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This year’s Staffing Idol 
Tax Audit

• 12 to 16 ??? companies under audit for payroll 
tax/deductions issues.

• Why? Time for a history lesson…
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Healthcare Staffing Industry History

• During the last 15+ years, travel reimbursement practices have 
centered primarily on providing employee/travelers with a per diem 
payment for lodging and meals, “travel pay” for transportation 
reimbursement, and various other reimbursements for items such 
as licenses, continuing education fees etc. 

• The temporary (contingent) staffing industry is unique in that the 
compensation practices of employers/agencies are straitjacketed 
within a bill rate negotiated with the client. 

• To date, there are no Tax Court cases addressing a healthcare
staffing agency per diem policy. The industry’s only guidance
are interpretations of the Code, Regulations, 
similar revenue cases and informal guidance
like Revenue Rulings    -FSA 002985 in 1998  
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Revenue Rulings reflect
the position of the IRS 

• Rev. Rul. 2006-56 announced that expense allowance arrangements 
routinely paying excessive allowances, or having no mechanism to 
determine the deductible/ excludable portion of the payment, will 
be treated as nonaccountable plans, paying wages.

• However, the news release accompanying Rev. Rul. 2006-56 stated 
that the IRS will instructing agents not to apply this revenue ruling 
to years prior to 2007, “in the absence of intentional 
noncompliance.”  (See I.R. 2006-175.)

• In September 2012, the IRS released Revenue Ruling 2012-25 
addressing the practice of Wage Recharacterization. It specifically 
highlights an example of a reimbursement policy of a hypothetical 
healthcare staffing agency employing travelers 
working away from home. It is not a prospective
ruling like RR 2006-56
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Revenue Ruling 2012-25
issued September 2012

• 3 examples of wage recharacterization
– 1) Tool allowances for cable installers (common in the 

construction industry)
– 2) Healthcare Staffing Agency using per diems to reduce 

taxable wages
– 3) Construction firm paying non-taxable wages regardless 

of expense or travel status

• Positive example- prospective adjustment. 
Cleaning Services Company                                                         
Non-qualifying workers receive no gross-up
or taxed per diems. Only lower normal wages.
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Wage Recharacterization: the 
ultimate ‘no-no’

• Applicable regulations, rulings, and PLRs

• Worldwide Labor Support

• Dangers of offering blatant choice between taxable and 
nontaxable wages
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Revenue Ruling 2012-25
A retroactive ruling? 

• Burleson v. Commissioner (T.C. Memo 1994-364 – prior cases 
1993-625, 1994-130)
– IRS attempted to redefine definition of local transportation 

expenses (commuting)
– Issued retroactive Revenue Ruling 
– Reopened proceedings on the same taxpayer 

(logger/woodcutter) after new Ruling issued

• Rev Rul 2012-25 surfaces in the heat of the battle – a 
repositioning for another stab?
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Potential Penalties (see chart)
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Characteristics of 
Wage Recharacterization Practices 
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Define: A traveler who is
“away from home”

• Do you have a written Tax Home Questionnaire?
• How detailed is it? 
• How often is it completed?
• Are questions clear to the traveler?

- Does it ask “leading” questions?
• Do your recruiters/staff understand the form?
• Distance from asserted tax home used to screen travelers for 

overnight stays ? 
-No “50 mile rules” please!
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Define: A traveler who is
“away from home”

• Is there a policy in place if answers show that the worker does 
not or may not qualify?

• Is completion of new form permitted, when you are aware of 
inaccurate answers?
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12 Month Rule

• Repetitive assignments in same location – Does tax status change 
prospectively?
– Ex 9 months with 4 month extension? 

• Break in service – how much time is required?
– Traveler threshold more stringent than employer

• 12/24, 18/36 months
– New facility, same area. How to determine?
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12 Month Rule Cont.

• No formal guidance issued

• Chief Counsel Memorandums 
– Advice to audit staff etc.

• Summary of informal guidance documents
– 30 days disregarded
– 7 months “significant”
– 12 months “definitely significant”
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Why No Formal Guidance?

• Tax home is the regular or primary place of business
(where one earns their income)

• Every situation is unique
– Based on facts and circumstances
– Intentions of the taxpayer

• “How Long?” is dependent 
on the situation
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Excessive Reimbursements

• Paying more than local per diem rate 

• Paying housing per diems when housing is provided, 
facilitated or paid in kind

• Per Diems way more than wages
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Transportation Allowances
without Substantiation

• There is no per diem daily amount for transportation

• Paid by business mile

• Substantiation required
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Employee Contracts

• In audits of travelers, employee contracts are required as
proof of reimbursements

• Are your employee contracts drawing attention?
– Gives employee choice of wages vs. tax free 
– Acknowledges a previous employee choice

• Transportation allowances at 
assignment site without reporting
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Paying Per diems 
on the same basis as wages

• Like hours worked, miles driven, etc.

• Practice allowed only for certain industries.

• Penalties for missed shifts often treat per diems as hourly wages
– Sliding scale preferred

• Potential for wage recharacterization assessment – IRS and Labor 
Boards
– (Gagnon v. United Technisource)
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Employee Contracts Cont.

• Over the top praise for “Tax Advantage”

– “We are pleased to offer you our award winning Tax 
Advantage program”

– Marketing Tax Advantage as a way to increase pay
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Per Diem and Meal Audits
50% Disallowance Issues

• Revenue Procedures governing per diem method of reimbursement 
require allocation of payment to lodging and meals (60/40%) when 
per diem payment is less than published rate (Rev. Proc. 2011-47 
§6.05(4)(b))

• Meals are 50% deductible to payer
– No “lodging only” per diems allowed 

- Unless lodging paid in kind

• Rev. Rul. 2008-23 acknowledged that the 50% disallowance can be 
shifted to another party (including a government or tax-exempt 
entity), but unreasonably requires “immediate notification,” and 
conscious assignment of expense.
– see Transport Labor Contract/Leasing.
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Navigating the Ruling

• How concerned should we be?

• Effect on travelers
– Restatement of W2’s?
– Audits to accumulate evidence?
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Revenue Ruling 2012-25
Not as authoritative as Code/Regs

• Congress writes the Tax Code

• Treasury writes regulations to apply Code

• IRS enforces Code and Regulations

• Revenue Rulings reflect IRS understanding of the Code/Reg. 
provisions and their application

• Courts defer to Rev Rulings on inconsistent basis
– Judge consistency with Code/Regs 
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Revenue Ruling  2012-25
Inconsistent Treatment of Regulations

• Relies on more authoritative Treasury Regulations 

• Uses §1.62-2(j) Examples
– 9 examples of reimbursement polices/plans

• Only applies example 1 and 3
– Example 2 highlighting airline industry more closely 

resembles HSI plans. Acceptable within parameters.
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Solutions

• Dual Plans
– Always maintain base wage
– For those that do not qualify, per diems treated as 

separately stated taxable wages
• OT on base

• Entity Isolation
– Per diem operation along side

travel division
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Other Issues
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Whistleblower Audits

• In December 2006, legislation increased the awards to 
informants who report perceived “tax abuses” by other 
taxpayers
– increased from 10% to 15% with caps to 15% to 30% of 

collection. 

• Some firms have been created simply to advise whistleblowers 
on filing effective reports with the IRS.

• Significant numbers of recent audits are traceable to 
whistleblowers.
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State Payroll Tax Audits

• If IRS requires corrected W2’s, state payroll audits will likely 
follow – with more lengthy statute of limitations that vary by 
state.

• Whistleblowers exist at state level, too.

• Audits triggered by non-reporting of workers passing through 
states have increased.
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Proposed Legislation 
Targeting Temporary Workers

• States have separate thresholds for 
– Taxability of wages and earnings
– Withholding

• Proposed legislation would limit states from taxing transient 
worker earning de minims income unless certain wage 
thresholds are met 
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QUESTIONS?

• For more Information, please contact:

Mary B. Hevener
– 202-793-5782 (or 202-674-0023, cell)
– mhevener@morganlewis.com

Joseph Smith 
– 402.379.7818
– jsmith@traveltax.com
– www.traveltax.com 
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