[Date]

[Recipient Name]
[Title]

[Company Name]
[Company Address]

RE: Management Letter - Payroll Tax Withholding and Reporting Vulnerabilities
Dear [Recipient Name],

In connection with our recent review of [Company Name]'s internal controls, we have identified
specific vulnerabilities regarding payroll tax withholding and reporting. Addressing these areas is
essential to ensure compliance with tax authorities and to avoid potential penalties.

Our observations and recommendations are as follows:

1. Timeliness of Tax Deposits

Observation: We noted instances where federal and state payroll tax deposits were not made
within the required statutory timeframes.

Risk: Late deposits trigger automatic interest and failure-to-deposit penalties.
Recommendation: Implement a calendar-based alert system tied to payroll processing dates to
ensure immediate electronic funds transfer.

2. Accuracy of Employee Withholding Certificates (Form W-4)

Observation: Several employee files contained outdated or incomplete Form W-4s.

Risk: Incorrect withholding leads to reporting discrepancies and potential liability for under-
withheld taxes.

Recommendation: Conduct an annual audit of employee tax forms and require updates for any
life events or changes in tax law.

3. Multi-State Nexus Reporting

Observation: The company has remote employees in multiple states, but payroll taxes are not
consistently being withheld for all applicable jurisdictions.

Risk: Non-compliance with state-specific labor and tax laws can result in significant back-tax
assessments.

Recommendation: Register with the Department of Revenue in every state where employees
perform work and update the payroll software to accommodate multi-state withholding.

4. Reconciliation of Quarterly Filings

Observation: There is a lack of formal reconciliation between the general ledger and the
quarterly payroll tax returns (e.g., Form 941).

Risk: Unbalanced accounts can lead to undetected errors in financial reporting and overpayment
or underpayment of taxes.

Recommendation: Perform a monthly reconciliation of payroll accounts and document the
review process before filing quarterly returns.



5. Classification of Independent Contractors

Observation: Certain individuals classified as independent contractors appear to meet the criteria
for employee status.

Risk: Misclassification can lead to audits, mandatory payment of unpaid employer-side taxes,
and benefits restitution.

Recommendation: Review all contractor agreements against IRS worker classification
guidelines.

We are available to discuss these findings in further detail and assist in the implementation of the
recommended controls.

Sincerely,
[Your Name]

[Your Title]
[Your Firm Name]



