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Anticipate IRS Audits:  
How to Mitigate Human Resource Risks
By Juliette Meunier, CPA; Ashley Buchanan, MBA, CEBS; and Christopher Szefc, JD

Many organizations think of HR risk 
as something only HR professionals 

deal with, when in fact it is an integral 
part of any business. HR risks are the 
challenges and opportunities inherent 
in managing an organization’s people, 
programs and processes. In today’s 
difficult economic times, anticipating and 
managing HR risks are important to an 
organization’s survival because human 
capital costs are typically one of the largest 
expense items on the income statement. 

In the case of healthcare organizations, 
the pressure to navigate increasingly 
complex and strict regulatory requirements 
impacting the HR function while also 
achieving operational efficiencies has 
never been more intense. Some of the key 
HR risks affecting healthcare organizations 
and recommendations for how internal 
audit departments can help manage these 
risks are described here.

IRS focus on internal controls 
within qualified retirement plans

Recent changes to the IRS’ approach to 
auditing qualified retirement plans have 

significantly broadened the number 
of plans that will be impacted by plan 
audits going forward. Recognizing that 
it is virtually impossible to maintain a 
plan without incurring some errors in 
administration due to the complex nature 
of administering plans and the multitude 
of parties which must be involved, the IRS 
has developed a “Focused Examination” 
approach to plan audits. 

The “Focused Examination” approach 
will place a greater emphasis on 
evaluating the plan’s internal controls. 
Under this approach, IRS agents perform 

an initial limited review of the plan’s 
operations and controls, and then have 
the discretion to expand the scope to a 
full examination, to the extent the review 
identifies operational issues and/or a lack 
of controls. 

This approach provides the IRS with 
the flexibility to increase the number of 
examinations by about 30 percent each 
year. In addition to increasing the number 
of examinations, a recent report released 
by the Treasury Inspector General for 
Tax Administration indicates the IRS has 
become more proficient at identifying 
noncompliant plans. 

In 2010, 63.6 percent of examinations 
resulted in a change to retirement plan 
returns whereas in 2006 only 47 percent 
of examinations led to a change. Internal 
audit departments should be mindful of 
this increased audit risk, as operational 
errors discovered by an IRS examination 
can lead to significant penalties (see 
sidebar on the following page for a list of 
common errors found by the IRS).

The recommended approach to 
managing the risks associated with an 
IRS examination is to establish a process 
to conduct periodic reviews that assess 
plan operations against the requirements 
of the plan document, the Internal 
Revenue Code (IRC) and the Employment 
Retirement Income Security Act (ERISA). 
These operational reviews should be more 
comprehensive than the standard reviews 
conducted as part of the annual financial 
audit, and should rigorously review plan 
administrative systems and actual day-to-
day plan operations. 

The internal audit departments should 
use these reviews to gain a clear 
understanding of the organization’s plan, 
including how plan data can be accessed 
or modified and whether existing 
processes support plan document, IRC 
and ERISA requirements. 

Executive Summary

This article will provide insight into the key Human Resources (HR) risks that are 
currently impacting healthcare organizations, and discuss the actions internal audit 
departments should be taking to help their organization manage these risks. We will 
discuss the new “Focused Examination” approach being utilized by the Internal 
Revenue Service (IRS) in their examinations of qualified retirement plans and how 
this approach has both expanded the number of examinations and increased the IRS’ 
proficiency at identifying noncompliant plans. 

We will also discuss the increased scrutiny that is being placed on compliance with 
employment tax requirements and executive compensation practices within exempt 
organizations. Lastly, we’ll cover the key cost savings opportunities that exist within 
the HR function that can reduce costs while also not negatively impacting the 
workforce or inhibiting organizational objectives. 

Internal audit departments that are able to proactively anticipate and manage these 
risks will be providing a significant competitive advantage to their organizations in 
a difficult economic and regulatory environment.

The “Focused 
Examination” 

approach will place 
a greater emphasis 
on evaluating the 
plan’s internal 
controls. 
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Key risk areas that are identified in the 
review should be incorporated into a 
regular internal audit cycle or an ongoing 
monitoring program. The IRS strongly 
encourages this approach as they have 
indicated on the website that: “Good 
internal controls and conducting internal 
audits are crucial to finding and fixing 
problems before they escalate…Self-
audits allow plan sponsors to find and fix 
mistakes before we come in, and if your 
plan is examined by the IRS, good internal 
controls equate to faster, less costly and 
less burdensome audits.” 

IRS audits of compensation and 
benefits—worker classification

The IRS has launched the National 
Research Program which is an audit 
initiative to examine 6,000 companies 
for employment tax compliance. The 
potential areas that may be reviewed 
during an IRS employment tax audit 
include but are not limited to:

• Executive compensation 
(nonqualified deferred compensation, 
country club dues, corporate jet 
travel, etc.)

• Fringe benefits (auto and housing 
allowances, relocation and moving 
expenses, educational assistance/job-
related education, etc.)

• Worker classification 

• Settlement and severance payments

• Payroll tax reporting

One area that is of particular concern for 
healthcare organizations is the increasing 
scrutiny of worker classification. 

Beyond the risk of an IRS audit, this area 
is also a concern from a legal liability 

perspective because published reports 
show that lawsuits based on worker 
misclassification in federal courts have 
increased by over 25 percent from 2010 
to 2011. With class-action settlements 
averaging $23.5 million for claims filed 
under the Fair Labor Standards Act 
(FLSA), and $24.4 million for claims 
filed under state wage and hour laws, 
the potential impact to employers can be 
significant.

Understanding the complex rules related 
to worker classification, and appropriately 
managing and tracking impacted 
employees, can be arduous tasks for 
many companies. Given the nature of 
the various employee groups working in 
healthcare organizations, these companies 
must monitor a variety of the processes 
for determining an employee’s exempt (or 
nonexempt) status under the Fair Labor 
Standards Act (FLSA). 

In addition to FLSA requirements, 
virtually every state has its own law 
covering this issue, and employers must 
generally follow the more stringent 
standard, which compounds complexities 
associated with compliance. The U.S. 
Department of Labor estimates that 
70 percent of employers are not in 
compliance with FLSA, and collective 
actions under FLSA now outnumber all 

class claims under other employment 
laws. 

Due to the high likelihood of the existence 
of FLSA violations and the risk of 
litigation and monetary penalties, it is 
strongly recommended that internal audit 
departments regularly conduct FLSA 
audits. 

These can be included in a regular 
internal audit cycle or as an ongoing 
monitoring program that reviews high-
risk areas on a targeted basis. Relative 
to the potential liability associated with 
FLSA violations, the cost of these audits 
is minimal and can go a long way toward 
mitigating the risk of a violation. 

Executive compensation 
and governance

Recent market events have put executive 
pay packages under intense government 
scrutiny, bringing executive compensation 
into the public spotlight as well. 

While much of the attention has been on 
executive compensation arrangements 
for public company executives, the IRS 
is also looking more closely at executive 
compensation arrangements in exempt 
organizations. The compensation 
arrangements for executives in healthcare 
organizations are being particularly 
scrutinized due to increasing concerns 
over the cost of medical care.

Section 4958 of the IRC provides for 
excise tax penalties if it is determined 
that a “disqualified person” has received 
compensation in excess of what is 
“reasonable compensation” (section 
4958 defines this as an “excess benefit”). 
A disqualified person is, in general, 
any person who exercises substantial 
influence over the organization. 

The IRS provides a rebuttable 
presumption process that exempt 
organizations may use to establish 
reasonable compensation for its officers, 
directors, trustees and other key 
employees. This process is not required, 

Of particular concern 
is the increasing 

scrutiny of worker 
classification.

It is strongly 
recommended that 

internal audit 
departments regularly 
conduct FLSA audits. 

Common Errors Identified During IRS Audits
1. Plan operations not following plan document:

• Definition of plan-eligible compensation used in operation is not consistent 
with plan-eligible compensation as defined in the plan document

• Incorrect calculation of employee deferral contributions and/or employer 
matching contributions

• Failure to suspend contributions following hardship distribution

• Forfeiture amounts in a plan suspense account accumulate over several 
years

2. Plan documentation issues:

• Failure to timely amend for law changes

• Failure to properly execute documents

• Failure to timely adopt amendments
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but is a best practice to ensure that 
compensation is reasonable for highly 
compensated employees in an exempt 
organization. This process requires the 
following:

• Compensation is approved, in 
advance, by an authorized body 
which is composed entirely of 
individuals without a conflict 
of interest, as defined by IRC 
Section 4958, with respect to the 
compensation program.

• The authorized body must obtain 
and rely upon appropriate data, as 
to comparability, prior to making its 
determination.

• The authorized body must 
adequately document the basis for its 
determination.

In general, it is critical to support 
"reasonable compensation" through 
formal written policies that govern 
compensation practices. It is also 
important for the compensation process 
to be documented and reviewed by an 
independent body to reduce the risk of 
noncompliance and the assessment of 
excise tax penalties. 

Internal auditors should perform a 
self-assessment of the organization’s 
processes for executive compensation 
to review the controls governing the 
process for design, implementation and 
monitoring of executive and incentive 
compensation programs. At a minimum, 
this self-assessment should be used to 
ensure that processes are in place to 
satisfy the requirements of the rebuttable 
presumption process. 

HR cost management

In the current regulatory climate, 
many companies, including healthcare 
organizations, are focused on reducing 
their costs in meaningful ways. Human 

capital costs are some of the 
largest budget items, and 
typically grow faster than 
any other cost; therefore, 
organizations can greatly 
benefit from finding 
alternative ways to 
reduce these costs. 

Unfortunately, 
most organizations 
focus on disruptive 
opportunities to reduce 
human capital costs, 
such as reductions in 
force or a reduction of 
existing benefits. These 
disruptive opportunities 
may reduce costs but can 
also have a negative impact 
on employee morale, and can 
inhibit an organization’s ability 
to retain critical talent that is 
needed to drive performance in a 
challenging economy. 

As an alternative, there are many hidden 
HR costs that can be reduced to achieve 
significant cost reductions without having 
a disruptive impact on an organization’s 
workforce (see sidebar for a list of top 
areas for cost savings opportunities). 

Top five HR low-impact cost reduction 
areas to review

Review paid time off (PTO) liability against 
the organization’s written policies and 
plans, and identify any accruals that may 
conflict with written policies and plans. 
Many organizations have significant 
PTO accruals that are not supported by 
their policies and plans. Reducing or 
eliminating these accruals can reduce 
costs without actually cutting back any 
employee benefits. 

Assess the pension exit strategy for any 
currently frozen defined-benefit plans to 
identify opportunities to reduce long-term 
costs. Healthcare organizations commonly 
maintain frozen defined-benefit pension 
plans which generate little value for 
participants, are underfunded and lack a 
long-term strategy. Reviewing these plans 
and developing a strategy to terminate 
them can reduce long-term costs since 
settling benefits eliminates administrative 
maintenance costs and risk of future cost 
increases and other expenses. 

Assess the effectiveness of the payroll function 
to identify inefficiencies and opportunities 
for streamlining operations to reduce 
payroll costs. Inefficiencies in the payroll 
function commonly generate large 

hidden costs that are not appropriately 
managed by organizations. By reviewing 
payroll delivery model alternatives and 
performing benchmarking analyses to 
compare practices to leading practices 
(e.g., cost per check, percentage of manual 
checks per month, etc.), you can identify 
modifications of operational aspects of the 
payroll function that can yield significant 
cost savings. 

Review existing staffing models and training 
models to identify inefficiencies and 
unnecessary costs which do not support 
the organization’s goals. Healthcare 
organizations rely heavily on staffing/
scheduling models for their workforce. 
Performing an analysis of these existing 
models (e.g., productivity, premium 
pay structures, etc.) can often identify 
restructuring opportunities to reduce 
costs while not negatively impacting 
overall operations. 

Organizations should challenge 
pre-existing training programs (i.e., 
mandatory training for nursing and 
clinical staff), and implement alternative 
processes that can drive greater business 
value, such as the incorporation of 
competency assessments into training 
programs. 

Top 5 HR Cost Savings Areas
1. Paid time off liability

2. Pension exit strategy

3. Payroll functions

4. Staffing and training models

5. Vendor performance

There are many 
hidden HR costs that 

can be reduced to 
achieve significant 

cost reductions 
without having a 
disruptive impact.
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Review vendor performance to ensure fees 
are reasonable and organizational needs 
are being met in a cost-effective way. It is 
common in vendor relationships for there 
to be “scope creep” and unapproved fee 
adjustments.

Therefore, organizations should regularly 
benchmark fees as compared to the 
current marketplace and level of service 
quality provided, and should also 
compare the fees to the original service 
contract. 

Organizations can potentially achieve 
greater value from vendors by reviewing 
existing vendor contracts and adjusting 
them to make fees contingent upon 
performance metrics and guarantees. 

The key HR vendors that organizations 
should review include, but are not 
limited to, those providing services in 
these areas: 

• Benefits administration (retirement 
and health and welfare)

• Payroll

• Talent management

• HR service centers

• Absence and leave management

Summary

Healthcare organizations’ ability to 
anticipate HR risks and proactively 
manage these risks will be a 

differentiating competitive advantage in a 
difficult economic and regulatory climate. 

An opportunity exists for internal 
audit departments to play a more 
significant role in the achievement of 
their organizations’ business objectives 
by developing robust internal review 
programs and ongoing monitoring 
programs that address the risks 
discussed in this article. Internal 
auditors should actively engage 
management to ensure that leaders 
understand key HR risks and their 
impact to the entire organization, and 
that they are a key consideration in 
the formulation of the organization’s 
business strategy.  NP
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Wisdom is what’s left after we’ve run out of personal opinions.
~Cullen Hightower


