it is reasonable to believe that the
employee will be able to exclude such payment from income under the exclusion.
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Nondiscrimination rules governing employer contributions to HSAs. An employer
is penalized if it fails to make comparable HSA contributions on behalf of all employees
with comparable coverage during the same period.

Preventive care. Preventive care HSAs can be established only by eligible individuals
covered by an HDHP. In general, the HDHP is barred from providing benefits prior to
satisfaction of the deductible; however, an exception applies to benefits for preventive
care. Thus, an HDHP may provide preventive care benefits without a deductible or with
a deductible below the minimum annual deductible. A safe harbor list of benefits that
may be provided by an HDHP makes it clear that such traditional preventive care
benefits as annual physicals, immunizations, and screening services qualify as
preventive care for HSA purposes. Preventive care, which also covers routine prenatal
and well-child care, tobacco cessation programs, and obesity weight-loss programs,
does not include the treatment of existing conditions. The determination of whether
health care that is mandated under state law to be provided by an HDHP without regard
to a deductible is preventive is to be based on IRS guidelines, rather than how that care
is characterized by state law.

Double coverage. The IRS has ruled that an individual who is covered by both an
HDHP that does not apply to prescription drugs and by a separate prescription drug
plan or rider that provides benefits before the minimum annual HDHP deductible has
been satisfied does not qualify as a Code Sec. 223(c)(1)(A) "eligible individual" and
cannot make HSA contributions. The same result occurs if the prescription drug benefit
is provided as a benefit under a health plan or as a benefit for the individual under a
spouse's plan. However, if no benefits are provided under the separate prescription
drug plan or rider until the minimum annual HDHP deductible has been satisfied, or the
prescription drug plan is part of an HDHP and is subject to the minimum annual
deductible, the party will qualify as an eligible individual.
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Dependent Care Assistance Programs

Federal Income Tax Withholding: No withholding.

Federal Insurance Contributions Act: Not subject to FICA.

Federal Unemployment Tax Act: Not subject to FUTA.

Up to $5,000 of dependent care assistance paid under a qualified plan is
excludable from an employee's gross income.

Amounts paid or incurred by an employer for dependent care assistance provided to an
employee are excluded from the employee's gross income if the assistance is furnished
under a qualified plan. The maximum amount that may be excluded from an employee's
gross income for dependent care assistance payments made by an employer is $5,000
($2,500 in the case of a married person filing separately). In cases where a child care
facility is provided on the employer's premises, the amount excluded will be based on
the utilization of the facility and the value of the services provided.

An employee is entitled to exclude the full amount of the expense in the year it is
incurred, even if full reimbursement is not received in that year. In addition, the amount
reimbursed in the following year is not counted toward the employee's new limit for that
year. If, at the time the payments are made or benefits furnished under the plan, you
reasonably believe that an employee will be allowed to exclude the payments or
benefits from gross income, the payments or benefits will be excluded from wages for
FICA, FUTA and federal income tax withholding purposes.

Which dependent care assistance can be excluded from income?

Dependent care assistance means the payment incurred for those services which, if
paid for by the employee, would be considered employment-related expenses for the
household and dependent care tax credit.

You must report the amount of dependent care assistance.

You must provide a written statement to each employee receiving dependent care
showing the amount of assistance provided each year. This statement must be provided
by January 31 of the following year. The requirement is satisfied by reporting the
amount of assistance on Form W-2, Wage and Tax Statement (Box 10).
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Adoption Assistance

Federal Income Tax Withholding Treatment: Excluded from employee gross income.
Federal Insurance Contributions Act Treatment: Subject to FICA.

Federal Unemployment Tax Act Treatment: Subject to FUTA.

Employer-provided adoption assistance is not included in an employee's gross
income. Amounts paid or expenses incurred by an employer on behalf of an employee
for qualified adoption expenses are not included in an employee's gross income if paid
pursuant to an adoption assistance program. Such expenses are not subject to federal
income tax withholding, but are subject to FICA and FUTA withholding.

Employee. For this exclusion, do not treat a 2% shareholder of an S corporation as an
employee of the corporation. A 2% shareholder is someone who directly or indirectly
owns (at any time during the year) more than 2% of the corporation's stock or stock with
more than 2% of the voting power.

Expenses must be paid as part of an adoption assistance program. An adoption
assistance program must be a separate written plan and must meet the same plan
requirements as educational assistance plans.

Qualified adoption expenses include reasonable and necessary adoption fees, court
costs, attorney fees, travel expenses, and any other expenses directly related to and for
the principal purpose of a legal adoption. An employee receiving payments under a
program must provide the employer reasonable substantiation that payments under the
program constitute qualified adoption expenses.

The exclusion is available only in connection with the adoption of individuals who are
under 18 years of age or those who are physically or mentally unable to care for
themselves.

The exclusion for 2010 is limited to $13,170 ($13,360 for 2011), per child. The limit for
children with special needs is also $13,170 for 2010. The limitation is with respect to the
adoption of each child and is cumulative over all taxable years (rather than an annual
limitation). The exclusion is phased out for those with adjusted gross income over
$222,520 (for 2010). The limits are adjusted for inflation and rounded to the nearest
multiple of $10.

Adoption assistance may be offered through a cafeteria plan. Adoption expenses
are a qualified benefit for cafeteria plan purposes.
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Business Expense Reimbursements

Federal Income Tax Withholding Treatment: No withholding if under an accountable
plan.

Federal Insurance Contributions Act Treatment: Not subject to FICA if under an
accountable plan.

Federal Unemployment Tax Act Treatment: Not subject to FUTA if under an
accountable plan.

Reimbursements under accountable plans are not taxable. Reimbursements of
employee business expenses made under accountable plans can be excluded from an
employee's gross income and are not subject to federal employment taxes.
Reimbursements of employee business expenses made under nonaccountable plans
are taxable wages, even if the business expenses are otherwise deductible. Also,
reimbursements provided under accountable plans that are in excess of substantiated
expenses are taxable wages if the excess is not returned within a reasonable time.
Employers may make payments to an employee under both an accountable plan and a
nonaccountable plan.

Reimbursements under an accountable plan must be identified either by making the
payments separately from regular wage payments, or by specifically identifying the
amount that is a reimbursement payment if reimbursements are combined with regular
wages in a single payment.

Types of reimbursements include:

1. For use of employees auto (Mileage, Tolls, Parking)
2. Travel (Airfare, Cabs)

3. Meals, Lodging

4, Computers

5. Uniforms

6. CPE
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What are the elements of an accountable plan?
An accountable plan must have the following elements:

= The plan must have a business connection by providing advances, allowances
or reimbursements for deductible business expenses that are incurred by an
employee in connection with the performance of services for the employer;

= The plan must require the employee to substantiate reimbursed expenses
within a reasonable time; and

= The plan must require employees to return reimbursements in excess of
substantiated expenses within a reasonable period of time.

Business connection defined

The business connection requirement is met if the plan provides payments for business
expenses to be incurred by an employee in connection with the performance of services
as an employee. If a reimbursement plan provides payments to an employee for
deductible employee business expenses as well as for other expenses that are not
deductible business expenses, the employer will be treated as maintaining an
accountable plan and a nonaccountable plan. Payments provided to an employee for
nondeductible expenses do not meet the business connection requirement, and all
amounts paid under the nonaccountable plan are subject to all three employment taxes.

Example

An employer reimburses employees for lodging and meal expenses incurred while
traveling away from home under a program that meets all accountable plan
requirements. For its own convenience, the employer also separately pays
employees a $25 monthly allowance to cover the cost of office supply expenses.
Employees are not required to substantiate the office supply expenses and the
employer does not require employees to return excess amounts by which the
payment exceeds office expenses. The monthly allowance is a nonaccountable
plan that is treated as separate from the accountable travel plan. The employer
must report the monthly office supply allowances as wages or other compensation
on the employees' Forms W-2 and must withhold and pay employment taxes on the
monthly allowances when paid.
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Substantiation within a reasonable period of time

An employee must substantiate reimbursed expenses within a reasonable period of
time. This requirement is met by submitting sufficient information to enable the employer
to identify the specific business nature of each expense and to conclude that the
expense is attributable to business activities. Each element of an expenditure or use
must be substantiated. It is not sufficient for the employee to merely aggregate
expenses into broad categories such as "travel” or to report individual expenses through
the use of vague nondescriptive terms such as "miscellaneous business expenses."

An employee may substantiate business expenses by furnishing the employer with
documentary evidence such as receipts. Under the "adequate accounting” rules,
employers must maintain the documentary evidence and produce it if requested by the
IRS. Employers may take a deduction on business expenditures of $75 or more only if it
is substantiated by receipts or other documentary evidence

Excess amounts must be returned within a reasonable time.

An accountable plan must require an employee to return within a reasonable time any
amount paid in excess of the expenses substantiated by the employee. If an employee
does not return amounts paid in excess of substantiated expenses, employers must
withhold and pay employment taxes on the excess amount on the first payroll period
after which the expenses are substantiated.

Electronic receipts are acceptable. The IRS has ruled that an employer's expense
reimbursement arrangement for deductible travel and entertainment expenses, which
included new procedures for the use of electronic receipts and expense reports,
gualified as an accountable plan. To facilitate the reimbursement of business-related
travel and entertainment expenses incurred by its employees, the employer arranged to
have a credit card company issue business credit cards to applicable employees. Users
of those cards received monthly billing statements from the credit card company and
were personally liable for all charges billed to the card, including late fees. Also, on a
daily basis, the employer was provided by the credit card company with electronic
receipts for all expenses billed to employees' business credit cards.
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Advances for reimbursement must match anticipated expenses.

When money is advanced under an accountable plan, the requirement that excess
amounts be returned will be satisfied if the advance:

= is reasonably calculated not to exceed the amount of anticipated expenditures;

» is made within a reasonable period of time before the expenses are incurred;
and

= requires the return of any excess over substantiated expenses within a
reasonable time period after the advance is received.

Withholding on excess reimbursement amounts may be at supplemental rates.
Employers may add any excess reimbursement payments that are subject to federal
income tax withholding to an employee's regular wages for a payroll period and
compute the tax to withhold based on that total. Alternatively, employers may withhold
income tax from the reimbursement at the flat 25% rate applicable to supplemental
wages if the reimbursement or allowance is paid separately or separately noted if
wages and reimbursements are combined.

Non Accountable vs. Accountable

Non-Acct. Acct.
Expense Allowance $ 3,600 $ 3,600
Amount Substantiated 0 2,400
W-2 Amount $ 3,600 $ 1,200

NOTE: W-2 amount subject to FICA, Medicare, and Income Taxes
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Military Pay
Federal Income Tax Withholding: Subject to withholding for temporary assignments.
Federal Insurance Contributions Act: Subject to FICA for temporary assignments.

Federal Unemployment Tax Act: Subject to FUTA for temporary assignments.

Payments to employees on temporary military assignments are wages. Payments
made by an employer to an employee who is on leave to serve in a state National
Guard or receive Reserve training are wages for FICA and FUTA purposes, as well as
for federal income tax withholding. The payments can either be full salary continuation
or the difference between regular salary and the amount of military pay. The
employment relationship continues even though the employee is temporarily called up
for duty. If regular payments are made and the service member has no effective
withholding exemption certificate in force with the employer, no exemptions may be
granted.

Payments to employees on full time active duty are not wages.

The employment relationship is considered to be terminated when an employee enters
full-time active military duty. If the employer makes up the difference between the ex-
employee's former salary and the amount he receives from the U. S. Government or the
state, the amount paid is not wages and the payments are not subject to federal income
tax withholding, FICA or FUTA taxes. However, if the employer pays a flat amount, for
example, $100 or a month's pay, the payment is subject to withholding.

Holiday payments to any ex-employees in the armed forces are subject to withholding,
but the employer may take the responsibility for granting a withholding exemption based
on the employee's family status.

Payments to dependents of ex-employees in the armed forces (the payments
constituting the difference between a portion of the employee's former salary and
amounts received from the government) are deemed to be constructively received by
the ex-employees and are taxable for federal income tax purposes. You must report the
amounts paid on information returns (Forms 1096 and 1099) if they total $600 or more
during the calendar year. Since these amounts are not to be reported on Form W-2,
they are presumably not subject to withholding.
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Third-Party Sick Pay Reporting

Report third-party sick-pay wages if a third-party payer transfers the social
security and medicare tax liability to you.

The sick-pay wages should be included on Line 2 and in the amounts on Line 5a and
Line 5c. Once the taxes have been calculated and included in Line 5d, the employee
portion of the social security and medicare taxes withheld and deposited by the third
party is subtracted on Line 7b.

The third party must file Form 941 with the IRS to show the employee's portion of
the social security and medicare taxes that it withheld.

Although the third party is required to file Form 941 showing the employer's portion of
FICA taxes withheld, the third party should not include any wages paid as a third party
on Line 2. Line 5a should show the total amount of wages the third party paid subject to
social security. This amount should include both wages paid to its own employees and
wages paid as a third party. Line 5¢ should be completed in a similar manner. Line 7b
should be used to deduct the share of the social security and medicare taxes required
to be paid by the employer.

The Form 941 prepared by the third party will show the amount of sick pay paid to the
insured employee(s) on Line 2. This amount should also be included on Lines 5a and 5c
as wages for social security and medicare tax computation purposes.

If a third-party payer does not transfer the FICA tax liability to you, report only the
wages you paid the employees on Form 941.

Line 2 should not include the sick-pay amount paid to the employees by the third party.
Likewise, Lines 5a and 5c¢ should show only the amount of employer-paid wages for
social security and medicare tax computation purposes. The lines should not include
sick-pay payments from the third-party payer.
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Corrections, Adjustments, and Refunds

If you withhold too much or too little from an employee's wages, it is important to know
what steps to take to make repayment of the amount due or to claim a refund of moneys
overpaid.

Procedures have been developed for incorrect withholding or payment of taxes.

Procedures have been established for those who withhold more or less than the correct
amount of federal income tax from employees' wages and who pay over too much or
too little to the government. Which procedure to follow depends on whether

(1) an undercollection or an overcollection is involved and

(2) the error is discovered before or after Form 941 has been filed for the period in
which the error occurred.

Using a method that results in withholding more tax than another method is not
considered overcollection.

Withholding more tax by using one withholding method than you would have if you had
chosen another method does not mean that you have overcollected. You may choose
whatever method of withholding you prefer and, if your computation is correct according
to the method selected, there is no overcollection. Similarly, if an employee does not file
an exemption certificate so that more tax is withheld than would have been withheld if
the employee had claimed the exemptions to which he was entitled, there is also no
overcollection and no repayments to the employee would be authorized.

Overwithheld amounts can be repaid to the employee before Form 941 is filed.

If you withhold more than the proper amount of tax during a quarter and before Form
941 is filed, you need not report the excess on Form 941 if you:

= repay the amount of the overcollection to the employee before filing Form 941
for the quarter and before the end of the calendar year, and

= secure a written receipt from the employee showing the date and amount of
the repayment. The receipt must be retained as part of your records.

If you meet these requirements, simply exclude the amount of the overcollection from
the amounts you report on Form 941. If the overcollection is not repaid and receipted, it
must be reported and paid over to the IRS.
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Repayment of an overcollection may be shown on Form 941X if Form 941 has
already been filed.

If the overwithheld amount is repaid to the employee, you must obtain a written receipt
from the employee showing the date and amount of repayment. Retain the receipt as
part of your records. You may then make an adjustment by filing form 941X.

If you do not repay an overcollection, the employee's only remedy lies in claiming credit
for the amount of the overcollection against his income tax liability for the year at the
time he files his personal income tax return or, if the credit exceeds his liability, in
claiming a refund.

If an employee gives you a new withholding exemption certificate, you may not repay or
reimburse the employee for income taxes collected during the year before the effective
date of the new certificate. You may, however, repay or reimburse the employee for
income taxes overcollected on or after the effective date if you failed to take the new
certificate into effect.

How to handle overcollection or overpayment of income or FICA taxes

If you withhold and pay over too much income or FICA tax, you are not entitled to claim
a refund of the excess. Your remedy is to repay the amount to your employees and
claim the amount of repayment, if any, as an adjustment on your quarterly tax return. If
you collect and pay over more than the correct amount of employee tax but do not
reimburse the employee for the overwithholding, the employee may:

= claim reimbursement through a credit or refund on his income tax return;
= authorize you to file a claim and receive a refund or credit; or
= file a claim for refund of the overpayment on Claim Form 843.

If, however, for some reason you collect the proper amount of income or FICA tax but
pay over more than you have collected, you will be entitled to a refund or credit of the

excess. Claims for refund should be filed on Form 843. If a return was filed, a claim for
credit or refund must be filed within three years after the return was filed or within two

years after the tax was paid, whichever period expires later. If no return was filed, the

claim for credit or refund must be filed within two years from the time the tax was paid.
Claims not filed within the prescribed period will not be honored.
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Year End Reporting Issues (cont.)

Several examples illustrate the FICA refund procedure

Example (1) --

Employer responsibilities --A department store that mistakenly treated sick-leave
payments as wages and then claimed a refund of overpaid FICA taxes could not
collect its refund without having sought refunds or repayments for employees who
were simultaneously overtaxed. A court ruled that the department store had to
adjust the corresponding overpayment made on behalf of its employees before
filing its own claim. The court found that existing statutes and regulations clearly
imply an obligation on the part of the employer to claim a refund or credit on behalf
of those employees for whom the employer can reasonably adjust its overpayment.
The court pointed out that, since it is the employer's responsibility to collect FICA
taxes from its employees, the employer is usually at fault when an overpayment is
made and is in a better position to discover and remedy any such mistake. Any
costs involved in adjusting the overpayment should be borne by the guilty party

Example (2) --

Independent contractors --Similarly, an employer who erroneously treated
independent contractors as employees and withheld and paid FICA taxes on
commissions was required to comply with the employment tax regulations before it
could receive a refund of the erroneously paid FICA taxes. In that case, the
employer had to secure the written consent of each person erroneously treated as
an employee for whom it filed a claim for refund, along with a statement from each
that no refund or credit of the amount of the overcollection had been claimed or, if
such a claim had been made, that it was rejected, and that no such claim would be
made in the future. In addition, the employer had to request that each affected
individual submit to it, for each year in question, a partially completed Form 1040X,
Amended Individual Income Tax Return, and a completed Schedule SE in the case
of an independent contractor. Form 1040X should contain taxpayer identification
information and signature, including a spouse's social security number if a joint
return was filed, and information about other taxes required on the form. Upon
receipt of such information, the employer was to subtract the amount of any
outstanding self-employment tax liability from the corresponding amount of
overpaid employee FICA taxes and file a claim for refund of the difference on
behalf of the individual. The Forms 1040X and Schedules SE should all be
submitted, even if some of the individuals are not entitled to refunds, so that the
Social Security Administration may credit their self-employment accounts where
necessary.
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Year End Reporting Issues (cont.)

Underwithholding does not excuse you from paying the employment tax due on
Form 941.

You must pay over the correct amount of tax to the IRS even if you fail to withhold any
tax, or if you withhold too little. If the employee thereafter pays the tax, you will not be
liable for it. However, payment by the employee will not relieve you from liability for
penalties or additions to the tax stemming from your failure to withhold. You may apply
for relief from withholding on Form 4670, which must be accompanied by signed Forms
4669 on which the employees involved have asserted that the taxes due on wages
reflected on the 4669s have been paid in full.

If underwithholding is discovered before you file Form 941 for the quarterly period
involved, you must nevertheless reflect the correct amount of tax due on the return.

If you do not discover the error that resulted in the undercollection until after Form 941
has been filed for the period, you can escape any penalty or interest by reporting and
paying any additional amount of tax due:

(1) with the return for the return period in which the error was discovered, or

(2) with the return for the next return period.

Any underwithholding error must be reported in the same calendar year in which
the wages were paid.

The additional amount of tax due should be reported as an adjustment on Form 941,
which must be accompanied by a statement explaining the adjustment. If the
undercollection is reported and paid at a date later than provided in (1) or (2) above, it
will not be considered an adjustment and, therefore, will be subject to interest.

If you discover that you have underwithheld the income tax due from an employee, you
must deduct any amount undercollected from any remuneration (including non-wage
remuneration) payable to the employee that comes under your control during the
remainder of the calendar year in which the undercollection occurred. If the
undercollection cannot be remedied by such a deduction --for example, because no
further remuneration is payable to the employee during the year --the matter of
collecting the remaining amount that should have been withheld should be settled
between you and your employee.
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Section IV — Legislative Developments

e COBRA Subsidy Program Update for Employers
e Federal Regulations Eliminate Paper Tax Deposits

e Hiring Incentives to Restore Employment (HIRE) Act
= Social Security Tax ‘Holiday’
» Business Tax Credit

e W-2 Reporting of Cost of Employer-Provided Health Coverage

e Medical Benefits for Adult Children Expanded, Excluded From
Income

e Change in Definition of ‘Medical Expenses’
e New Indiana Businesses Must Use INtax
¢ Indiana WH-3 & W-2 Efile Mandate

¢ Unemployment Tax Changes
» Federal — Indiana, Michigan & South Carolina are Credit
Reduction States for 2010 Form 940
» State — Indiana Wage Base Increase for 2011

Baden, Gage & Schroeder, LLC 58 12/10



Legislative Developments

COBRA Subsidy Program Update for Emplovyers

On Feb. 17, 2009, President Obama signed into law the American Recovery and
Reinvestment Act of 2009. This law allows an individual who is involuntarily separated
from employment between September 1, 2008, and January 1, 2010, to elect to pay 35
percent of his/her COBRA coverage and have it treated as paying the full amount.
Multiple Acts signed in 2010 extended the deadline for involuntary terminations to May
31, 2010.

The former employer will be required to pay the remaining 65 percent but, in effect, will
be reimbursed by taking the subsidy amount as a credit on its quarterly employment tax
return, Form 941. The employer may only take the credit after it has received the 35
percent premium payment from the individual.

Changes to Form 941. The following changes have been made to the 2009 & 2010
Form 941 for the COBRA subsidy program:

» Line 12a asks for the COBRA premium assistance payments. Report on this line
65% of the COBRA premiums for assistance eligible individuals.

= Line 12b asks for the number of individuals provided COBRA premium
assistance reported on Line 12a.

Count each assistance-eligible individual who paid a reduced COBRA premium in the
quarter as one individual, whether or not the reduced premium was for insurance that
covered more than one assistance-eligible individual (e.g., family coverage). For
example, if the reduced COBRA premium was for coverage for a former employee,
spouse and two children, you would include one individual in the number entered on
Line 12b.

An Alternative Option. As an alternative option to claiming the full amount of COBRA
assistance payments for the quarter on Form 941, the employer can decide to offset its
payroll tax deposits throughout the quarter. The amount of the COBRA subsidy the
employer provides during the quarter will be treated as having been deposited on the
first day of the quarter and applied against the employer's deposit requirements.
Therefore, timely deposits up to the amount of the subsidy will be deemed to have been
made during the quarter, regardless of the applicable due dates for deposits.

According to the IRS, no additional information relating to the COBRA subsidy is to be
submitted with the Form 941. However, those claiming the credit must maintain
supporting documentation for the credit claimed. Such documentation includes:
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Legislative Developments (cont.)

COBRA Subsidy Program Update for Employers (cont.)

= Information on the receipt, including dates and amounts, of the assistance
eligible individuals' 35% share of the premium.

= In the case of an insured plan, copy of invoice or other supporting statement from
the insurance carrier and proof of timely payment of the full premium to the
insurance carrier required under COBRA.

= In the case of a self-insured plan, proof of the premium amount and proof of the
coverage provided to the assistance eligible individuals.

= Attestation of involuntary termination, including the date of the involuntary
termination (which must be during the period from September 1, 2008, to May
31, 2010), for each covered employee whose involuntary termination is the basis
for eligibility for the subsidy.

= Proof of each assistance eligible individual's eligibility for COBRA coverage at
any time during the period from September 1, 2008, to May 31, 2010, and
election of COBRA coverage.

= Arecord of the SSN's of all covered employees, the amount of the subsidy
reimbursed with respect to each covered employee, and whether the subsidy
was for one individual or two or more individuals.

Federal Requlations Eliminate Paper Tax Deposits

On December 7, 2010, the IRS issued temporary and final regulations requiring all
Federal tax deposits to be made using the Electronic Federal Tax Deposit System
(EFTPS) beginning January 1, 2011. The regulations note that the Treasury
Department will no longer maintain the paper deposit coupon system after 2010.

The regulations do not change the deposit requirements or thresholds. Taxpayers who
owe minimal amounts and are not subject to the tax rules will continue to be permitted to
make payment with the filed tax return. For example, Form 941 filers with a deposit
liability of less than $2,500 for a return may continue to submit payment with the return.

Depositing electronically offers many advantages over the paper coupon system. It
allows deposits to be made at any time, from a computer or telephone, and to schedule
deposits in advance. The system also greatly reduces the possibility of errors and
eliminates the need to order and retain coupons.

For more information, visit www.eftps.gov or www.irs.qov.
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Legislative Developments (cont.)

Hiring Incentives to Restore Employment Act

On March 18, 2010, President Obama signed the Hiring Incentives to Restore
Employment (HIRE) Act. The HIRE Act creates:
* a limited social security tax “holiday” for the employer share of social security tax
on wages paid to a previously unemployed new hire, and
* a separate business tax credit of up to $1,000 if the employee is employed for at
least 52 weeks.

Social Security Tax ‘Holiday’

The Act provides relief from the employer share of social security tax, which is 6.2% of
covered wages up to $106,800, on wages paid by a “qualified employer” to a “qualified
individual” from March 19 (the day after the Act was enacted) through December 31,
2010. The relief from the employer share of social security tax applies to services
performed in a trade or business of a qualified employer or for a nonprofit entity. The
social security tax relief does not apply to services performed by household employees
because such employees are not working in the employer’s trade or business.

Qualified employer defined. A qualified employer is broadly defined as any employer
other than the United States, a state or local government, or any government
instrumentality. However, public colleges and universities can be qualified employers.

Qualified individual defined. A qualified individual (employee) is any employee who:

* begins employment with a qualified employer after February 3, 2010, and before
January 1, 2011,

» certifies in a signed affidavit (e.g., new IRS Form W-11), under penalties of perjury,
that the employee has not been employed for more than 40 hours during the 60-
day period ending on the day the individual begins work for the qualified employer,

* is not employed by the qualified employer to replace another employee unless the
other employee left employment voluntarily or was terminated for cause, and

* is not related to the qualified employer or to anyone owning 50% or more of the
stock or other capital of the employer.

Form W-11. The IRS developed Form W-11, Hiring Incentives to Restore Employment
(HIRE) Act Employee Affidavit, for employers to use in having qualified employees
certify that they have not been employed for more than 40 hours during the 60-day
period ending on the date the employee begins work for the employer claiming the
social security tax relief. The form does not have to be notarized. Employers do not
send the forms to the IRS or provide them to their reporting agent, if they use one for
tax filing.
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Legislative Developments (cont.)

Social Security Tax ‘Holiday’ (cont.)

Below are some examples of qualified employees cited by the IRS:

* Rehired employees — An employee who was previously laid off and then rehired by
the same or a related employer after a 60-day period can be a qualified employee.

* New employees replacing those laid off — If an employer lays off employees
because of lack of work and later hires new employees when work picks up again,
the new employees can be qualified individuals if they meet the other
qualifications.

» Recent graduates and current students — New employees who have been in school
for some or all of the 60 days before beginning employment can be qualified
employees. It is not necessary that such employees have been previously
employed and lost their jobs.

» Employees filling new positions — The employer can claim the social security tax
relief even if the employer never laid off any employees, as long as it is filling new
positions with qualified employees.

» Employees of a new business — An employer starting a new business can use the
social security tax relief for qualified employees it hires.

* No minimum age — There is no minimum age requirement to be a qualified
employee; high school summer employees and interns can qualify.

* No minimum work time requirements — Employees do not have to be employed for
a certain length of time or for a certain number of hours per week to be qualified.

* New employees who had been self-employed — Only work performed as an
employee counts in determining whether an individual has been employed for 40
hours or less during the 60-day period. Therefore, individuals who were
independent contractors and working for themselves can be qualified employees.

* New employees who were getting severance pay — Individuals who received
severance pay while they were unemployed during the 60-day period before
beginning employment can be qualified employees, although the IRS indicated it
would look closer at a situation where the individual was rehired after being
terminated and receiving severance pay from the same employer.

Depositing & Reporting Requirements - Special rule for 1st quarter wages. In
order to make implementation of the social security tax relief somewhat more feasible,
the Act states that instead of immediately stopping payment of the employer share of
social security tax on the day after the Act is signed into law (March 19), employers will
treat the employer share of social security tax on qualified individuals’ wages paid from
March 19-31 as a payment against the employer’s payroll taxes due for the second
qguarter of 2010. The payment will be treated as made on the first day of the second
quarter — April 1.
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Legislative Developments (cont.)

Social Security Tax ‘Holiday’ (cont.)

Therefore, the employer must:

» deposit the full employer share of social security tax for wages paid in the first
quarter,

* report it on the first quarter Form 941, Employer’s Quarterly Federal Tax Return,
and

* then treat the amount that would have qualified for the social security tax reduction
under the HIRE Act as a payment in the second quarter, which allows the
employer to reduce its payroll tax payments for that quarter.

This payment is reflected in the second quarter on the revised Form 941.

Tax deposits in the 2nd-4th quarters. The employer may reduce its payroll tax
deposits for the second quarter by the amount of the employer share of social security
tax that would have qualified for HIRE Act relief