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EMPLOYMENT CLASSIFICATION ISSUES

TUESDAY, JUNE 4, 1996

HOUSE OF REPRESENTATIVES,
COMMITTEE ON WAYS AND MEANS,
SUBCOMMITTEE ON OVERSIGHT,
Washington, DC.
The Subcommittee met, pursuant to call, at 9:35 a.m., in room
1100, Longworth House Office Building, Hon. Nancy L. Johnson
(Chairman of the Subcommittee) presiding.
[The advisories announcing the hearings follow:]



ADVISORY

FROM THE COMMITTEE ON WAYS AND MEANS
SUBCOMMITTEE ON OVERSIGHT

FOR IMMEDIATE RELEASE CONTACT: (202)-225-7601
May 23, 1996
No. OV-13

Johnson Announces Hearing on
Employment Classification Issues

Congresswoman Nancy L. Johnson (R-CT), Chairman of the Subcommittee on Oversight
of the Committee on Ways and Means, today announced that the Subcommittee will hold a
hearing to examine current issues relating to the classification of workers as employees or
independent contractors for Federal tax purposes. The hearing will take place on Tuesday,
June 4, 1996, in the main Committee hearing room, 1100 Longworth House Office Building,
beginning at 9:30 a.m.

In view of the limited time available to hear witnesses, oral testimony at this hearing will
be heard from invited witnesses only. Planned witnesses include officials from the Department of
the Treasury and Internal Revenue Service (IRS), numerous small business owners, tax
practitioners, and representatives from organized labor. Any individual or organization not
scheduled for an oral appearance may submit a written statement for consideration by the
Committee and for inclusion in the printed record of the hearing.

BACKGROUND:

The classification of workers as either employees or independent contractors for Federal
tax purposes generally is determined under common law (i.e., nonstatutory) rules. Under the
common law, if a person engaging the services of another has "the right to control and direct the
individual who performs the services, not only as to the result to be accomplished by the work, but
also as to the details and means by which that result is accomplished," then the relationship of
employer and employee exists.

Employment classification issues have long been the subject of considerable controversy
between taxpayers and the IRS. In the late 1960s, the IRS significantly increased its employment
tax audit activities. In cases when the IRS prevailed in reclassifying workers from independent
contractors to employees under the common-law test, the employing business could be assessed
significant amounts for Social Security and Medicare taxes (Federal Insurance Contributions Act
or “FICA”) and Federal Unemployment Tax Act (FUTA) taxes on behalf of the reclassified
employees, even though the employees might have fully paid their liabilities for self-employment
and income taxes. In many cases, the back-tax liabilities assessed were so large that the
companies were forced into bankruptcy.

In response to this problem, Congress enacted section 530 of the Revenue Act
of 1978 (P.L. 95-600). This provision generally allows a taxpayer to treat a worker as an
independent contractor for employment tax purposes, regardiess of the actual status under the
common-law test, unless the taxpayer has no reasonable basis for such treatment. Under section
530, a taxpayer is relieved from Federal employment tax liability when it can demonstrate that, in
classifying its workers as independent contractors, it reasonably relied upon: (1) a past IRS audit
of the taxpayer; (2) published rulings, a private letter ruling, or judicial precedents; (3) a long-
standing recognized practice of a significant segment of the taxpayer's industry; or (4) any other
reasonable basis.



The section 530 safe harbor was intended to alleviate what the Congress perceived as
overly zealous pursuit and assessment of taxes and penalties by the IRS against employers who
had, in good faith, misclassified their employees as independent contractors. The legislative
history of this provision indicates that the Congress intended for the section 530 safe harbor relief
to be liberally construed and applied by the IRS.

In recent years, the IRS has again stepped up its enforcement efforts with regard to
employment tax issues, particularly with regard to small businesses with assets of $3 million or
less. The IRS has focused its enforcement resources in this area because its data suggests that such
small businesses are the most likely to misclassify the status of workers.

However, many small businesses undergoing employment tax audits do not have the
financial resources necessary to litigate adverse determinations by the IRS, even where the IRS's
determination was erroneous. Moreover, those who do appeal IRS efforts to reclassify their
workers and successfully prevail in litigation may incur hundreds of thousands of dollars in
administrative costs, accourntant and attorney fees during the examination and administrative
appeals phase which may not be fully recovered. Although Internal Revenue Code section 7430
provides for the payment of attorney fees and certain costs by the Federal Government when
taxpayers substantially prevail on the merits of their tax disputes with the IRS and the IRS's
position was not substantially justified, this provision only applies to litigation costs incurred in
connection with a court proceeding.

At last year's White House Conference on Small Business, a legislative solution to the
problem of the IRS's aggressiveness in recharacterizing independent contractors as employees was
ranked the number one priority among small businesses. Although the Administration has no
legislative proposal to address this issue, the IRS has several administrative initiatives underway
which attempt to address small businesses' concerns about the IRS's handling of worker
classification issues.

First, the IRS has developed a new classification settlement program which will be
available for a two-year test period. Under this program, an optional standard settlement
agreement will be offered to businesses which filed Form 1099 information returns, but failed to
meet all other requirements for relief under section 530. The settlement agreement will require
workers 1o be reclassified prospectively as employees and the taxpayer will pay an assessment not
to exceed one year's liability. Second, the IRS has developed a new procedure to allow businesses,
at their option, to appeal employment tax issues to the IRS Appeals Office while the examination
is still in progress in order to allow quicker resolution of the worker classification issue. Finally,
the IRS issued for public comment a draft of new training materials for IRS examiners who handle
worker classification issues (comment period closed April 28, 1996), and will examine comments
before instituting the training.

Several bills have been introduced in this session of Congress to clarify the rules for
classifying workers for Federal tax purposes, including H.R. 1972, the "Independent Contractor
Tax Simplification Act of 1996," introduced by Representative Jon Christensen, and H.R. 582, the
"Independent Contractor Tax Fairness Act of 1995," introduced by Representative Jay Kim.

In announcing the hearing, Subcommittee Chairman Nancy L. Johnson stated, "Although I
am very encouraged by the IRS's worker classification initiatives and Commissioner Richardson's
statements that this issue is one of the IRS's top concerns, I question whether these steps alone will
be adequate to bring long-needed certainty to this area. I believe the Subcommittee needs to have
a complete airing of this issue and to consider legislative proposals to clarify the classification of
workers for Federal tax purposes.”



FOCUS OF THE HEARING:

The Subcommittee will examine current problems with regard to classification of workers
for tax purposes, including the IRS's handling of employment tax audit issues and reasons for its
failure to liberally construe and administer the safe harbor rules created by section 530 of the
Revenue Act of 1978. The Subcommittee will also consider whether the IRS's recent worker
classification initiatives (i.e., the settlement program, revised training materials, and appeals policy
changes) will adequately address perceived problems in this area. In addition, the Subcommittee
will receive testimony on proposed legislation to clarify the tax laws relating to worker
classification (e.g., H.R. 1972 and H.R. 582).

The Subcommittee will also examine whether modifications to the section 530 safe harbor
rules are desirable. For example, should the section 530 safe harbor be modified to apply for
income tax purposes as well as employment tax purposes? Is a statutory clarification of what
constitutes a "significant segment” of the taxpayer’s industry desirable? Finally, the Subcommittee
will also examine independent contractor tax compliance and whether changes to improve
compliance (e.g., expanded information reporting requirements or increases in penalties for failure
to file Forms 1099) are desirable.

DETAILS FOR SUBMISSION OF WRITTEN COMMENTS:

Any person or organization wishing to submit a written statement for the printed record of
the hearing should submit at least six (6) legal size copies of their statement, with their address and
date of hearing noted, by the close of business, Tuesday, June 18, 1996, to Phillip D. Moseley,
Chief of Staff, Committee on Ways and Means, U.S. House of Representatives, 1102 Longworth
House Office Building, Washington, D.C. 20515. If those filing written statements wish to have
their statements distributed to the press and interested public at the hearing, they may deliver
200 additional copies for this purpose to the Subcommittee on Oversight office, room 1136
Longworth House Office Building, at least one hour before the hearing begins.

FORMATTING REQUIREMENTS:

Each statement presented for printing to the Committee by a witness, any written statement or exhibit submitted for the printed
record or any written comments in resposse to a request for written comments must conform to the guidelines listed below. Amy
statement or exhibit not in compliance with these guidelines will mot be printed, but will be maintained in the Committee files for review
and use by the Committee.

1L All statements and any accompanying exhibits for printing maust be typed in singie space on legal-size paper and may not
exceed a total of 10 pages iaciuding attachmesnts.

2. Copies of whole documents submitted as exhibit material will not be -ccepud for printing. Instead, exhibit material should
be referenced and guoted or paraphrased. All exhibit material not meeting these will be in the C files
for review and use by the Committee.

3. A witness appearing at a public hearing, or snbmmng 2 statement for the record of a public kearing, or submitting written
comments in response to a [ request for by the i must inclode on his statement or submission a list of all
clients, persons, or orgsnizations on whose bebalf the witness appears.

4 A sheet must each listing the name, full address, a telephowe number where the witness
or the designated representative may be reached and s topical outline or summary of the comments and recommendations in the full
statement. This suppiementsi sheet will not be included in the priated record.

The above restrictions and limitatioas apply only to material being for printing. and exhibits or supplementary
material solely for di ion to the the press and the public daring the course of a public hearing may be
submitted in other forms.

Note: All Committee advisories and news releases are now available over the Internet at
GOPHER.HOUSE.GOV, under ' HOUSE COMMITTEE INFORMATION'.
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ADVISORY

FROM THE COMMITTEE ON WAYS AND MEANS

SUBCOMMITTEE ON OVERSIGHT

FOR IMMEDIATE RELEASE CONTACT: (202) 225-7601
June 13, 1996
No. OV-14

Johnson Announces Second Day of Hearings
on Employment Classification Issues

Congresswoman Nancy L. Johnson (R-CT), Chairman of the Subcommittee on
Oversight of the Committee on Ways and Means, today announced that the Subcommittee will
hold a second day of hearings to examine current issues relating to the classification of workers
as employees or independent contractors for Federal tax purposes. The hearing will take
place on Thursday, June 20, 1996, in the main Committee hearing room, 1100 Longworth
House Office Building, beginaing at 10:00 a.m. The first day of hearings took place on
June 4, 1996. (See Subcommittee press release No. OS-13, dated May 23, 1996.)

Oral testimony at this hearing will be heard from invited witnesses only. Planned
witnesses include officials from the U.S. Department of the Treasury and Internal Revenue
Service, the General Accounting Office, tax practitioners and others. Any individual or
organization not scheduled for an oral appearance may submit a written statement for
consideration by the Committee and for inclusion in the printed record of the hearing.

DETAILS FOR SUBMISSION OF WRITTEN COMMENTS:

Any person or organization wishing to submit a written statement for the printed record
of the hearing should submit at least six (6) legal size copies of their statement, with their
address and date of hearing noted, by the close of business, Monday, July 8, 1996, to Phillip D.
Moseley, Chief of Staff, Committee on Ways and Means, U.S. House of Representatives,

1102 Longworth House Office Building, Washington, D.C. 20515. If those filing written
statements wish to have their statements distributed to the press and interested public at the
hearing, they may deliver 200 additional copies for this purpose to the Subcommittee on
Oversight office, room 1136 Longworth House Office Building, at least one hour before the
hearing begins.

FORMATTING REQUIREMENTS:

Each statement presented for printing 1o the Commitias by a Witness, any Written statement or exhibit submitted for the printad record or
any written eqmments in responss Lo & request for written comments mnat conform to the guidelines tistod holow. Any statement or exhibit not
in compliancs with these guidelines will not be printed, but will be maintained in the Committse flles for review and use by the Coeamiitee.

1. Anluunnuuduympumcmmu(wmm‘nmhtypummummhplmmndmynm
oxceed a total of 10 pages including attachments.

2 Coples of whole documents submitted as exhiblt material will not be accepted for printing. Instead, exhibit matsrial should be
and quoted or Al exhibit material not mesting thess will be in the files for
review and use by the Committes.
3 A witness appearing at a public hearing, or submiiting a statement for the record of & public bearing, o submitting written
In regponse to 2 P rennagt for by tha Crmmittes, must nsluds op his statsment or submission a list of all clients.
persoos, ar organizations oo whose behalf the witneas appears.
4 shost must each listing the name, full address, & telephone number where the witness or
the designated rapnnnudve may be reached and a topical ontline or summary of the and in the full

This supplemental shoet will not be included in the printed record

The above restricticns and limitations apply only to material being for printing. and sxhibits or
material submitted solely for distrtbution to the Members, the press and the public durtng the course of & public hearing may be submittad in
other forms.

Note: All Committee advisories and news releases are now available over the Internet at
GOPHER.HOUSE.GOV, under "HOUSE COMMITTEE INFORMATION".
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Chairman JOHNSON. Good morning, everyone. It is a pleasure to
have you here this morning.

Welcome to Senator Gramm. Nice to have you on this side. And
to my colleagues, Hon. Jon Christensen, and Hon. Jay Kim. Thank
you for being with us.

Today the Oversight Subcommittee is going to wander into wild
woods where even angels fear to tread, the classification of workers
as employees or independent contractors for Federal tax purposes.
As you know, the issue has had a long and controversial history,
and is one of the major sources of friction between the Internal
Revenue Service and taxpayers, particularly small businessmen.

At last year’s White House Conference on Small Business, a leg-
islative solution to the problem of the IRS’ aggressiveness in re-
characterizing individual contractors as employees was ranked the
number one concern among small businesses. The determination of
whether workers and employees are independent contractors is
made under a common law test which looks at whether the person
engaging the services of another has the right to control and direct
the individual who performs the services, not only as to the result
to be accomplished by the work, but also as to the details and
means by which the result is accomplished.

While this may sound simple, the common law test is anything
but simple. Most employment relationships possess elements of
both an employer-employee relationship and an employer-independ-
ent contractor relationship, and there isn’t any bright yellow line
which distinguishes the two.

As a result of ambiguity and conflicting interpretations under the
common law test, reasonable people have often reached different
conclusions as to the proper classification of a worker. Unfortu-
nately, the consequences of even a good-faith mistake about the
proper classification of workers for tax purposes can have devastat-
ing consequences for small businesses.

In cases where the IRS determines that a company has
misclassified its workers as independent contractors, the employer
can be assessed significant amounts of Social Security, Medicare
and Federal unemployment taxes on behalf of the reclassified em-
ployees, even though the employees may have fully paid their li-
abilities for self-employment and income taxes. In some cases, the
back tax liabilities assessed are so large that the companies are
forced into bankruptcy.

Further, IRS agents have been known to privately acknowledge
the protection offered by section 530 “safe harbor” provisions, but
refuse to concede this issue to force a small business that cannot
afford to appeal or pay back taxes to prospectively reclassify em-
ployees as independent contractors to satisfy the IRS agent. This
is abusive, this is blackmail, and this is the kind of thing that poor
law allows.

The time to solve this problem is at hand. The process starts
today, to identify clear, fair, objective standards to prevent the IRS
from abusing taxpayers, while assuring fair share compliance.

Several bills have been introduced in this session to clarify the
rules for classifying workers for Federal tax purposes. I am pleased
today we will hear from the authors of several of those.
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The Subcommittee will hear from several small businesses re-
garding their experience with the IRS and from a representative
with organized labor. Unfortunately, Bob Georgine, president of the
Building and Construction Trades Department of the AFL-CIO,
who had been scheduled to testify, will not be able to attend be-
cause of scheduling changes in today’s hearings. He will be rep-
resented by written statement and will be heard at later panels.

This is the first of two hearings to examine this issue. On June
20, the Subcommittee will receive testimony from the Treasury,
IRS, GAO, taxpayers, and others about whether or not the IRS’ re-
cent worker reclassification initiatives are sufficient to address the
problems in this area or whether a legislative solution is necessary.

The Subcommittee will also examine whether modifications to
the “safe harbor” created by section 530 of the Revenue Act of 1978
rules are desirable. The Subcommittee is going to take a hard look
at independent contractor tax compliance and move to fix the
problems in this area.

It is my belief that examination will lead to the development of
a bipartisan consensus, on actions that can be taken to help clarify
this longstanding problem in tax law. At this time when our
Nation’s economic growth depends on the growth in the small busi-
ness and medium-sized business sector, it is imperative to support
and encourage that growth in every way possible. Clarifying this
passage of tax law is one important step we can and must take.

It is my privilege to recognize this morning, first, my colleague,
Mr. Matsui, from California, whom I appreciate very much having
made the effort to be here today, even though we do not have floor
votes, and I would like to welcome my colleague, Representative
Greg Laughlin, also, and thank him for being here today on a day
when we actually are not going to have to vote.

Mr. Matsui.

Mr. MaTsul. Thank you very much, Chairman Johnson. I want
to thank you and commend you for holding these very important
hearings, and certainly I commend my colleague Mr. Laughlin for
becilng here as well, given the fact that we do not have any votes
today.

To the three gentlemen, Senator Gramm from Texas, Congress-
man Kim from my home State, and Congressman Christensen from
the State of Nebraska, I am going to be very brief in my comments.
I think, as Madam Chairman has said, there will be another series
of hearings on the June 20, and it would be my hope that individ-
uals will suspend judgment on this issue until they hear from the
Treasury Department, the Internal Revenue Service, GAQO, and cer-
tainly tax practitioners—those particularly in the New York State
bar, because they might have a different set of facts, different set
of circumstances, and different conclusions drawn from what is
going on in terms of the issue of independent contractors.

It is my belief that Representative Johnson and the Members on
her side of the aisle and those on our side will probably be able to
come up with something bipartisan. Mrs. Johnson and I have
worked very closely together over the last year and a half, and we
have been able to come up with a number of bipartisan pieces of
legislation that passed the House unanimously or close to it. We
will certainly try in this particular case, as well.
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I remember, as a law student, one of the big issues—I do not
know if they teach agency courses any longer in law schools, but
when 1 was going to law school, they taught agency courses. The
issue of independent contractors or the employment relationship is
a very important relationship. In the cases that I used to read in
the late sixties, the issue was whether or not the employee, when
he or she committed a tort or the employer was responsible.

Now we have a whole different set of circumstances. That issue
no longer, in terms of tort responsibility, is a key one. The key
issues today are benefits—pension benefits, health care benefits,
benefits that employers often give to employees.

The reason this issue has taken on a life of its own and has
become so critical over the last 20-plus years, or so is mainly be-
cause of nondiscrimination rules to a large extent. Employers in
the past were not required to provide the same benefits to employ-
ees as they gave to management or to themselves with the non-
discrimination rules. That has all changed, so many employers are
trying to find ways in which they can make employees independent
contractors.

Certainly we need a balance. We need to make sure that the
rights of the employer are protected, but we also need to make sure
that the rights of the employees are protected, because as I indi-
cated, that employment relationship has certain very valuable ben-
efits to it, particularly health care benefits and pension benefits,
which I think everyone understands is the cause of a great deal of
security in America today.

It would be my hope that this debate does not turn into the
debate of extremism that we have seen in the past. It is my hope
we are going to be able to deal with this issue in a very rational
fashion and make sure that both sides are reasonably protected,
but particularly the employee side of the equation is protected.

Let me just conclude by making one further observation. As you
know, the Internal Revenue Service, Treasury Department, has a
test of 20 different criteria they use at this time. It is cumbersome.

On the other hand, this relationship has developed over a long
period of common law in England and certainly the 230-year
history of our country in terms of the court decisions. It would be
my hope we are not precipitous in passing legislation. The gentle-
men before us have different kinds of tests, and we will analyze
those tests and see if in fact they work, see if in fact they do dam-
age or help the employment relationship.

So, I look forward to working with the Chair and certainly other
Members that are interested in this issue. Thank you.

Chairman JOHNSON. Thank you, Bob.

Representative Laughlin.

Mr. LAUGHLIN. Thank you, Madam Chairman. I thank you very
much for calling this hearing.

Certainly we are delving into a murky area that has imposed ex-
treme hardship on the independent contractor and particularly the
small business independent contractor. I am hopeful that these
hearings will focus on what is best for the small business owner,
the small business protector, who is providing jobs in many in-
stances when the very large corporations who have followed the
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mancllates of government in many areas are laying off thousands of
people.

I hope that we look at what is best for those who are picking up
the pace, employing those laid-off workers and give a well-informed
process to that business operator who is providing much-needed
jobs for our economy.

Chairman JOHNSON. Thank you.

Welcome, Senator Gramm. It is a pleasure to hear from you at
this time.

STATEMENT OF HON. PHIL GRAMM, A U.S. SENATOR FROM
THE STATE OF TEXAS

Senator GRAMM. Madam Chairman, first of all, let me say I am
very happy to be here today. I think you are going to hear a lot
about independent contractors today, so I will be brief on that
general subject.

I think we have a problem with the 20-rule guideline of IRS, and
that the logical way to fix it is to say, by law, who is not an em-
ployee. 1 think we ought to go at it from that direction. This is
what we tried to do in the Senate. I think it is very important and
I think we ought to be very concerned about anything that endan-
gers independent contractors.

Independent contracting is basically an incubator for small busi-
ness. A lot of people begin as independent contractors to sort of test
their wings in the marketplace, so to speak. Many of our most suc-
cessful companies, paying the highest wages, providing the best
benefits, have ultimately come from people who started out on their
own as independent contractors.

I think it is important that we look at independent contracting
not just as a method of business organization, but as a stepping
stone toward the establishment of successful small, medium-sized,
and ultimately big businesses.

I wanted to concentrate today on one little facet of this problem,
and that problem has to do with newspapers and with what we call
the “paper boy.”

Now, I tried this morning, to think of alternatives that would not
carry the sexual connotation, because I am positive that there are
paper girls, but the term just simply is not one that rings in our
ears. So, if I can be forgiven by the Chairman, I will just; use the
term “paper boy.”

I wanted to explain why this form of independent contracting is
so vitally important for America. Forget the newspapers, but lets
focus in on just paper boys.

When I was in academics, I got off into an area of economic
history, and one of the things I discovered was that miraculously
in the 19th, 18th, and the 17th centuries, educated people under-
stood the economy and how it worked a lot better than educated
people do today. I started racking my brain about how that could
be so. And the conclusion I came to was that in the specialized
world we live in, being in economic life for most people does not
teach you much about the economy.

Most people go to work for a business, they specialize in, say,
buying things for the business, but they do not engage in selling
things. Or people engage in the production of something, but they.
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do not engage in the purchasing of the inputs or selling the final
product.

It is very seldom in our life in the specialized world we live in
that actually living and functioning in our society becomes an edu-
cational institution teach us how our great economy works, how
prices are determined, and how markets work.

Interestingly enough, the entry level job for literally millions of
young people in America is becoming paper boys, it is one job
where—at a very early age—people have an opportunity to in
essence be in business for themselves.

When I was a paper boy in Columbus, Georgia, I threw the Co-
lumbus Ledger-Enquirer. I threw 105 newspapers, which I pur-
chased weekly from the newspaper. I threw the newspaper and
then I collected money from the 105 people—well, the ones who ac-
tually paid me. And what I earned was the difference between the
two. I was, in the language of your debate, an independent
contractor.

But the important thing is that as a paper boy, it gave me an
insight into how our free enterprise system worked. It was a prac-
tical experience of being in business for myself, taking responsibil-
ity for myself, learning about the whole end of the business, buying
my product, delivering it, collecting the money for it. And my argu-
ment for having a correction—and I would like to see us do it this
year—is to deal with these lawsuits concerning the independent
contractor status of distributors and paper boys.

I think it is very important that we take action to see that we
do not turn paper boys into employees of the newspaper. If we do,
we are going to exclude young teenagers from that profession. I
think we are going to deny our country a great educational experi-
ience—experience that most people get at no other point in their
ives.

I mean, go out and explain to a paper boy how a minimum wage
law is going to help him. Explain to him how government could
come in and raise his wages as a paper boy without either affecting
the price he pays for the newspaper or the amount he collects when
he collects for the paper. And any newspaper boy in America would
laugh in your face.

It is that kind of experience and education that we have too little
of, Madam Chairman, and I hope that we can take whatever action
we need to preserve the institution of the paper boy in America.
I think it goes beyond the independent contractor issue, and I
think it goes beyond this whole tax debate.

This is an institution in America that needs to be preserved, and
that is what I wanted to come over and say this morning.

Chairman JOHNSON. Thank you very much, Senator. I agree that
the term “paper girl” somehow does not work very well. On the
other hand, there are lots of young women delivering papers. There
was a lot of opposition to that. Parents were afraid about young
girls being out, and not afraid about young boys being out.

We have overcome that, and I think that is part of the progress
women are making, and it is not surprising that more small busi-
nesses are being founded by women in today’s America than by
men. Very independent-minded. Thank you for your testimony.

Chairman JOHNSON. Representative Christensen.
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STATEMENT OF HON. JON CHRISTENSEN, A REPRESENTATIVE
IN CONGRESS FROM THE STATE OF NEBRASKA

Mr. CHRISTENSEN. Thank you, Madam Chairman. Yesterday
when 1 got on the plane, I happened to sit by an IRS official from
Omabha. I said we were having a hearing today on this important
issue, and he replied, I sure hope you can help us because, he said,
the 20-point test that we have to administer is too difficult, and
anything you can do in this area would ease our job.

So, I preface my remarks by saying that, because oftentimes we
can use the IRS as an excuse or easy to blame, but they are having
a difficult time with this 20-point test.

Under the Code, you are either an employee or you are an inde-
pendent contractor. Some workers are categorized by law as one or
the other. Other workers may be classified as independent contrac-
tors under the safe harbor of section 530. Those not fortunate
enough to fall under these two classes fall under the IRS’ infamous
20-point test.

Almost everyone agrees that the 20-point test is far too subjec-
tive. It is quite possible to take two seemingly identical situations
and find employee status in one and independent contractor status
in another.

According to one estimate, this past year the IRS had 439,000
independent contractors that they had to reclassify, and the collec-
tion of $678 million in fines and taxes that were collected just since
the mideighties. The IRS’ actions have been especially deadly to all
small business people, not just paper boys.

Unlike their Fortune 500 counterparts, our Nation’s small busi-
nesses cannot afford the fancy tax lawyers and litigators needed to
defend themselves against the IRS. Consequently, rather than
fighting the IRS in the use of its murky 20-point test, many entre-
preneurs are forced to close their doors, putting countless industri-
ous Americans out of work.

That is why, as you said earlier, this was the number one issue
of the White House Conference on Small Business in 1995. As a re-
sult of that conference on June 30th, just 2 weeks after the close
of the White House Conference on Small Business, I and 100 origi-
nal cosponsors introduced H.R. 1972, the Independent Contractor
Tax Simplification Act.

Unlike past attempts to resolve this issue, H.R. 1972 defines who
is not an employee. It establishes distinct, clear and objective cri-
teria for those seeking to perform services as an independent con-
tractor. These new criteria may only be used if the independent
contractor and the business for whom the services are being per-
formed correctly complied with income reporting rules.

Specifically, H.R. 1972 establishes a three-part objective test for
determining whether someone is not an employee. To qualify as an
independent contractor, you must meet all three parts: Independ-
ence, investment, and contract.

Some argue the tests in my bill could make it easier to classify
workers as independent contractors. That is neither the purpose
nor the effect of my bill. It certainly makes it easier to tell if some-
one is an independent contractor, but without a substantial degree
of independence and investment in business, no one, no one, can
meet these tests.
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The fact is that my bill would protect workers from the current
abuse of designating workers who are clearly employees as inde-
pendent contractors. One of the purposes of the bill is to clarify the
law to such an extent that employers can no longer hide in the
shade of the 20-factor test gray areas.

It is also important to note that my bill does not eliminate the
20-factor test, nor section 530. It simply provides for a simpler al-
ternative test that can be used if you comply with all income
reporting requirements.

We are in a changing world. No longer will the majority of
Americans earn a living in the fields and factories that many of us
and our ancestors toiled in. Rather, we are at the brink of the third
wave information age. This new era will feature new kinds of em-
ployment relationships, where people can work out of their homes
and telecommute, where individuals can serve customers all over
the world at the push of a button. It will foster the entrepreneurial
spirit which has made this country great.

This new era has the potential of bringing enormous improve-
ment into the lives of all Americans. Our laws should encourage,
not hinder, this development. That is precisely why we need to
adopt a new, clear, objective standard for determining who is self-
employed and who is not, a standard based on freedom which al-
lows those who wish to benefit from this new era to do so.

In closing, Madam Chairman, I wanted to thank you for conven-
ing these hearings as soon as you did because it is an area we have
to act on. And, as Senator Gramm said, it would be nice to be able
to act on it this year since the White House Conference on Small
Business said this is their number one priority.

Thank you for the opportunity to testify.

[The prepared statement follows:]
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America’s small businesspeople have finally said enough is enough. Last summer,
the White House Conference on Small Business convened in Washington to debate a whole
host of issues important to our nation’s entrepreneurs. The top vote-getter at the
Conference was a proposal to clarify the standards for determining whether an individual is
an employee or independent contractor.

pecifically, the delegates recommended that Congress “should recognize the
legitimacy of an independent contractor,” stating further that the current common law
twenty-factor test is “too subjective.” The Conference delegates called upon Congress to
establish “realistic and consistent guidelines.”

Those on the front lines have spoken and we’ve listened. On June 30th of last
year, just two weeks after the Small Business Conference, I and 100 original cosponsors
introduced H.R. 1972, The Independent Contractor Tax Simplification Act. Unlike past
attempts to resolve this issue, H.R. 1972 defines who is not an employee. It establishes
distinct, clear and objective criteria for those seeking to perform services as an independent
contractor. These new criteria may only be used if the independent contractor and the
business for whom the services are being performed correctly comply with income
reporting rules.

Specifically, H.R. 1972 establishes a three-part-objective test for determining
whether someone is not an employee. To qualify as an independent contractor, you must
meet all three parts. Two of the parts contain subparts, but you must only meet one to
satisfy that part. Let me go through the criteria briefly.

Part One: Invesument. Does the individual: (1) have a significant investment in
training or assets; or (2) incur significant unreimbursed expenses; or (3) agree to work for a
specific time or complete a specific result, and is liable for damages for failure to perform;
or (4) receive compensation primarily on a commission basis; or (5) purchase a product for
resale? If the individual satisfies any one of these subtests, then Part One is met.

Part Two: Independence. Can the individual demonstrate just one of the following
subparts: The individual (1) has a principal place of business; or (2) does not primarily
provide the service in the service recipient’s place of business; or (3) pays a fair market rent
for use of the service recipient’s place of business; or (4) is not required to perform service
exclusively for the service recipient and (a) has performed a significant amount of service
for others; or (b) has offered to perform service for others through advertising, individual
written or oral solicitations, listing with agencies, brokers, or others; or (c) provides
service under a registered business or trade name. Meet any one of these four subtests and
you satisfy Part Two.

N Is there a written agreement between the parties? This
helps clarify each parties responsibility for the payment of taxes thereby aiding compliance.

That’s it. Meet all three parts -- independence, investment, and contract -- and you
qualify as an independent contractor. But remember the independent contractor and the
business for whom the services are being performed must correctly comply with income
reporting rules. If they fail to do so, then they are left with the burdensome 20-factor test
and all of its traps.

It is important to note that my bill does not eliminate the 20-factor test nor the safe
harbors under Section 530. It simply provides for an alternate test that can be used if you
comply with all income reporting requirements.

As a matter of public policy our tax laws should not favor employee status over
independent contractor status, or vice-versa. Individuals should be free to enter into
business arrangements of their own choosing without the IRS pushing them into one
category or the other.
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Despite a well-documented record of discouraging independent contractor status,
the IRS is now on record that it will not discriminate against independent contractors.
Margaret Richardson, Commissioner of the Internal Revenue Service, told delegates to the
White House Conference on Small Business that the IRS “does not care whether someone
is an employee or an independent contractor as long as they properly report their income.”
H.R. 1972 clearly satisfies her reasonable request and I look forward to working with Mrs.
Richardson on this important issue.

We are in a changing world. No longer will the majority of Americans eamn a living
in the fields and factories that many of us and our ancestors toiled in. Rather, we are at the
brink of the Third Wave Information Age. This new era will feature new types of
employment relationships, where people can work out of their homes and “telecommute,”
where individuals can service thousands of customers all over the world through the push
of a button. It will foster the entrepreneurial spirit that has made this country great. This
new era has the potential of bringing enormous improvement to the lives of all Americans.

Our laws should encourage, not hinder, this development. That’s precisely why
we need to adopt a new, clear, objective standard for determining who is self-employed
and who is not -- a standard based on freedom and which allows those who wish to benefit
from this new era to do so.

In closing, I want to again thank you, Madam Chairman, and my colleagues on the
Subcommittee for the opportunity to testify before you today.

-end -
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Chairman JOHNSON. Thank you, Representative Christensen, for
your leadership on this issue.
Representative Kim.

STATEMENT OF HON. JAY KIM, A REPRESENTATIVE IN
CONGRESS FROM THE STATE OF CALIFORNIA

Mr. KiM. Thank you, Madam Chairman. I would like to thank
you again for giving me this opportunity.

As my colleagues mentioned, there are a lot of horror stories
about this issue. Many times businesses hire someone who they
think is legitimately an independent contractor. Later the IRS
apologizes and tells them that they should have been employees.
The penalty for this honest mistake, is massive fines, back taxes,
and legal fees. Many of them just go bankrupt.

IRS does not give businesses the benefit of the doubt. As my col-
league mentioned, they have a 20-factor test. If you meet 19 of
them only, you can be fined. The IRS is very aggressive about this.

It is not entirely their fault. Congress passed the laws that are
causing the problem.

In 1990, the IRS assessed more than $100 million in fines
against small businesses for misclassifying workers. But the reason
. they could do this is Congress’ failure to clarify the law. My bill
would try to clarify and correct that madness.

Now, my bill has three sections. One of them is defining what
the independent contractor is, which is almost identical to my
colleague Mr. Christensen’s bill. Very simple.

First of all, you have to have some kind of written agreement.
That is common sense. In addition to the written agreement, you
have to have one of the following four criteria: One is you have to
suffer a profit loss. Come on, if you do not have that, how can you
be an independent contractor?

Or, you have to have a separate principal place of business and
some kind of investment; or he or she shall be paid exclusively on
a g(l)mmission basis; or offer the same service to other general
public.

That is it. As long as you meet the criteria, written agreement
plus one of those four criteria, then he or she shall be an independ-
ent contractor. There is no question about it; the IRS cannot inter-
pret it otherwise.

Now, what is the difference between the Kim and Christensen
bills? Mine goes a little deeper. My bill reforms section 530 and
compliance rules. That is what I would like to talk about this
morning.

Let me explain quickly what I mean by section 530. As you
know, in 1978, Congress passed an amendment called section 530.
It was supposed to be temporary, to try to protect the small busi-
nesses from the IRS.

Now, let me tell you what my bill would do in terms of changing
section 530. Right now, according to the IRS rules, a business can
be found in violation of the consistent treatment. The phrase, “con-
sistent treatment,” what it is is if you are an employer trying to
change one of the independent contractors to a permanent em-
ployee, you cannot do that. You are going to be fined by IRS be-
cause the phrase, “consistent treatment” is violated. This is ridicu-
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lous. It discourages you from hiring an independent contractor as
an employee.

My bill changes that. You can go ahead and hire him if you want
to, if the two parties agree, and not risk IRS prosecution.

Second, section 530 gives no concrete standard for what con-
stitutes a significant segment of the relevant industry. It is ambig-
uous. Mine clearly defines what that means. My bill defines
“significant segment of industry” as no more than 25 percent of
industry.

Where did I get that? We contacted a lot of businesses and indus-
tries, and looked at court rulings. They told me 25 percent is a rea-
sonable figure; as long as you have 25 percent or more, that should
be considered a significant sector.

Right now it is very ambiguous. My bill changes that.

Third, there is a lot of confusion about certain independent con-
tractors being treated as independent contractors for employment
taxes, yet in terms of other federal taxes, they are treated as em-
ployees.

Let me give you one example, a real estate agent, for tax pur-
poses, is an independent contractor, yet he/she is treated as an em-
ployee when determining who is a qualified individual for a profit-
sharing system or stock bonus plan.

There is a contradiction in here. In another example a tax court
ruled that Methodist ministers are employees, so they cannot get
credit on automobile allowances, yet they are independent contrac-
tors for Social Security taxes.

This inconsistency has to be eliminated, and my bill does that.
It simply eliminates inconsistencies and qualifies what they mean
by this examination of employment and taxes.

Finally, my bill deletes section 1706 of section 530. In 1986,
Congress passed another amendment trying to exclude technical
services people who work through brokers from section 530 protec-
tion. I do not know why they did it. This is ill written, it is not
fair. My bill simply eliminates this.

Everybody is equal and fair; as long as they meet the definition
tests, they shall also be treated as an independent contractor. They
are not going to be excluded from section 530 protection.

Finally, we added compliance reforms so that nobody can call
this bill extreme. My bill asks the employer to be more responsible.
For example, we asked an employer to line list his or her Form
1099 income. In other words, when a worker files his or her tax re-
turn, he or she has to list an independent contractor income, rather
than a lump sum, so that the IRS can audit easier.

It is an additional responsibility for the employer to list addi-
tional incomes when they file a Form 1099—but it will help great-
ly. I raised the fines from $50 to $75 per offense for businesses who
fail to issue Form 1099s, and $100 to $125 per offense for doing so
intentionally.

In other words, the employer, an independent contractor, takes
a little more responsibility; in return, section 530 is clearer and
gives businesses more protection. I think it is a fair trade and a
very comprehensive reform.
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I also support Mr. Christensen’s bill. I am an original cosponsor.
But, I believe mine is much more comprehensive, and therefore I
urge you to pass my independent contractor reform legislation as
soon as possible.

Thank you, Madam Chairman.

[The prepared statement follows:]
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Statement of Congressman Jay Kim (R-CA)
House Ways and Means Committee
Subcommittee on Oversight
June 4, 1996

Madam Chairwoman, members of the Subcommittee, thank you for the opportunity to
testify here today. | believe that independent contractor reform is the uitimate smail
business issue, so | am extremely pleased that you have chosen to have this hearing.

As many of you know, | used to own and operate a business. | ran a small engineering
firm in Southern California called JayKim Engineers which, at one point, had 150
employees. Over the years my firm used many independent contractors — accountants,
consultants and others. 1| know from firsthand experience exactly how confusing,
ambiguous and arbitrary the current worker classification rules are.

In my short time as a Congressman, | have learmed that | was not alone in having
difficulties with worker classification rules. | have heard horror story after horror story from
my constituents about how they hired someone they thought was a legitimate independent
contractor, only to have the IRS swoop in years later, claim that the worker (or workers)
should have been an employee, and impose massive fines and back taxes. Often, these
businesses are faced with severe financial problems and, in some cases, bankruptcy as
a result of an honest mistake in classifying workers.

For this reason, | was not surprised to see that the White House Conference on Small
Business identified independent contractor issues as the #1 issue for small businesses.
I think that this statement should serve as a clarion call for all of us who care about the
future of small businesses in this country.

The independent contractor issue illustrates one of the fundamental truths of our
government: Wherever Congress leaves ambiguity in the law, a federal agency will use
the ambiguity to usurp as much power as possible.

And that is exactly what the IRS has done with the worker classification rules. There exists
an abundance of anecdotal evidence to suggest that the IRS consistently interprets these
rules in the most restrictive way possible. The IRS is clearly not "neutral" on whether or
not a worker is an employee or an independent contractor. The fact is, the agency has a
bias against the independent contractor status, and as a result, puts the burden of proof
on the taxpayer to prove that the worker is pot an employee.

in short, the IRS has taken an extremely aggressive and hard-line stance on independent
contractor issues — and it has gotten more aggressive every year. Between 1987 and
1990, for example, the IRS' Employment Tax Examination Program (ETEP) grew from a
small pilot program to a major undertaking which, in 1990, employed 18,000 revenue
officers who examined more than 20,000 tax returns. These reclassifications resulted in
$111 million in assessments against small businesses. That's $111 million dollars that
could have been spend to hire more workers, to make capital investments, or to open new
businesses. And this cost figure does not even include the tens millions of dollars that
small businesses must spend every year on legal fees to defend themselves against IRS
prosecution.

Given these facts, it would be easy to blame the IRS for the problems in our worker
classification system. But, to be honest, | really think that most of the blame does not lie
with the IRS, it lies with Congress.

The fact is, despite the massive heartburn that worker classification rules have caused
small businesses over the years, Congress has done almost nothing to clarify the
distinction between employees and independent contractors. The passage of Section 530
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in 1978 helped, but it was only supposed to be a "stop-gap" measure. When this measure
was passed, it was expected that Congress would return to independent contractor issue
in short order to fix the problems that necessitated Section 530. Unfortunately, Congress
never did, and the problems that small businesses face in dealing with the worker
classification rules have gotten much, much worse.

And the unfortunate fact is, these problems will continue to get worse until Congress gets
involved with the independent contractor issue. In the absence of a clear definition of who
is and who isn't an independent contractor from Congress, the IRS will continue to take
advantage of ambiguities in the law to harass honest small business owners.

For this reason, | strongly believe that it is time for Congress to get off of the sidelines and
reform the worker classification system. That is why, last January, | introduced H.R. 582,
the "Independent Contractor Tax Fairness Act'. The idea behind H.R. 582 is simple: Itis
time for Congress to establish a clear, unambiguous test for what constitutes an
independent contractor.

To that end, the core of my bill is a simple test that establishes who is not an employee.
The test has four criteria that are based on common-sense requirements for who qualifies
as an independent contractor. |f a worker meets any one of the four - and has signed a
written agreement clearly stating that both parties understand the responsibilities of
independent contractor status - then he or she cannot be considered an employee and
the IRS is prevented from reclassifying the worker (and assessing associated fines and
penalties).

In short, H.R. 582 establishes clear, easily understandable criteria for determining whether
a worker is or is not an employee. Instead of having to wade through the current swamp
of worker classification rules, most small businesses can look for guidance and protection
to the four common-sense criteria established by the bill. In doing so, | believe that H.R
582 would help small businesses by providing badly needed clarity to the worker
classification rules.

At this point, | would like to make a couple of points about H.R. 1972, the independent
contractor bill established by our freshman colleague, Mr. Christensen.

Many of you will note that | am an original cosponsor of H.R. 1972. | support this bill
because | believe that, at their core, both H.R. 1972 and my bill, H.R. 582, share the same
underlying intent: To establish a clear and unambiguous standard for who is not an
employee. In fact, the tests established by both bills are extremely similar -- although the
test in Mr. Christensen's bill is slightly more flexible in its application.

Where our bills differ, however, is in whether and how they address other important
problems with our worker classification system. H.R. 582 builds on the same foundation
as H.R. 1972, but also contains a more comprehensive attempt to address many of the
other underlying problems with the worker classification rules. To put it simply, H.R. 1972
is the minimum we should do; H.R. 582 represents a broader overhaul of the worker
classification system.

For example, H.R. 582 makes badly needed changes to the so-called Section 530 rules
that help businesses who make honest mistakes in classifying workers. These include:
Allowing businesses to convert independent contractors to employees without threat of
losing Section 530 protection; clarifying the threshold for what constitutes a "significant
segment” of an industry; repealing the section 1706 exemptions for technical workers;
extending classification rules to all federal taxes, not just employment taxes; and narrowing
the current prior audit safe harbor.

These provisions, | believe, will strengthen Section 530 and provide businesses with
additional protection against IRS overzealousness.
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Equally importantly, the bill contains strong compliance provisions which would encourage
independent contractors to more completely report their income. These most important of
these compliance provisions would require independent contractors to "line-list" 1099
income. This would allow the IRS to detect unreported payments and, in doing so, improve
income reporting among independent contractors.

In addition, the bill increases the penalty for not issuing 1099's to workers. According to
a recent GAO study, issuing a 1099 to a worker dramatically improves the chances that an
independent contractor will report their income. H.R. 582 would help ensure that 1099's
do indeed get issued. Finally, H.R. 582 requires the IRS to undertake a substantial
education campaign to inform businesses about the changes made by the bill.

In short, H.R. 582 takes a balanced approach to the independent contractor issue. It
substantially clarifies worker classification rules and gives businesses better protection
from being persecuted for honest mistakes — making it easier and less risky for businesses
to use independent contractors. In return, however, the bill requires that businesses and
the independent contractors they hire are more accountable far the income that is
generated as a result of their professional relationship. | believe that this is a very fair
trade.

To sum up, | believe that H.R. 582 represents a balanced and comprehensive attempt to
address the problems in the worker classification system. | would urge this committee to
consider adopting such a comprehensive approach to this issue. Since Congress will
probably only have one chance in the near future to deal with independent contractor
issues, | believe that we should be as thorough as possible in reforming the system.

Whatever approach we take, however, | believe that the independent contractor issue must
be dealt with, and soon. There are few issues which are having more impact on the lives
of small business across the country. It is my hope that, with the new Republican
Congress, we can act quickly to remove this onerous regulatory burden from the backs of
small businesses.

Madam Chairwoman, | would like to thank you again for the opportunity to testify today.
I look forward to taking any questions you or the committee may have.
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Chairman JOHNSON. Thank you very much, Representative Kim.

Your bill does go further in some regards than Representative
Christensen’s bill, and certainly this issue of the Form 1099 is an
important one. Employers have to bear their full responsibility, be-
cause in the end a good Tax Code requires everybody to pay their
fair share, and the evidence of noncompliance is quite clear.

Mr. KiM. That is where the cheating comes from. Once you iden-
tify line by line, it is difficult to cheat, and also, it will be easier
for the IRS to audit their books. I think it goes two ways. That is
not just one way, it is two ways; it is balance.

Chairman JOHNSON. We will also look very closely at the propos-
als you made in regard to section 530. There are some problems
there.

I was not aware of the problem in section 1706, and we will
certainly look at that.

Mr. Christensen, in regard to the compliance issue, would you be
interested in working with us to improve the information reporting
requirements that are proposed on both independent contractors
and businesses?

Mr. CHRISTENSEN. Absolutely. I would be more than happy to
work with the Committee and, Congressman Kim, to put together
some compliance measures so that we could make sure that that
is a part of our bill.

I guess the one thing I want to emphasize though is, I come from
a different angle. I think that this legislation is so important. First
of all, I do not think we should be looking at people saying that
the independent contractors are basically looking for a way to get
around the payment of their taxes and for ways to hide or where
to hold their income.

Basically, I think that the independent contractors have given
this country a large percentage of the new jobs and new growth
and new opportunities. So, I look forward, to working with you on
some compliance measures.

One of the things I am very concerned about is, there has been
some talk about withholding. I want to let the Chairwoman know
that this would be disastrous. It would have a disastrous effect for
the small business owners, and it would be disastrous for a number
of people out there, including direct sellers. I could see it being not
only a bureaucratic nightmare with paperwork in that area, but it
would also take away the total effect of wanting to go into business
for yourself and wanting to be an independent contractor.

I would just like to alert the Chairwoman to that issue, because
I believe that would have a disastrous effect. I would strongly urge
away from proceeding with my bill if that was even a consider-
ation.

Chairman JOHNSON. What is the logic for retaining the 20-point
test if we clarify the law? Anyone on the panel is welcome to com-
ment on this.

Mr. CHRISTENSEN. First of all, under my test—the independence,
investment, and contract—if you meet all three, there is no need
for the 20-point test. But if you do not meet the three areas under
my bill, then the 20-point test still applies. So, that is one of the
reasons that I think we should keep that 20-point test there.
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We are not looking for a way to get around the law, but just to
make it easier and simpler for the IRS to administer.

Chairman JOHNSON. Thank you.

Would your bill repeal or retain section 530?

Mr. CHRISTENSEN. It would keep section 530 as is.

Chairman JOHNSON. Thank you.

Mr. Matsui.

Mr. Marsul. Thank you, Madam Chairman. I would just like to
ask Mr. Christensen a couple questions.

Jon, do you know how many people, employees, currently classi-
fied employees in the country today, would be affected by your
legislation?

Mr. CHRISTENSEN. I do not have that figure.

Mr. MATsuUIL. I would imagine that CBO or somebody would have
the figures.

Chairman JOHNSON. If the gentleman will yield, did you get a
revenue estimate?

Mr. CHRISTENSEN. Yes. It is roughly under $1 billion.

Chairman JOHNSON. I think we could probably work back from
that and find those numbers.

Mr. MaTsul. All right. Do you know what category of jobs are
affected by your bill? Can you describe what it might be?

Mr. CHRISTENSEN. I can tell you the general areas. There are
over 400 different types of independent contractors in service areas
out there, from florists to truckdrivers to paper boys, direct sellers.
QOver 400.

Mr. MATsul. What I am trying to find out is, who would actually
be affected by your bill? What job classifications? Could you give
me a few examples?

Mr. CHRISTENSEN. Well, for example, a truckdriver, an independ-
ent contractor, or a florist who owns his or her business.

I am not sure I follow your question.

Mr. Matsul. OK. So, right now a truckdriver or a florist is
considered to be an employee. Maybe; maybe not.

Mr. CHRISTENSEN. Maybe; maybe not. That is the problem with
the 20-point test.

Mr. MaTsul. I am trying to understand what your legislation—
how the relationship will be impacted. You have three tests. Under
test 1, you have 5 possible conditions; you need to satisfy one; if
a person has significant investment, assets, or training.

Test 2: A worker must either have a principal place of business,
plus five other possible conditions.

Test 3 is an agreement. Anybody can draft an agreement.

So, you basically have two tests. An airline pilot, for example,
has significant investment in assets or training. An airline pilot
goes to airline pilot training school, whatever that might be. He or
she then has a license to fly commercially. That person then has
their own principal place of business. That is two tests that are
satisfied.

Does that mean that an airline pilot for United Airlines that
takes me back to California would necessarily be an independent
contractor?

Mr. CHRISTENSEN. Not under that scenario, Congressman.
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Take the scenario of a truckdriver who owns or leases his own
tractor-trailer rig. He is working with a provider who has given
him some of the leads for transportation and loads, pickup loads
or delivery, but he has the right to say no or yes on whether he
wants to pick that load up. So, he has the control; he has the deci-
sionmaking power. But under this scenario, he has met the signifi-
cant investment test, as well as the contract test.

Mr. MATsul. But your test—the three tests that you have here
do not talk about control. You satisfy significant investment in
asset or training. That is test 1. Test 2: Has a principal place of
business. Test 3: Has a contract.

So, tell me why the airline pilot would not qualify as an
independent contractor under your test?

Mr. CHRISTENSEN. Under my test, the independence element is
your controling element. It does meet that test. Under an airline
pilot, they do not have that independence to decide whether or not
they want to fly to Philadelphia or to Florida. There is no inde-
pendence there. So, arguably, they would not meet that test.

Mr. MATsUL But you have three tests. I am trying to understand
this. Maybe we reached the point where we just cannot resolve
this.

If I am not mistaken, you have test 1, a worker must meet one
of the five conditions, have significant investment in assets or
training, incur significant unreimbursed expense, agree to perform
services for a particular amount of time, or to complete a specific
result and be liable for damages, to be paid primarily on a commis-
sion basis, or purchase products for resale.

Those are the five conditions under test one. The worker must
satisfy one of those tests. OK. Assuming that the worker satisfies
the test of having a significant investment in assets or training,
that is test one. An airline pilot goes to school, as I said, and
satisfies that test.

Then you have test 2, six criteria. You only need to satisfy one
of the six. Has a principal place of business; OK. That airline pilot
has a principal place of business. He declares one.

Then test 3——

Mr. CHRISTENSEN. Congressman, under that scenario, the airline
pilot would not pass that test. Under the place of business, because
he does not own or lease or put any money into that place of busi-
ness, he is an employee under your scenario.

Mr. MATsUI. We do not know that. The airline pilot may have
leased a facility, may have separated part of his home. The home
og_'lce rules we are changing right now, that might qualify as an
office.

Then obviously an employment contract. United signs a contract
with that pilot. All of a sudden, the pilot is an independent contrac-
tor.

I am trying to understand what your bill does. I mean, we are
trying to come to some conclusion here. You are telling me that the
airline pilot would not comply, and I read your rules and give you
a scenario, and it appears to me the airline pilot complies as an
independent contractor.

You are going to have to help me with this.

Mr. CHRISTENSEN. I would be glad to work with you in that area.
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Mr. MATsUIL You are saying there is another element of control.

Mr. CHRISTENSEN. The independence factor is analogous to your
control element. The airline pilot would not meet the independent
factor. He is taking his orders from a central area. He is taking his
orders from the authority on where they need to fly to and where
to fly from, versus an independent contractor, a truckdriver.

Mr. MaTsul. That is where our problem is, I guess, because your
bill does not talk about control. The bill talks about these three cri-
teria and conditions within it. But you do not have control.

Now, are you suggesting that case law will be part of your legis-
lation? Because if you are, that just could add more complexity.

Mr. CHRISTENSEN. Under the airline pilot scenario, the super-
vision aspect would definitely control that area. But one of the
things about my test that I think is different from Congressman
Kim’s test is

Mr. MaTsul. I am not asking about Congressman Kim’s test.

Mr. CHRISTENSEN [continuing]. You have to take all three of the
areas, the independence, the investment, as well as the written
contract.

Senator GRAMM. I was telling the Chairman I have to go.

Mr. MaTsUL. I do not have any questions for you.

Chairman JOHNSON. Mr. Laughlin, would you like to ask the
Senator any questions?

Mr. LAUGHLIN. No.

Chairman JOHNSON. Thank you very much for being with us,
Senator. We appreciate it.

Mr. MATSUL Jon, are you saying that there is an element of con-
trol in your legislation? Because there isn't in your bill.

Mr. CHRISTENSEN. Under the independence factor, you have that
control aspect, because you—as I say, a truckdriver, would have
the authority to go to New York or to go to Philadelphia, to make
that decision for yourself, versus taking the supervisory role and
having that decision made for you.

Mr. MaTsut. This is obviously a very important subject.

You will have to give me the forbearance of asking this question.
The florist asks a truckdriver to drop flowers off at 2015 K Street,
an office. A gentleman calls on Mothers Day and says, “Will you
send flowers to my mother?” The florist tells the truckdriver, “I
wanted this delivered by a certain time, 11 o'clock in theimorning,”
because that is what the client or customer wanted. “In addition
to that, I want to make sure that the flowers are well preserved
before they get to the office, because obviously I want to preserve
business.”

Is that control? Explain to me what control is then.

Mr. CHRISTENSEN. I have to have more information from you.
Does the truckdriver own his own rig?

Mr. MATSUIL I am afraid some of the people in the audience are
going to be a little unhappy, because then you go right back into
this law, complexity. Obviously the service will have some problem.
This issue is much more complex than three tests.

If you want to bring control under this thing, there are literally
thousands of cases in the United States on what is control, how do
you define an independent contractor from an employee. So, this is
not just an issue of, you know, significant investment in training.
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Obviously, a place of your own business and, third, a contract. This
is a very difficult issue to resolve. Once you get into control, what
is control?

Mr. CHRISTENSEN. That is—I would agree. That is why the 20-
point test has been so hard to interpret and enforce.

Mr. MATsul. Exactly. We have a lot of work to do on the 20-point
test.

Mr. CHRISTENSEN. The commissioner just came out with a train-
ing manual that is somewhat simplified, but it is still very murky
and hard to administer.

Mr. MATsUIL. You are saying in your bill you are willing to put
in the element of control?

Mr. CHRISTENSEN. To get that independent contractor, he has to
make a decision on whether or not to accept that job.

Mr. Matsul. OK. I have no further questions.

Chairman JOHNSON. Mr. Laughlin.

Mr. LAUGHLIN. Just to follow up on that, it seems to me there
is a real differential in the airline pilot and the truckdriver that
Mr. Christensen talked about. The airline pilot does not get on any
airline, as I understand it, without authority from the company or
direction from the company, and certainly has a lot of other
authoritive controls on where he flies and how he flies that the
truckdriver may not have.

Mr. MaTsul. If the gentleman is directing that question to me,
I agree. The only problem is, it is not in the bill. It is not in the
bill. Somebody will have to resolve that issue.

Chairman JOHNSON. If the gentleman will yield.

Mr. Christensen, as I read your bill, to be independent, the serv-
ice provider cannot just have a principal place of business. The bill
reads, “The service provider, A, has a principal place of business;
B, does not primarily provide the service in the service recipient’s
place of business; or.” But those first, it would seem to be coupled
together.

It does not appear to me from your bill, having a principal place
of business is sufficient. The “or” comes after the two are coupled
together and goes on to say, “or pays a fair market rent for use of
a service recipient’s use of business, or”, the next section, 2, is quite
long and it has many parts to it. I do not think just having a prin-
cipal place of business under your bill is sufficient.

Mr. CHRISTENSEN. That is correct, Madam Chairman.

Mr. MATSUIL So, you are saying, if I may——

Chairman JOHNSON. No; what I am pointing out is, the “or”
comes after B, not after A. A and B are required before you get to
the “or.”

Mr. MaTsul. You are saying A and B are required? That is not
grammatically correct.

Chairman JOHNSON. That is my question.

Mr. Matsul. That is not how it is construed. It has a principal
place of business, does not primarily provide the services in the
service or recipient’s place of business, or pays fair—A, B, and C.

Chairman JOHNSON. That is why I directed my question to
Congressman Christensen.

Mr. CHRISTENSEN. That is correct, Madam Chairman.
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Chairman JOHNSON. This is the kind of thing we will pursue in
greater detail among us. We have to have the matter cleared up,
and the issue Congressman Matsui brought up is worthy of our
attention.

Mr. LAUGHLIN. John and Jay, I want to compliment you for get-
ting us started. The discussion points out why we appreciate the
spirit in which both of you wanted to cooperate.

I can think of one newspaper in my State that is very concerned
about what we do about the newspaper boy. I use that term, since
my younger brother and I learned many valuable lessons being
newspaper boys. Frankly, I would like to change it to make every-
one that works for that company an employee, so it would put them
out of business, because they never wrote one kind thing about me.
But that is not the approach we need to be taking on this bill and
this hearing.

Mr. KiM. Are you referring the question to me?

Mr. LAUGHLIN. I am not even putting a question, Jay. But if you
want to respond, I was going to reserve the questions until the op-
portunity we can work together and go to the next witness. If you
want to respond to what I said, Jay, I am happy to hear you on
my time.

Mr. KiM. I will await my turn then.

Chairman JOHNSON. I thank the gentlemen very much for your
thoughtful proposals in this area.

Mr. Christensen, it is rare that freshmen are assigned to this
Committee. You are one of those who was assigned in your fresh-
man year to the Committee on Ways and Means, and you have
made a very important contribution in proposing this legislation.

Your experience, Mr. Kim, as a small business man with section
530 will be very helpful to us. Thank you.

Mr, CHRISTENSEN. Thank you, Madam Chairman. I would like to
say I look forward to working together with you and Congressman
Matsui to clarify this area and make it easier for everybody.

Chairman JOHNSON. Thank you.

The next panel will assemble, please. Sandra Abalos, a certified
public accountant from Phoenix, Arizona; David Barbee, president
of Hospital Resource Personnel, Inc., Augusta, Georgia; Wayne
Kessler from Pennsylvania; Dave Bolt from New Jersey; and Edgar
Gee from Tennessee. We have a nice collection of small business
representatives on the next panel. We will start with Sandra
Abalos.

Ms. Abalos, welcome. If you will proceed.

STATEMENT OF SANDRA A. ABALOS, CERTIFIED PUBLIC
ACCOUNTANT, ABALOS & ASSOCIATES, P.C., PHOENIX,
ARIZONA

Ms. ABALOS. Thank you. I appreciate the opportunity to testify
today. Thank you for inviting me.

My name is Sandra Abalos. I am an elected delegate to the
White House Conference on Small Business from Arizona and the
Region IX Taxation Chair for the Implementation Team. I am a
CPA. I hold my master’s in accounting, with an emphasis in tax-
ation, and have been a small business owner for the past 17 years.
My practice emphasis and expertise is with small business tax
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matters, and I testify today on behalf of the small business commu-
nity.

The 1995 White House Conference on Small Business ranked the
need for clarification of the independent contractor definition as the
number one concern for small business. I was a cosponsor of that
issue recommendation. This is such a critical issue because the 20
common law factors used today in making a status determination
do not provide an answer to the question as to whether someone
is an employee or an independent contractor. That determination
is purely subjective; and even as tax practitioners, we are often un-
able to analyze the facts and make conclusive determinations with
any level of assurance.

In addition, the small business community has been the target
of aggressive employment tax audits with inconsistent determina-
tions. From 1988 to 1994, 11,380 employee tax audits have been
conducted, resulting in $751 million of proposed assessments and
alleged reclassification of 483,000 workers.

Often the resulting penalties, tax assessments, and interest are
so large that bankruptcy becomes the only alternative. In many
cases, the cost of litigation exceeds the cost of assessment. If they
win the case, they still lose the battle financially.

The Internal Revenue Service recently recognized this undue
burden on the small business community, and in response they
have adopted two new programs to expedite the examination proc-
ess, and they have developed new independent contractor training
manuals.

I have reviewed the manual in its entirety, and I commend the
IRS for their efforts in attempting to provide reasonable guidance
in this area. However, the training manual itself is evidence that
this issue is in need of legislative clarification.

The manual is over 100 pages long. It focuses on evidence of be-
havior and financial control and ultimately is a subjective interpre-
tation of the evidence. I do not believe that this will alleviate the
problems of inconsistent and incorrect application of standards by
IRS examiners. Retraining is just simply not enough. Legislation is
needed to provide specific, definitive criteria for determination.

If the IRS puts in this much time and resources to try and re-
solve their internal understanding of this issue, then I ask you,
how can the small business community ever hope to comply with
any level of assurance? We do not have those kinds of resources.

All these efforts are aimed at treating the symptoms of this
issue. Instead, we need to cure the cause. House bill 1972 provides
definitive criteria for determining who is an independent contrac-
tor. The requirements are clear, they can be answered definitively,
and they do not lend to subjective determination.

The language and testing requirements are such that small busi-
ness owners and practitioners can make a determination of a work-
er’s status with a reasonable level of assurance, and this is the key
issue before you.

The White House Conference delegates’ regional tax chairs un-
derstand that there is concern that House bill 1972 may prompt a
reclassification of workers currently treated as employees. Please
understand that the small business community wants clarification
of the criteria, not a redefinition of who may be an independent
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contractor. We are looking for a workable solution that achieves
balance and equity for all that are affected.

In my written testimony, I have made suggestions of ways to
deter employee reclassification at the employment level. This con-
cern can be addressed and should not be an effect of clarification.

In closing, I ask Congress on behalf of the small business com-
munity to continue the process to provide us with rules we can fol-
low. We believe that consistent criteria will provide a clear line for
determination, will create equity among industries, will protect
workers from reclassification, and businessowners from redeter-
mination; and, in addition, we believe that consistent criteria will
enhance compliance. This can be a positive resolution for everyone.

I sincerely appreciate the opportunity to testify, and 1 welcome
any questions you may have.

[The prepared statement follows:]
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STATEMENT OF
SANDRA A. ABALOS, CPA
OF
ABALOS & ASSOCIATES, P.C.

The Honorable Nancy L. Johnson, Chair
Subcommittee on Oversight

Committee on Ways and Means

104th Congress of the United States
House of Representatives

1136 Longworth House Office Building
Washington, D.C. 20515

Dear Madam Chair and members of the Subcommittee:

| testify today on behalf of the small business community. | am an elected
delegate from Arizona to the 1995 White House Conference on Small Business and
the elected Region IX Taxation Chair for the Implementation Team. | am a Certified
Public Accountant, hold a Masters degree in accounting with an emphasis in
taxation, and own a public accounting firm with eight employees. | began my own
small business upon graduation from college seventeen years ago. Our practice
emphasis and expertise is with small business and small business tax matters.

The 1995 White House Conference on Small Business ranked the need for
clarification of the independent contractor definition as the number one concern for
small business. Debra Lessin, CPA and myself were the co-sponsors of this issue
recommendation at the Conference.

This is a critical issue for small business because we have been the target of
aggressive employment tax audits. From 1988 through 1994, there have been
11,380 employment tax audits resulting in $751 million of proposed assessments
and reclassification of 483,000 workers as employees. Often the resulting tax
assessments, penalties and interest charges are so large that bankruptcy becomes
the only alternative. Small business simply does not have the financial resources to
adequately defend and litigate adverse determinations. The cost of litigation may
even outweigh the cost of assessment; if we win the case, we still lose financially.
These are real consequences to the small business community despite our best
efforts to comply with the criteria as it exists in the 20 common law factor test.

The 20 factors do not provide an answer to the question of whether a worker is an
employee or an independent contractor. This lack of a clear and objective standard
causes problems for both small business and the Internal Revenue Service. The
Internal Revenue Service recently adopted the Classification Settiement Program
and the Early Referral Program to expedite the examination process and apply
provisions under section 530 of the Revenue Act of 1978 if applicable. In addition,
the Internal Revenue Service has produced a new training manual for their auditors
on employee or independent contractor classification audits. | have reviewed the
new training manual in its entirety and | commend the IRS for their efforts in
attempting to provide reasonable guidance in this area. However, the training
manual itself is evidence this issue is in need of legislative clarification. The
manual is over one hundred pages long, focuses on evidence of behavioral and
financial control, and ultimately is a subjective interpretation of the evidence. |
believe this is the best that can be done with the 20 common law factors we have
today. However, |1 do not believe this will alleviate the problems of inconsistent
and incorrect application of worker classification standards by IRS examiners.
Retraining is simply not enough; legislation is needed to provide specific definitive
criteria for determination. If the IRS puts in this much time and resources to try
and resolve their internal understanding, how can the small business community
ever hope to comply with any level of assurance.
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HR 1972, The Independent Contractor Tax Simplification Act of 1995, provides
definitive criteria for determining who is an independent contractor. The
requirements are clear, can be answered definitively, and do not lend to subjective
determination. HR 1972 incorporates those points that are at the heart of an
independent contractor relationship, requires a written contract, and submission of
1099’s to the Internal Revenue Service. If the service recipient fails to comply
with IRS reporting requirements, they may not rely upon the definitive criteria and
are then subject to the existing 20 common law factors. The language and testing
requirements of HR 1972 are such that small business owners and practitioners
can make a determination of a worker’s status with a reasonable level of
assurance; this is the key issue before you.

| believe legislation providing a definitive testing criteria will in fact enhance

reporting compliance and create worker classification consistency and equity

among industries. As tax and financial advisors, we address worker classification
issues more frequently than any other small business tax issue. In practice, this is
considered a "gray” area of taxation, meaning that a small business can reach one
canclusion based on the facts; yet the Internal Revenue Service may reach an
entirely different conclusion considering the exact same facts. We find when an
issue is highly subjective or "gray,"” there is a tendency to justify the more

favorable outcome. In making a worker classification determination, business may
tend to lean toward independent contractor status whereas the IRS will lean

toward employee status. Thus we have the audits, appeals, classification programs,
new training manuals, etc. These are all in an attempt to bring definition to who is an
independent contractor. If, however, the testing criteria is such that an answer can
be determined, then classification becomes a clear line. By removing the subjectivity,
you take away the "gray”, there is no more “leaning”, compliance is enhanced, and
industry classifications become consistent. Think of the productive time and energy
that could be saved by clarity. Small business will comply with the rules, we simply
need to be able to determine what those rules are.

The WHCSB Delegates and Tax Chairs understand the concern that HR 1972 may
create reclassification of workers currently treated as employees. Please
understand, the small business community wants clarification of the criteria, not a
redefinition of who may be an independent contractor. The small business
community is unique as we are on "both sides of the fence” with this issue. Small
business owners are often independent contractors and small business owners
often hire independent contractors as well as employees. We are looking for a
workable solution that achieves balance for all who are affected. We are looking
for a solution that creates equity and maintains compliance. We do not want a
massive reclassification of employees to independent contractor status. If the
Committee is concerned about rampant reclassification, perhaps you could exclude
designating independent contractor status to those who are currently employees
unless the 20 point test and Section 530 safe harbor tests are met.

The cost of government compliance enforcement on this issue must be astounding,
not to mention the compliance costs to the small business community. With a
clear definition, we could shift the focus of IRS efforts from reclassification of
independent contractors to compliance with existing tax laws. With the
down-sizing of corporate America, we see many more violations of worker
classification issues at the large corporate level, | have a client who is an architect
and has worked at the same firm for twenty years. Two years ago, the Company
changed his classification from an employee to an independent contractor. He
does the same job, works in the same office, the same hours, with the same
direction; the only difference being the manner in which he is compensated and the
benefits he is now eligible to receive. This seems a clear violation of the
independent contractor definition and should be pursued by the IRS. Perhaps the
IRS could explore an employment referral program where workers who are
misclassified can report these cases directly to the IRS and prompt an
investigation. If this were available and promoted to the public, such a program in
and of itself may deter such tendencies and activities at the employment level.
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Congress must provide a simple and uniform definition of independent contractor
that we can all rely upon. By this | mean employers, workers, practitioners, and
the IRS must all be able to analyze a set of facts and make a reasonably consistent
determination. HR 1972 establishes an objective definition of independent
contractor that can produce a consistent determination. | ask Congress, on behalf
of all small business, to continue the process to provide us all with rules we can
follow. We believe consistent criteria will create equity among industries, will
provide a clear line for determination, and will protect workers from reclassification
and business owners from redetermination. In addition, we believe consistent
criteria will promote compliance. This can be a positive resolution for all.

I thank this Subcommittee and the 104th Congress for acknowledging the concerns
of the small business community with respect to the independent contractor issue,
and for working to create legislation to clarify the definition.

| sincerely appreciate the opportunity to testify and welcome any guestions you
may have.

Respectfully,

Sandra A. Abalos, CPA
WHCSB Region IX Taxation Chair
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Chairman JOHNSON. Thank you very much for your testimony.
We can come back to questions at the end.
Mr. Barbee.

STATEMENT OF DAVID BARBEE, PRESIDENT, HOSPITAL
RESOURCE PERSONNEL, INC., AUGUSTA, GEORGIA

Mr. BARBEE. Madam Chairman and Members of the Subcommit-
tee, my name is David Barbee. I am the owner-operator of Hospital
Resource Personnel, Inc., which is a nurse referral agency based in
Augusta, Georgia.

Mr. BARBEE. My business consisted of referring self-employed,
independent contractor nurses to hospitals and other institutions
that have peak demands for nurses. A nurse who elects to join my
company’s registry always has the right to accept or decline offers
of assignments. The nurses are all State licensed, and my company
does not provide them with any training or any instruction on how
to perform those services.

During 1990, the Internal Revenue Service audited my company
and contended that the company’s classification of nurses as inde-
pendent contractors was wrong. My attorney and I explained to the
IRS representative that my company was eligible for protection
under section 530 of the Revenue Act of 1978. My attorney pro-
vided the IRS representative with the detailed explanation of why
my company qualified under the safe harbor.

IRS rejected the claim based on the contingent that my company
failed to comply with the Form 1099 requirements of section 530.
The IRS claimed that for one period the Form 1099 had not been
filed when, in fact, all those forms had been filed.

We found the Form 1099 that my company filed for the period
in question, we also obtained from many nurses their copy of the
forms, that my company had sent to them, and even after showing
these to the IRS, the IRS still refused to accept my company’s sec-
tion 530 protection. Ultimately, the IRS assessed my company over
$1 million in back taxes, penalties, and interest. The exact number
is $1.4 million.

Based on the advice of my lawyers, we paid a divisible portion
of the tax submitted, submitted a refund claim which was denied,
and filed suit against the government’s seeking funds.

As you probably know, after the final refund action in district
court, my case was transferred from the IRS to the Justice
Department. The Department of Justice recognized how prepos-
terous the 1099 issue was and never considered it. Instead, the
Department of Justice contested that my company’s section 530
claim was based on the contention that my company did not satisfy
the substantive requirement of the test.

Shortly after filing for the refund action, the IRS commenced ag-
gressive collection actions against my company and sought to levy
all my company’s assets. My wife and I were terrified that the IRS
collection actions were going to shut down the business that my
wife and I spent so much time in building. I would have no re-
sources to fight for my own right to practice, as allowed by the
Constitution.

My attorney filed papers with the court to stop the IRS from pur-
suing the collection activities and a very short time later filed for
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motion for summary judgment on the section 530 issue. The court
ruled on the summary judgment motion and held, not only was my
company qualified under section 530 protection, but it qualified
based on three separate reasonable bases; namely, a reasonable re-
liance on judicial precedent, a reasonable reliance on Revenue
Ruling 61-196, and a reasonable reliance on a reasonable interpre-
tation of the common law test.

I am fortunate that my company had the financial resources
available to defend me against the IRS attack on my business. The
fact that the IRS would not accept the section 530 defense where
the court had held that my company was eligible on three separate
bases, and the fact that I almost lost my business as a consequence
of the IRS’ aggressive collection effort to collect the taxes that the
court held my company did not owe, it is unconscionable.

Although I understand it is difficult to attain attorney fees under
the current interpretation of the tax bill of rights, when my attor-
ney filed for attorney fees, the government never contested. I re-
ceived a check from the government several weeks ago. The govern-
ment check did not cover the fees that occurred, however, but the
cost was over $10,000 more than I received.

This $10,000 that the government had to wrlte—dld not have the
right to take from me. More important than the money, however,
the government had no right to put my wife through the many
months of long nightmare, living in daily fear of losing our busi-
ness, when we did nothing wrong.

As a law-abiding taxpayer who had built a significant business
that provided a lot of opportunities for entrepreneur nurses, I to
this day cannot fathom why the IRS expended so much effort to
drive me out of business. It just does not make any sense to me.

The reason I testified before this Subcommittee today is to ask
for your help in reining in the IRS. Although I have heard a lot
of testimony today about the problems of the current law, in my
opinion, the current law on the books is just fine. The problem is
in the enforcement by the IRS. If nothing is done to change the
IRS’ enforcement, then changing the law will not make any
difference.

The court held that under current law my case was clear. I won
on three separate reasonable tax bases. This does not stop the IRS
from making me go to court to win. I do not understand why one
would think that a change in the law would protect taxpayers from
having to go through the hell that my wife and I had to go through
when this case could hardly be clearer than mine was.

In my opinion, the Congress needs to enact a law that stops the
IRS from acting as predators on small businesses. Under the noto-
rious ETEP programs, the IRS has focused its attack on small busi-
nesses who, I guess, the IRS assumes cannot afford to fight back.
Through intimidation and aggressive collections, the IRS seeks to
coerce those businesses to reclassify workers as employee status,
with complete disregard for why the worker was actually classified
correctly. These practices need to be stopped now.

What I think is needed is a modification of the tax bill rights fee
recovery provision that would make it easier for taxpayers to be eli-
gible to recover fees in cases where the taxpayer is held eligible
under section 530 protection. Furthermore, in those cases tax-
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payers must be made whole. The law should provide that in cases
like mine the government is required to bear the total cost of de-
fending against an unjustified IRS attack, not just a portion.

Although I know the Subcommittee considered a proposal that
will significantly change the test of independent contractor status,
I am not certain whether that is a good approach at this time.

As I indicated earlier, I do not believe there is any problem with
the law. Current and new law only add further confusion, and after
reviewing a copy of the bill, I am not sure whether my company
would qualify, because it would depend on how certain terms of the
bill were defined. If the IRS is allowed to define the terms, my
guess is that my company would probably not qualify.

The greatest concern 1 have with the bill is whether its enact-
ment might involve some tradeoff that affects section 530.

My wife and I have spent what is, to us, a great deal of money
to endure many sleepless nights and finally to obtain some cer-
tainty for my company. I do not think it is worth jeopardizing cur-
rent law, particularly section 530, as a tradeoff pursuing a new law
that presents some of the same type of uncertain terms and defini-
tions that earlier witnesses have explained about under current
law. In my view, this is especially so when, based on my experi-
ence, the real problem seems to be with the agency that enforces
these laws, the IRS. Unless IRS enforcement strategies are
changed, I do not believe it makes any difference what the law is.

Thank you for the privilege to testify this morning, and I am
sorry I went over time, but thank you so much for your indulgence.

[The prepared statement follows:]
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STATEMENT OF
DAVID BARBEE
OF
‘ HOSPITAL RESOURCE PERSONNEL, INC.

SUBCOMMITTEE ON OVERSIGHT
COMMITTEE ON WAYS AND MEANS
UNITED STATES HOUSE OF REPRESENTATIVES

June 4, 1996

Madam Chairman and Members of the Subcommittee:

My name is David Barbee. I am President of Hospital Resource Personnel, Inc., a nurse
referral agency based in Augusta, Georgia. I am also an Advisory Board Member of the
Independent Contractor Association of America, Inc. (the "ICAA").

My company’s business consists of referring self-employed independent contractor nurses
to perform services for hospitals and other institutions that have a peak demand for nurses. We
refer only state-licensed nurses, and do not provide any training or instructions concerning the
services they perform for clients.

The ICAA is a national association dedicated to the preservation of independent
contractor status. ICAA members consist of individuals working as independent contractors and
businesses that purchase services from mdependent contractors. ICAA currently represents over
3,000 independent contractors and busi that independent contractors.

=}

Although I am generally supportive of the objectives of the independent contractor reform
legislation introduced by Representative Christensen (R-Neb) and the similar bill introduced in the
Senate by Senators Nickles (R-Okla) and Bond (R-Mo), I nonetheless, urge the Congress to
proceed with caution and careful deliberation before enacting any legislation that would affect
the definition of independent contractor status.

I agree with the proponents of the pending independe. . contractor reform legislation that
the Internal Revenue Service ("IRS") construes the tax laws that distinguish between employees
and independent contractors unfairly, with an overemphasis on converting independent
contractors — whether bona fide or not — to employee status. The fact that the IRS would
include as part of its Employment Tax Examination Program ("ETEP") a component that targets
for worker classification challenges businesses with assets of less than $3 million (who are least
financially able to defend against IRS challenges) is utterly unjustifiable.

The basic problem, however, is one of enforcement, not the law.

In my particular case, the court held that under current law, my company's classification of
workers as independent contractors qualified for protection under Section 530 of the Revenue
Act of 1978 -— based on three separate and independent “reasonable bases,” namely, reasonable
reliance on a judicial decision, reasonable reliance on a revenue ruling and reasonable reliance on
the common law test.

To be sure, it is difficult to imagine how a case could be more clear than mine under any
law. Notwithstanding the clear application of Section 530 to my case, however, the IRS forced
me to bear the financial risk of going to court in order to continue classifying workers as
independent contractors.

My case demonstrates that a good law can be made to look bad if the law is subject to
perverse enforcement.

I submit that although the pending legislation to establish a new safe harbor provision has
been helpful in sensitizing the IRS national office to the harsh treatment that taxpayers are
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receiving at the hands of overzealous IRS agents,' I am not sure whether the enactment of such a
law would actually accomplish much for small business taxpayers.

My case did not arise out of an uncertain application of the law, it arose out of the [RS
seeking to coerce my business into reclassifying workers to employee status irrespective of the
law. Consequently, I believe that any independent contractor reform should focus on the IRS.
The IRS's attack on small bust that use independent contractors must be stopped.

A starting point for modifying the IRS's enforcement philosophy with respect to small
busi that ind dent contractors would be:

545!

¢ to enact a provision that would allow a small business taxpayer that (1) explains to the IRS
in writing why it is eligible for Section 530 protection, and (2) is held by a court to qualify
for Section 530, to recover from the government a// the costs incurred in defending against
the IRS challenge.

A fee recovery provision along these lines would provide small business taxpayers with the
certainty they need to vigorously defend against IRS challenges to their classification of workers
as independent contractors when they are confident that their classification is protected under
Section 530.

One of the reasons for going slow with any new legislation affecting the definition of
employee or independent contractor is that certain aspects of current law are for many taxpayers
— including me — sacrosanct. My concern with any law that would affect the determination of a
worker's status for federal tax purposes is attributable in part to the fact that the legislative
process can be unpredictable. In other words, the law that is introduced might not be the same as
the law ultimately enacted. What is more, if the proposed law is determined to cause a loss of tax
revenues to the federal government, T am concerned about the type of revenue-raising provision
that might be combined with the bill to offset its revenue loss.

Consequently, I respectfully urge thie Congress, in its consideration of legislation affecting
independent contractor status, to ensure that:

¢ The protection currently provided under Section 530 not be displaced;
¢ The other statutory independent contractor provisions be preserved;

¢ The 20-factor common law test for determining independent contractor status remain as the
“fall-back" iest for workers who do not satisfy a safe harbor test; and

¢ Ifthe proposal results in a revenue loss to the government, the proposal not be "paid for” by
imposing withholding — mandatory or optional — on payments made to independent
contractors.

If substantive change is deemed essential, the change in my opinion should be minor. An
appropriate change in the definitional rules at this juncture should build on current law. I submit
that the Congress should consider fine-tuning Section 530 in a way that would limit the IRS's
ability to seek to impose on taxpayers strained interpretations of Section 530. Fine-tuning
changes might include:

+ Imposing a de minimis exception to the cousistency requirement of Section 530, and
requiring the consistency requirement to be met only with respect to the three consecutive
years next preceding the year at issue; and

1

Recent developments at the [RS — that arguably resulted from the pending legislation —
inchude (1) a set of draft Training Guidelines for IRS agents concerning the independent
contractor issue, (2) Announcement 96-13, which allows certain employment tax issues, including
worker classification disputes, to be eligible for an early referral during andit for IRS Appeals
consideration, and (3) an IRS Fact sheet that announced a new worker classification settlement
program ("CSP") that might be adv to some busi

(=3
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* Defining by statute the percentage of an industry that constitutes a "significant segment" for
purposes of the industry practice safe harbor of Section 530.

According to the Small Business Adxmmstranon there are five million independent
contractors in America. Almost one-third of all comp use independent contractors to some
degree. Independent contractor status gives both service providers and service recipients the
flexibility needed to be competitive in today's economic environment. It is submitted that the fact
that so many independent contractors currently exist demonstrates that the existing laws, while
perhaps not perfect, are not altogether flawed.

Liberalize Fee Recovery Provision For Small Businesses that
Qualify for Section 530 Protection

Currently, a taxpayer must show that the IRS's position is not substantially justified in
order to qualify for reimbursement of the attorney fees incurred in defending against an IRS
challenge to its classification of workers as independent contractors. The only fees that are subject
to recovery are those incurred in connection with actual litigation. The provision also imposes a
cap on the hourly rate that can be recovered.

Although a proposed revision of the fee recovery provision is contained in legislation that
passed the House of Representatives and is pending before the Senate, those provisions would
shift the burden of proof to require the IRS to demonstrate that its position in a case in which the
taxpayer prevailed was substantially justified’? In my judgment, those provisions, while
appropriate for many cases, should be expanded for Section 530 cases.

I suggest that a taxpayer that explains to the IRS in writing why it is eligible for protection
under Section 530, but is nonetheless forced to litigate the case, d be entitled to recover all its
costs incurred in connection with the dispute, provided that the court holds that the taxpayer is
cligible for protection under Section 530 based substantially on the rationale that the taxpayer
provided the IRS in its written explanation.

Preserve Section 530

Section 530 was enacted in reaction to overzealous efforts by the IRS in seeking
reclassifications of workers to employee status. During the past several years, the IRS has been
pursuing a worker reclassification program with similar aggression. Many businesses that engage
independent contractors currently do so with great fear of having to possibly defend against an
IRS worker reclassification challenge in a lengthy — and expensive — court battle. Section 530
provides a valuable refuge for such businesses. Section 530 provides businesses with a means of
engaging independent contractors with some degree of security that the TRS will leave them
alone. Each of the safe harbors of Section 530 are important for a specific reason.

Reasonable reliance on administrative or judicial precedent is important, because it
protects businesses that have sought to properly classify workers based on a good-faith
interpretation of applicable preced The subjective nature of the common law test in many
cases defies a precise conclusion as to a worker's status. This safe harbor is needed, therefore, to
enable businesses to enter into business relationships with contractors, based on a reasonable
interpretation of case law and certain IRS administrative guidance, without fear that the IRS will
later intexpret that precedent differently and force the business to litigate the matter in court.

The prior IRS audit safe harbor is also important because it protects businesses from
repeated IRS audits, year after year, concerning the same workers. The safe harbor was enacted
precisely because the IRS was harassing businesses with recurrent audits conceming the very
same workers. The criticism sometimes made about this safe harbor — that it would apply to a
business that had been audited by the IRS on an unrelated issue — is simply unfounded. The
requirement that reliance on the safe harbor be "reasonable" would prohibit that possibility. To
climinate this valiable safe harbor would subject businesses, once again, to repeated harassment
by the IRS conceming workers who the IRS has previously determined to be properly classified.

? Under current law, the taxpayer must demonstrate that the government's position was not

substantially justified.
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The industry practice safe harbor is a critical safe harbor for those industries where a type
of worker had always been classified as an independent contractor, but no administrative or
judicial precedent has been established to confirm the appropriateness of that classification. It is
submitted that where an industry practice has been followed year after year with respect to the
classification of a type of worker, there is no plausible rationale for disrupting that practice _
especially when the compensation paid such workers is reported on Forms 1099, as Section 530
requires.

The "other reasonable basis" safe harbor is valuable to those businesses that have a
reasonable basis for classifying workers as independent contractors but do not qualify for one of
the statutorily-prescribed safe harbors. Courts have provided a constrained interpretation of this
safe harbor, and current law in this area should not be disturbed.

Overall, Section 530 provides a safe haven protection to businesses that, since the law's
enactment, have assiduously complied with its requirements. Tens of thousands of business
arrangements have been structured in reliance on Section 530. To abandon any of the safe havens
offered under Section 530 would significantly disrupt the market for freelance talent, and produce
no offsetting benefit. The Form 1099 requirement contained in Section 530 already requires that
the compensation paid an independent contractor that is covered by Section 530 be reported to
both the worker and the government. Thus, there would be no revenue gain to be derived from
such a disruptive action (actually there would likely be a revenue loss as a consequence of existing
business relationships that produce taxable income being severed).

Section 530 was enacted to stop repeated audits and ensure fairness. The faimess
established by Section 530 should not be eliminated.

For the foregoing reasons, I strongly urge the Congress, in its consideration of alternative
proposals to reform the independent contractor laws, to not disturb the protection currently
provided under Section 530.

Retain the Common Law Test

No matter what the Congress decides with respect to the establishment of additional safe
harbor protection for independent contractor status, it is submitted that the common law test must
be preserved for those workers who might not qualify for a safe harbor.

The nation's economy is dynamic and unpredictable. Individuals are currently providing
services that merely a decade ago could not have been fathomed. Thus, while a safe harbor could
be devised that covers all types of services that are provided in today's economy, there is simply
no way to ascertain whether the safe harbor would also cover new types of services that might be
performed five years from now, or even two or three years hence. For this reason, the common
law test — as a test of last resort — must remain sacrosanct.

No Withholding

Proposals bave been offered to impose withholding on payments made to independent
contractors. The proposals have been offered either as a "trade-off’ for certainty in a worker's
independent contractor status, or as a means to "pay for" the revenue loss that would be
attributable to a proposal that modifies the worker classification rules in a way favorable to
independent contractors.

I submit that any withholding proposal — mandatory or optional — would be devastating
to the viability of independent contractor status.

To single out the independent contractor sole proprietorship for withholding — while
exempting other forms of business — would place independent conmtractors at am unfair
disadvantage relative to their competition. Current law recognizes several forms of business, e.g.,
corporation, partnership, proprietorship, LLC and LLP. A company that contracts with a firm to
provide services currently has no duty to withhold on the fees paid the firm, irrespective of the
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form of entity through which the firm operates. To single out proprietorships for imposing
withholding would impede their ability to attract and retain clients, inasmuch as the clients and
potential clients of a proprietorship subject to withholding would be burdened with administrative
withholding duties that they would avoid by conmtracting instead with the proprictorship's
competitors that operate through a different form of business.

Furthermore, to impose withholding on payments made to independent contractors would
create competitive imbalances within and among industries. The actual financial impact on 2
business of, for example, a 5-percent withholding rate would depend on the business's net profit
as a percentage of gross revenues. A business with a net profit margin of 10 percent of gross
revenues would be much more affected by 5 percent being withheld from their fees than a
business with a net profit margin of 50 percent of gross revenues. In the former case, the
government would be withholding 50 percent of net income for the year (5% / 10%), whereas in
the second case the government would be withholding 10 percent (5% / 50%). Such variances of
net income as a percentage of gross revenues exist both within and among industries.

The reason why withholding is not problematic as applied to employees is that an
employee's net income from a job is generally equal to or very near 100 percent of wages paid.
Employees are not required, for example, to advertise their services, to purchase the equipment
and supplies needed to perform their services or to pay the expenses otherwise incurred in running
a business. Their employer assumes those burdens. And, their employer is 7ot subject to
withholding with respect to its revenues.

For the foregoing reasons, I urge the Congress to remain steadfast against any effort to
impose withholding in any form on payments made to independent contractors.

Modify Consistency Requirement of Section 530

A common argument made against Section 530 is that it creates unfair competitive
distinctions between businesses that are eligible for Section 530 — who are free from harassment
by the IRS, and those that are nof eligible — who remain vulerable to recurring IRS challenges
to their classification of workers as independent contractors.

One of the most onerous and unforgiving requirements of Section 530 is its consistency
requirement — which requires that a taxpayer always classify a/l substantially similar workers as
independent contractors. A company that has treated one type of worker as an employee is
forever precluded from obtaining Section 530 protection with respect to that type of worker.

Although the objective of the consistency requirement is meritorious, its application in
some cases can produce harsh and undesirable outcomes. For example, consider two businesses,
one started during 1980 and the other in 1990. The business started in 1980 was a pioneer in its
industry and originally classified a certain type of worker as employees, but almost immediately
converted them to independent contractor status. The other business started in 1990 and classifies
its work force the same as the first business currently does.

In this scenario, the-pioneer business that effectively showed the rest of its industry that a
certain type of worker is more suitably classified as independent contractors would be precluded
from ever obtaining protection under Section 530 with respect to those workers. Its competitors,
however — that emulated its business structure and that leamed from its early mistakes — can
qualify for Section 530 protection.

It is submitted that such a result is unjust. It is further submitted that the inequitable result
just described could be avoided if the coansistency requirement were modified so that it did not
operate as an absolute perennial bar.

We urge the Congress to consider modifying the consistency requirement so that:

¢ A de minimis violation of the requirement not be taken into account, and
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¢ A taxpayer that violates the requirement not be forever barred from eligibility, but only be
deemed ieligible for a specified period of time, such as three years, After the expiration of
the specified period of time, the earlier violation would be disregarded.

These suggested modifications of the consistency requirement are minor, and they would
preserve the general objective of the requirement by requiring consistent treatment of substantialty
similar workers. At the same time, however, the suggested modifications would eliminate the
perceived competitive imbalances that can be created by Section 530.

Clarify Industry Practice Safe Harbor

A frequently litigated issue involving the mdustry practice safe harbor provision of Section
530 involves determiniag what percentage of an industry constitutes a significant segment of the
industry. Although IRS Commissioner Margaret Richardson confirmed in a letter to
Subcommittee Chairman Nancy Johnson (R-Ct) that the IRS does not interpret the term as
requiring between 65 and 90 percent, that letter has not been accorded appropriate deference by
IRS representatives in "the field."

It is submitted that the controversy over this issue has created needless uncertaiﬁty for
taxpayers and should be resolved. The means for resolution is apparent; the Congress should
specify by statute a minimum percentage that is deemed to constitute a significant segment.

Conclusion

For the foregoing reasons, I respectfully urge the Congress to approach new legislative
proposals for addressing the perennial issue of worker classification cautiously, and that
protections that are contained under current law not be sacrificed as a price to be paid for a new
approach.

I appreciate the opportunity to present this statement and to testify today. If you have any
questions or would like additional information concerning the foregoing comments, please let me
know.

Respectfully submitted,

David Barbee
President, Hospital R ce Per 1, Inc.
Advisory Board Member, ICAA
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Chairman JOHNSON. Thank you so much for sharing your testi-
mony with us. I appreciate that the witnesses have come from

some distance to be here, and I appreciate your thoughts.
Mr. Kessler.

STATEMENT OF WAYNE KESSLER, PRESIDENT, LDW, INC.,
BENSALEM, PENNSYLVANIA

Mr. KESSLER. Thank you.

My name is Wayne Kessler, and I am president of LDW, Inc. I
want to thank all of you for the opportunity to address an issue
that has been described by the business community as the single
most important problem for small business.

There are only two things you can do when the heavy hand of
government places their regulatory mitts on your shoulders; fight
or capitulate. I and several others decided to fight. I knew my deci-
sion to fight City Hall would be a long, lonely, and costly battle,
but I believed in my cause and hoped that somewhere in our
government my voice would be heard. Today is that day.

My company, LDW, Inc., located in Bensalem, Pennsylvania, was
founded 15 years ago after the company I was employed with
closed. I was 38 years old at the time and decided to strike out on
my own. With about $3,000 in my hand, hard work, and a belief
that opportunities abound in this country, I took my shot and have
had many successful years as a small business owner.

As part of our normal course of business, LDW contracts with
many other small businessmen and women to service the cable tel-
evision industry, constructing and installing the cable services that
we all enjoy in our homes today. In so doing, I feel that I accom-
plish something for the community, the subcontractors, and for my
family.

When 1 started the business, I believed that I could be successful.
I believed in myself and my country. This is America, the land of
opportunity for those with a little luck and a little moxie.

In 1989, LDW was audited by the IRS, during which time the
use of our independent contractors was examined. At the conclu-
sion of the investigation, the IRS informed us that no change was
necessary in our reported taxes or our business operation.

During the audit, the IRS agent carefully scrutinized our use of
subcontractors. The agent checked all the pertinent facts—con-
tracts, invoicing, training, historical treatment of the workers, and
so on. As far as the auditors were concerned, we were conducting
our business in a proper manner.

Last year, we were notified by the IRS that LDW was going to
be audited once again. We were told that there was a special
project within the IRS targeting the cable installation industry.
Unfortunately, our encounters with IRS auditors this time have re-
sulted in threats and intimidation.

During this audit, we were advised that our use of independent
contractors was in error, although our business practices and use
of the independent contractors remained unchanged since the 1989
audit when we were given a clean bill of health. However, we were
told that a prior audit could easily be overturned. In addition, the
auditor did not consider industrywide practice or legal precedent as
claim to section 530 relief.
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We have asked the IRS, under the Freedom of Information Act,
to give us the working papers of the 1989 audit. We requested this
information in September 1995, and the IRS has yet to supply the
documents. In the meantime, however, the IRS auditor wants to
deny LDW section 530 relief.

We have the letter that the IRS sent to us at the conclusion of
the 1989 audit indicating we were indeed operating appropriately.
However, this does not seem to be enough for them either. It is
clear the IRS is treating their previous finding of “no change” as
irrelevant and incorrect.

In May, 1996, LDW was notified by the IRS auditor that they
would like us to settle the matter of claims against LDW. I am not
certain at this time what the specific details of the settlement
would involve. However, it seems clear that the IRS wants LDW
to comply with vague guidelines that most certainly will be
rewritten.

Nothing has changed in our mode of operation since 1989, much
less since the company was started, either within the industry or
the IRS guidelines, that would warrant reclassification or substan-
tiate treating the previous IRS findings as incorrect.

If we continue to fight the IRS arbitrary and capricious de-
mands, hefty assessments will be levied against us which will put
LDW out of business. This is particularly egregious because the
IRS has already determined in a previous audit that our contrac-
tors are independent and not employees. I am in the unenviable po-
sition of being regulated out of business this year and legislated
back into business next year, an impossibility for me.

If this is allowed to happen, what message are we sending the
small business community and entrepreneurs who, through sweat
and hard work, have created many jobs and helped people build
their lives and their communities? To paraphrase Mr. Wilson, what
is good for small business is good for America.

Thank you for your time, and I will be happy to answer any
questions that you may have.

[The prepared statement follows:]
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TESTIMONY OF WAYNE KESSLER
PRESIDENT
LDW, INC.

BEFORE THE
SUBCOMMITTEE ON OVERSIGHT
COMMITTEE ON WAYS AND MEANS

UNITED STATES HOUSE OF REPRESENTATIVES

JUNE 4, 1996

I want to thank all of you for the opportunity to address an
issue that has been described by the business community as the
single most important problem for small business.

There are only two things you can do when the heavy hand of
the government places their regulatory mitts on your shoulder,
fight or capitulate. I and several others decided to fight.

I knew my decision to fight “City Hall” would be a long,
lonely and costly battle, but I believed in my cause and hoped
that somewhere in our government my voicé would be heard.

Today is that day.

My company, LDW, Inc., located in Bensalem, PA, was founded
15 years ago after the company I was employed with closed. I was
38 years old at the time and decided to strike out on my own.
With about $%$3,000 in hand, hard work and a belief that
opportunities abound in our country, I took my shot and have had
many successful years as a small business owner.

As part of our normal course of business, LDW contracts with
many other small businessmen and women to service the cable
television industry constructing and installing the cable
services that we all enjoy in our homes today. In so doing, I
feel that I accomplish something for the community, the sub-
contractors, and for my family. When I started the business I
really believed that I could be successful. I believed in myself
and my country. This is America, a land of opportunity for those
with a little luck and a little moxie.

In 1989, LDW was audited by the IRS during which time our
use of independent contractors was examined. At the conclusion
of the investigation, the IRS informed us that no_change was
necessary in our reported taxes or our business operation.

During the audit, the IRS agent carefully scrutinized our use of
subcontractors. The agent checked all the pertinent facts -
contracts, invoicing, training, historical treatment of the
workers and so on. As far as the auditors were concerned we were
conducting our business in a proper manner.

Last year, we were notified by the IRS that LDW was going to
be audited once again. We were told that there was an
“unofficial” special project within the IRS targeting the cable
installation industry. Unfortunately, our encounters with the
IRS auditors this time around have resulted in threats and
intimidation. During this audit, we were advised that our use of
independent contractors was in error, although our business
practices and use of independent contractors remained unchanged
since the 1989 audit - when we were essentially given a clean
bill of health. However, we were told that a prior audit could
easily be overturned.

In addition, the auditor did not even consider industry-wide
practice or historical precedent as claim to Section 530 relief.
We have asked the IRS, under the Freedom of Information Act, to
give us the working papers of the 1989 audit. We requested this
information at the beginning of this year and the IRS has yet to
comply. In the meantime, however, an IRS auditor wants to deny
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LDW Section 530 relief. We have the letter that the IRS sent to
us at the conclusion of the 1989 audit indicating we were indeed
operating appropriately, however, this does not seem to be enough
for the them., It is clear the IRS is treating their previous
findings of “no change” as irrelevant and incorrect.

Earlier this month, LDW was notified by the IRS auditor that
they would like us to settle the matter of claims against LDW. I
am not certain at this time what the specific details of the
settlement would involve, however, it seems clear that the IRS
wants LDW to comply with vague guidelines that most certainly
will be rewritten. Nothing has changed in our mode of operation
since 1989, much less since the company was started, either
within the industry or in IRS guidelines, that would warrant
reclassification or substantiate treating the previous IRS
findings as incorrect. If we continue to fight the IRS'
arbitrary and capricious demands, hefty assessments will be
levied against us, which will put LDW out of business. This is
particularly egregious because the IRS has already determined in
a previous audit that our contractors are independent and not
employees. I am in the unenviable position of being regulated
out of business this year and being legislated back into business
next year, an impossibility for me.

If this is allowed to happen, what message are we sending to
the small business community and the entrepreneurs who, through
sweat and hard work, have created many jobs and helped people to
build their lives and their communities? To paraphrase Nr.
Wilson, "What's good for small business is good for America.”

Thank you for your time. I would be happy to answer any
questions that you might have.
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Chairman JOHNSON. Thank you, Mr. Kessler, for sharing your
experience with us.
Mr. Bolt.

STATEMENT OF MIKE MCCARTY, PRESIDENT, DC WIRING, INC.;
AS PRESENTED BY DAVID BOLT, VICE PRESIDENT, DC WIR-
ING, INC., SWEDESBORO, NEW JERSEY

Mr. BoLt. Madam Chairman.

Chairman JOHNSON. Before you begin, I would like to express my
condolences to Mr. McCarthy. I regret he cannot be here with us,
and I am pleased you are with us.

Please proceed.

Mr. BoLT. My name is David Bolt, vice president of DC Wiring.
I am appearing here——

Chairman JOHNSON. If you could get a little closer to the micro-
phone, we can hear better. Thank you.

Mr. Bovrt. I am appearing here today substituting for the presi-
dent of our company, Mike McCarthy. Mr. McCarthy very much
wanted to be here to deliver his testimony. Unfortunately, his
mother passed away and he is attending her funeral. He asked me
to appear today and read his testimony.

I appreciate the opportunity to testify about my experience in
dealing with the worker classification issue. Unfortunately, my ex-
perience has been one of great adversity, involving years of burden-
some accusations and costly legal bills. I am at the point now
where I will lose my business imminently if something is not done
to curb the erratic and unfair application of the worker classifica-
tion standard.

By way of background, in our business, cable TV operators con-
tract with companies such as mine, otherwise known as cable
installation-related services companies, to obtain installers for the
installation services to the customer. Cable installation-related
services companies, in turn, contract with independent contractors,
who use their own transportation, tools, and techniques to perform
the cable installation.

Mike and I met while we were independent contractors doing
work for another larger cable installation company 16 years ago.
Ironically, our former company has not been targeted by the IRS
or the Department of Labor. We both dreamed, as young boys, of
one day owning our own business. That dream became a reality 11
years ago when we started DC Wiring.

It was a real struggle the first 5 years, but finally we felt we had
faced every obstacle imaginable and that we were on our way.
Then we received a visit from the IRS and the U.S. Department of
Labor. From then until now, the pressure has been unrelenting,
both emotionally and financially. We have seriously considered
closing our doors on more than one occasion. Instead, we have de-
cided to fight to change the unfairness and unwieldiness of the
worker classification issue, not only for ourselves, but for other
small businesses that have come under IRS scrutiny.

Cable installation-related services companies have used inde-
pendent contractors since the inception of this industry more than
40 years ago. For the IRS to now arbitrarily decide that some
workers are independent contractors while others are employees is
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unfair and absurd. The industry has operated the same way since
1952.

The vast majority of companies in the industry, including broad-
cast companies, utilize independent contractors to perform the ac-
tual cable installation. The IRS is concerned that they are not col-
lecting all of the taxes due them and is making American small
businesses and workers suffer the consequences.

Big government should not be making small business a tax col-
lector and, in so doing, putting small business out of business and
workers on the street. We understand the need for the IRS to col-
lect tax revenue. However, this is not a reason to force small busi-
nesses to become tax collectors.

It is important to understand that this is not a situation where
we are reclassifying workers from employees to independent con-
tractors. They have always been independent contractors, and now,
at great economic cost to us and other companies and contractors,
the IRS and the U.S. Department of Labor want them classified as
employees.

In the cable industry, independent contractors provide the nec-
essary skills and expertise to complete the installation in an effi-
cient and timely manner. The flexibility provided by an independ-
ent contractor offers numerous advantages for the cable TV com-
pany, the cable installation-related services company, and the inde-
pendent contractor. It is imperative that a businessowner have the
opportunity to make sound economic decisions in the operation of
their company.

Because independent contractors play a vital role in the industry,
clarification of the standards that determine this status is critical.
There is an overwhelming consensus that the IRS’ 20-factor test,
a common law test for determining worker classification, is a
whimsical and completely subjective process. The uncertainty sur-
rounding the test leads to litigation and large assessments levied
against businesses, like mine, that are devastating, if not fatal.
These assessments are unjust and accomplish nothing.

It is unreasonable that an industry which has been conducting
business for more than 40 years now be told that its business prac-
tices are inappropriate and that it is subject to hefty retroactive as-
(siessments. This is entirely unfair and causes substantial economic

rain.

These assessments and the costs associated with defending such
erratic decisions will force DC Wiring out of business. This will
have a profound effect not only on me and my family, but also on
office employees, their families, and the community as a whole.

It is also important to note that classifying workers as employees
or contractors affects more than just one government entity. If the
IRS classifies certain workers as employees, for all intents and pur-
poses, other government agencies will need to do so as well. That
includes the U.S. Department of Labor and State agencies. This is
a never-ending cycle, and we need some clarification of this issue.

I thank the Subcommittee for inviting me here today, and I urge
you to take quick action to resolve this important issue.

Chairman JOHNSON. Thank you very much, Mr. Bolt.
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Mr. Gee, my colleague and friend, Rep. John Duncan, mentioned
to me last week that you were going to be joining us, and it is a
pleasure to have you.

STATEMENT OF EDGAR H. GEE, JR., CERTIFIED PUBLIC
ACCOUNTANT, KNOXVILLE, TENNESSEE

Mr. GEE. Thank you very much.

My name is Edgar Gee. I am a CPA from Knoxville, Tennessee.
It is an honor and a privilege for me to be here. I appreciate this
opportunity.

I am a member of the AICPA and TSCPA. I have had my own
practice for about 20 years. I am here today to speak with you
about the reality of dealing with the independent contractor issue
firsthand.

Beginning in December 1991, the IRS initiated an examination
of a client of mine on this issue. My client was Smoky Mountain
Secrets. This took place in the Eastern District of the Federal
District Court of Tennessee. You have an opinion attached to that.
I was the initial and primary witness in this case.

The court handed down its opinion September 29, 1995, about
three and a half years later, and ruled in favor of my client, and
it saved my client $4 million. I believe that ruling makes this case
one of the largest independent contractor cases in the history of the
country.

It is significant that this particular case is the first case litigated
under code section 3508 and code section 530, and we prevailed in
both of these code sections. I think paragraph 16—page 16, para-
graph 9, of the court’s opinion is particularly relevant because it
did away with any possibility of appeal the Service might have, and
we have a petition for fees pending in court at this time.

The rest of what I wanted to tell you today is what happened in
the case. We asked the IRS at every level—the agent level, the
agent supervisor level, the appeals conferee level, the district coun-
sel level, and the Justice Department level—to simply answer these
questions: What part of the section 3508 did they think we did not
meet? Even if we didn’t meet section 3508, how did they possibly
think we didn’t meet section 5307

We never got an answer from the government ever, and in fact
at trial the government presented no witnesses and no evidence at
all,

The rest of what I am going to tell you here today I am telling
you because I think you, as Members of the Committee, need to
know what took place in this case.

In the spring of 1993, I got a call from the employment tax spe-
cialists in Chattanooga, the gentleman and I met for lunch in
Knoxville, during which he told me that his solution for resolving
this case was a prospective reclassification of all of my client’s peo-
ple that were working for them.

I asked him why did he think I would consider doing that. He
indicated that if we did not do it, they were going to sue us and
make us litigate the case.

I indicated to him that it sounded a little bit like blackmail and
extortion to me. He said call it whatever you want, but he said they
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treated everybody this way. I asked him who in the world tells him
to do things like this. He said the national office instructs him.

I made a comment to him that I knew he had seen the case file
and I said, “You have to know we have a very strong case.” He
said, “You have a very strong case. You are going to win if you go
to court. We already know that.”

Sometime after that, I obtained some internal IRS documents
under the Freedom of Information Act, and they are attached to my
report that you have. Those documents clearly show that as early
as 1992 the government was actually writing memos to each other
indicating that they knew they had no case. I have some sugges-
tions that I think that we need to consider.

Chairman JOHNSON. Excuse me, Mr. Gee. Did I understand you
clearly that you have copies of memos that the IRS wrote showing
that they knew they had no case?

Mr. GEE. Yes, ma’'am. They are attached to my remarks.

Chairman JOHNSON. They are attached to your remarks.

Mr. GEE. Internal memos that I got under the Freedom of
Information Act.

Chairman JOHNSON. Thank you.

Mr. GEE. In concluding, let me say this. I do have some solution
here. Taxpayers need to be issued 1099s and they need to have
written contracts. But the bottom line is this: My client should
never have had to spend a dime having to litigate this case.
Second, no taxpayer or citizen should ever be subjected to this kind
of abuse at the hand of the Internal Revenue Service.

I thank you for letting me be here today, and I will answer any
questions you have.

Thank you very much.

{The prepared statement and attachments follow:]
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STATEMENT OF
EDGER H. GEE, JR., CPA, MBA

I. INTRODUCTION

My name is Edgar H. Gee, Jr and [ am a CPA from Knoxville, Tennessee. It is an honor
and a privilege for me to address this commitiee today and I appreciate this opportunity. Iama
member of the AICPA and TSCPA and [ have had my own practice for 20years

1 am here today to speak to you about the Internal Revenue Service and the continuing
controversy relating to independent contractors. I amn speaking from my own experience - the
reality of dealing with this firsthand.

II. THE CASE

Beginning in December 1991, the IRS initiated an examination of a client of mine which
involved the issue of employees v. independent contractors. This issue culminated on July 20,
1995 when the case was tried in Federal Court - the Eastern District of Tennessee. (Court
opinion attached)

I was the initial and primary witness in the case, representing my client Smoky Mountain
Secrets, Inc., headquartered in Alcoa, Tn

The Court handed down its opinion on September 29, 1995. With the Court's opinion in
my clients favor and against the governiment, we prevailed in what 1 believe is the largest
independent contractor case litigated in the history of the United States. This saved my client
almost four (4) million dollars for years 1989 and 1990 - the two years under examination. Had
we lost the case, there were open years where the taxes assessed by the IRS would have tripled
this amount making it somewhere between a $15 - $20 million case

This appears to be the first case ever litigated involving both IRC Sec 3508(TEFRA '82) -
the direct sellers exemption and Revenue Act '78 Section 530, the safe harbor relief provisions.
As you can see from the court's opinion on page 16, paragraph 9, we prevailed under BOTH
sections.

This ended any reasonable possibility the Service had for an appeal. This paragraph also
provided a basis for our petition to the court for recovery of attorney fees and other costs related
to this litigation. This petition is pending in Federal District Court

III. IRS ACTIONS

The rest of what I am going to tell you all here today are not the observations of some
disinterested third party. They are not what I think happened. They are in fact what did happen.
From the revenue agent level, to the agent's manager. to district chiefs, to appeals
conferee, to IRS district counsel, to theDepartment of Justice's lawyer, we could never get an

answer to two (2) basic questions. Those simple questions were:

1. What part of IRC Sec 3508 did the government think my client did not meet ?
2. And most importantly even if we did not meet IRC Sec 3508 how could the
governiment even begin to think we did not meet Sec 5307

In fact, there never was an answer ever from the government (even at trial the government
presented no evidence and called no witnesses) This amounts to institutional breakdown at each
and every level in the existing system and cries out for major change in the way these cases are
handled. If the IRS has been willing to focus on these questions at any level, both the taxpayer

and the Government would have been spared years of litigation and thousands of dollars in fees
and costs.

What I am going to tell you next, I am going to tell you out of a sense of duty because the
members of this committee need to know what transpired in this case. Hopefuily this will help
this committee to develop legislation which will prevent such institutional breakdowns in the
future. 1 believe that is in the best interest of both the Government and its taxpayers

While this case was before the appeals conferee in Nashville, 1 received a phone call from
the districts chief employment tax specialist. He toid me he had a way to resolve this case. He
said he wanted to come up to Knoxville and meet with me. 1 arranged for lunch at Regas
Restaurant in Knoxville.
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His solution to resolve the case was for my client to reclassify his independent contractors
to employees on a prospective basis and he said IRS would drop the case if we did that. T asked
why did he think I would even consider this proposal of his? His response was if we didn't agree,
the Service was going to sue us and make us litigate the case. 1 said but you have seen the case
file. You have to know I have a strong case. His response was that we did have a strong case
and were probably going to win anyway if we went to court. 1 was incredulous. I said who in the
world tells you all to do this - to conduct a case this way - to cause taxpayers to be put to this
expense even though the Government expects to lose? His response was National Office.

At this point I realized the utter futility of continuing any dialogue and that court was the
only logical alternative. Some months after this luncheon, I discovered (under the Freedom of
Information Act) internal IRS memos written in late 1992 (prior to this Regas luncheon meeting)
where the IRS memos actually stated that *...the Government would have absolutely no
case."(Exhibits attached).

IV. SUGGESTED CHANGES OR STRONG RECOMMENDATIONS

A) IRS should undertake a comprehensive training program to insure that all IRS

employees who deal with this problem in any manner understand the laws and intent
of the Congress.

B) Have these simple rules:
a. If Taxpayer
1. Issues 1099's .
2. Has written IC contracts
3. Uses performance based pay (e.g. commission per each etc.)
b. Then IC status is automatic and not subject to any IRS whim.

C) Failing both A and B - change the law so that IC status will be respected if (0% is
withheld by the payor at the source - much like backup withholding now done on
pensions, bank interest, etc. In addition, there would be a provision prohibiting
businesses form engaging to reclassify former current employees as IC's.

D) Asthe WHCSB recommends, set up a task force or joint committee of one CPA, one
tax lawyer, one small businessperson and two (2) members of your subcommittee to
review cases like this and initiate legislation to effect changes.

E) If the IRS pursues a case like this and loses, give the courts authority to make the
award of attorney fees and costs to the taxpayer effective beginning at the agent level
and make the award automatic and mandatory. This will stop the IRS 's relentless
blind pursuit of these type cases.

V. CONCLUSION

Ladies and gentlemen the bottom line is this My client should never have had to spend
the first dime on this case. No taxpayer should ever again be subjected to this kind of abuse at the
hands of an agency of the Federal Government.

Thank you. I will be happy to answer anv questions which members of the Comimittee
might wish to ask.
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Internal Revenus Service
MEMORANDUM

ﬁtn
tat

fromt

Novenber 24, 1992
Gene Boon, Greup Mor 1318
Sary Watkins, Employment Tax Speaielist

aubsent:

Enploynent Tax Casa

Per your requast, T heve reviswed the Revenus Agents Repart as well
as the Protest sutmitted by the Corporations POA, It would appear
thet "u Taxpayer Ls ralying on essentially twa avenuss in which to
t the Agents initial determineiion, Tha first defense

{9 that of the workera maeting the criteria o tatutory
s under the category of Diract Sellers. The POA states
that the workars °..neet both oriteria in subssction 2{A} when they
could meet slther or and still fit under the definttion.” The
oriterias baing described fa that of IRC Section JSBBIBI2){A). Tt
stetes that the tern “direct seller” neans any person who!

{1) *1e engeged In the irade or businsss of sailing {or
soliclting the e of) consumer products to sny buyer on s
buy=sall basis, a deposit-aommisstion basle, or any similar
basis which tha Secratary prascribas by regulations, for
resale (by tha buyar or sny other pasrson)

, ort

(119 "10 angaged in the trads or businass of selling {or
soliciting the sale of) consumar preducts
'

The prevailing guestion would slearly bs, do talephons selicitors
working under vhat would appear to ba direct and imms
supsryvision, in an office complex, guelify as dirsct sellers under
thiv Section. The answer o that question would be no. The {ntant o
Congress in defining direct sellers ss statutory non-smployees wae t
snsurs that deor-to-door, pereon=to-psrson ssllere such as
individusls working for such compani Fuller OBrush, Avon, Mary
Kay, ste. would not be ehlll-npod as
employes. In tha pi the telaphona §dlicitors perform
thelr dutles in an hll-hod office locatlon and not at the home
potential customers or soms other location {n whish the custonsr
‘would ba raguired to trevel te, Therafors, since the telephona
solicitors aould not be.propsrly classified as direst sellers, one
must now look et the common law factors to determine if an
wsnploysr-esploy. ationship does exist. Indesd, the facts would
tend to indiss et signifioant control and dlruucn is beling
exarted on the telephons soliofioras, not eonly as to thas rasulis to b

°

f
]

hs common law criteria of an

'
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accomplished but alao to the means by which thet result is
accomplishad,

The ascond defensa that is baing pressntad in the Protest centers
around the sate havens as esxtablishad by Segtion 532, The POA
contends that the Corporation has besn consistent in Lts treatment

of the workers, i.s. tresting them as independent confractors and

Tesuing tham 1039's, He goas on to sey that ths Corp. has reasonable
“PEAFIV IN T tFéatment Of {he workers Desed on tha fact {hat his
cliant ¥. had been examined (yesry prior 1o his Incorporation of this

Business ] previously whars IRS allowed commission only Indiviguals to

be nonamployess. i 17 indeed thia Tact can be subsiantiated, thae
overnnent wou y -

stales a past sxaminetion would provide the Taxpayer a "reasorable
basis® for its treatment of the workers, end tharsfors, a safe haven
under Sectlion 530, The fact that the past eudits wers conducted
while tha business was & sola proprietorship or othar type of enttty
would be immaterial, assuming the nature of the business remained
unchangsd, It would sesm clear that this statement represents ithe
Governments most serious challange to tha employment tex lssue.

Par your suggestion, I cantacted the POA to obtain mora specific
information concerning the past IRS examination. The CPA, Edgar Gee,
was extremely vagus and very élusive when discussing this particuler
Lasua. However, he did say that he would contact his client and
attampt to provide further information oconcerning the past audit.
Additionally, I eontacted Rudy Broughton, Employment Tax Specialtst
in Birmingham, he agreed completely with my analysis of the
Corporations direct seller dafense. I will give you & aall when
additional information i3 received from Mr, Gee.

Sary €. Watkina

@l Manager, Broup 1317
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MEMORANDUM

datel
to1

frons

Novenber 30, 1582
Sane Boon, Group Mpr 1319
Gary Watkina, Employnent Tax Specialist

subjects

Employnent Tax Cuse

On this date, s discusaion was held with Edgar Gee, CPA, concerning
tha ongoing smploymnent iax oase being worksd by Susan Elmors. He
stated that information has been received as to the past audite of
entities simtlar to the one under sxanination which would qualify Ais
elisnt for Saction 53 te haven tnent under ths “past IRS Audit
Ruls®, Affidavits wers faxad (eee sttached) indicsting that threa
difltersnt oorperetions wers audited in the 1970's with no challenpge
being made as to tha sales pereonel raceiving non-employes
compensetion. The entittes which wara audited included (1) Seco,
Ine,, (2) Thoroughbred Fllms, Ine., and (3) Phylben Vills Inc,

The corporate entities are currently defunct and no EIN's wers
avallable. He wes uncertain as 10 the axaot business astivities
aonducted by the entities. Houevar, he did stata smphetically thet
the salee people werking for the aorparstions performed duties
involving direct salling to the public, both on the Velephone and
person-to-person, and they wers psid on & commission baal
naintaing that Section 530 »
sinilerity®, but infeat th
is provided where a taxpsysr Ls treated -as having
by shouing rsesenable reliance on & past Internal Revanus Servica
audit.

It should be noted that the court oses referred tu by the CPA in his
protest (s the cass of L )

, No. 89-4298 (Sth Cir. 2-12-90) 88 A.F.T.R. 24 90-573,
In this particuler cass tha texpaysr, opsrating a nursery and
landsosping businass, hired landscape workers on & Job-by-job basie
ond tr d thas as independent aontreciors. In 1376 ths IRS sudited
74 returne and en eventual deteraination wes mads that the
d indepandent contractor In 1989, Mr. Larbert
of Janitorial service smploysd the
Janitorial workers on & job-by=job basis and tresated them as
independent contractors. The IRS subsequanily sudited the Corporais
returne end daternined that ths janitorlal workers wers smployess.
The district court magistrate was of the opinton Lhat, as & matier of
law, both the landscaps workers and the Janitors w
onplo; Howaver, be
*subatantially similer® {n their ralattonship to Lembert, the
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magiatrate hald that Lambert had reasonsbly reiied on the result of

an esrlisr audit in treating the janitorial workers as independent

contractors.

The Servicas poaitlon as to :
supra, {3 that this case should not be followsd in situstions whers a
prior audit hes oacurred but the taxpaysr has bagun a new line of
businass, and workers (detarmined tao bs amployees) ars performing
diffarent ssrvices, Indecd, the Sarvices etanding position has
been that raliance on & past Internal Revenue Service audit would
qualify galv if the sudit entatled no assassment atiributadle to the
taxpayers trestment of individusls helding
ALALLAr to that held by the Individual whose treatment is at issus.
1t should aleo be noted that the courts have taken an sxiremely

. liberal view when it comes to applying the safe havens of Seciion
6§30. Clearly, in this caso, dissimilarities sxist between the
Corporations prassnt busincss of talephons salicitetlon end that aof
prior business activities of the sharsholder. The extent of the
dissimilaritias is uncertain based upon tha sketchy information
available, At this point, the CPA is attempting to make Lhe cass
that any nature of salas activities which ocourred in the past and
previously Judged by virtue of an audit to ba non-employee
activities, would be sufficlent to satisfy Saction 530 requirements.
Thie is not the view of the IRS. Howsver, Lf the texpayer could ﬂé?
reasonable show that tha workars had telephons solicitation
responaibilities, than indesd the wai{phl of the case would shift in -

% “the favor of ths taxpayer.

»
| G
L Dan - =

-

ccl Managar, roup 1315
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Full Text:

IN THE UNITED STATES DISTRICT COURT
FOR THE EASTERN DISTRICT OF TENNESSEE
AT KNOXVILLE

No. 3:94-cv-121
SMOKY MOUNTAIN SECRETS, INC.,
" Plaintiff

UNITED STATES OF AMERICA,
Defendant

MEMORANDUM OPINION

This is.a tax refund action brought by the plaintiff-
taxpayer, Smoky Mountain Secrets, Inc. (SMS), pursuant to
28 U.S.C. §1348(a)1)\ Plaintiff seeks a refund of Form 941,
Fedaral Insurance Contribution Act (FICA) taxes and Form
940, Federal Unemployment Tax Act (FUTA) taxes, which
plaintiff ds were d err ly by the United
States Department of the Treasury through the Internal
Revenue Service (IRS). The total amount of taxes.assessed’
is approximately $3,888,918. This does not include interest
on the assessments.. The jurisdiction of this court is not
disputed. This matter was tried before the undersigned
without intervention of a jury on July 20, 1995. The parties
were given additional time within which to' file post-crial
briefs. After ation of the pleadings. the testimony of
witnesses, the depositions and. exhibits introduced at trial.
the parties’ briefs and. the applicable law, the court makes
the following findings of fact and conclusions of law. See
Rule $2(a), Federal Rules of Clvil Procedure.

Findings of Fact

1. SMS, a Tennessee corporation, markets gourme: foods
and condiments, including mustacds. salad dressings, jellies
and preserves. SMS sells its gourmet foods to consumers: it
does not pack and sell its p to other busi for
resale, -

2. Something during late 1991 or early 1992, defendant.
through the IRS, initiated an audit of SMS which included a
review of whether SMS's telemarketers and delivery per-
sons were properly ireated as independent contractors for
federal wax purposes. .

3. During the tax years in question, the bulk of SMS's sales
orders were solicited through telephone calls made by plain-
Liff"s telemarketers, although some sales were made through
mail orders received (rom repeat customers and through on-
the-spat sales by deiivery persons. The product orders solic-
ited by the telemarketers were delivered to the customer’s
home by deilvery persons who collected the amount due.

4. In"addition to the telemarketers ang delivery persons,
all of whom were reated other than as empleyees for
federal tax purpases during the 1989 and 1990 tax years.
SMS employed warkers who were and stiil are-treated as
employees for. federal tax purposes. These employees in-
clude home office staff; warehouse workers, office manag-
ers, regional managers, and the officers of the corporation.

5. The telemarketers.and delivery persons worked out of
sates offices in various locations in approximately 14 differ-
ent states during the tax years in question. No walk-in sales
were made from these offices. Sales were only made
through tetephane sollcitation and delivery of the package.
For each package soid, whick SMS defined as requiring

o
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actual delivery to and receipt of payment {rom the custom-
er, the telemarketer received a specific commission, the
amount of which depended upon the size of the package sold
and the year in which the transaction took place.

6. SMS’s delivery persons were an integral part of SMS's
sales force; their services did not consist of merely driving
to the customer’s home and handing over the package. The
dellvery person had to collect the amount due, which often
meant that he or she had to close the sale. Neither the
delivery person nor the telemarketer would be paid unjess
the package was accepted and paid for by the consumer.
Thus, the reason SMS's own delivery persons were used
instead of common carrier was to obtain the opportunity to
close the sale face-to-face if.a delivery was refused. Two of
plainciff’s 3, Terry P. Goodall and Barbara Jean
Thomas,’ each of whom had previously worked for SMS as
delivery persons, testified that the person delivering the
packages was often called upon to close sales, such as when
a customer has changed his or her mind, did not know the
terms of the sate, or when an unknowledgeable spouse
refused to accept the package. Mr. Goodall and Ms. Thomas
further testified that delivery persons also made sales on 2
~show-me” basis. in which additional packages are shown
and sold to s and to their neighbors. Consequently. |
find that closing the sale was as much an art as was
obtaining the order over the telephone in the first place.

7. Before going to work for SMS, each telemarketer and
delivery person was required to sign a written conuract.
$MS's company president. CharleSH. Allen, who along with
his wife. Lois Allen, own 100% of the issued and outstanding
stock of SMS, testified that it was corporate policy that ail
salespersons sign a contract belore beginning work. The
evidence establishes that the contracts clearly set forth that
each telemarketer or delivery person would be paid on a
commission basis, would not be treated as an employee for
federal tax purposes, and that no federal, state or locai
income or payroll taxes would be withheld. The earlier
forms of the contracts aiso stated that because the telemar-
keter or delivery person was not an employee, a3 Form 1099
would be issued and filed if the individual earned over $600
during that year. The parties stipulated that SMS issued a
Form 1099. as required by federal tax law, to every tele-
marketer and delivery person who earned $600 or more
during the 1989 and 1990 tax years.

8. These written contracts {urther provided that each
telernarketer's delivery person’s remuneration was directly
related to the number of sales delivered and for which they
were paid. Each year SMS corperate policy required every
telemarketer and delivery person to sign a new contract, It
was the responsibility of the manager of each sales office to
obtain those documents. And. in fact, the contracts were
signed by every telemirketer aod delivery person before
they started work. .

9. Copies of form contracts between SMS and its telemar-
keters and delivery persons which were used during the
years following the. 1989 and 1990 tax years were admitted
in evidence. As the undisputed testimony confirms. the
contracts used in prior years were. in all relevant provi-
sions, substantially the same as those in evidence. The
contracts used in the 1989 and 1990 tax years provided that
the service provider — ie. the telemarketer or delivery
person — would be paid on a per-package-sold basis and
that the service provider wouid not be treated as an employ-
er for federal Lax purposes. The parties stipulated. however.
that SMS has been unable to produce and dees not have in its
possession originals ar copies of the written contracts for
the tax years iA queston, even though SMS- diligently

Copyright © 1995 by THE BUREAU OF NATIONAL AFFAIRS. INC., Wasnington, 0.C. 20037
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searched for them and even sought to obtain coples or
originals from numerous third parties. The reason SMS was
unzble to obtain the contracts Is hat its certified public
account (CPA), Edgar H. Gee, Jr., advised Mr, Allen, SMS's
president, that it would be unnecessary ta retain copies after
the corporate bogks had been closed and the required tax
returns, including Forms 1099, had been (iled for the year.
Mc.-Gea did not consider it impartant to keep copies of the
contracts'between SMS and its sales force because 26 US.C.
$3508 does not address retention of contracts in any respect.
Nonetheless, because it was SMS's corporate. policy - that
every telemarketer and delivery person sign a new contract
each year, and since: the undisputed proof at trial indicated
that contracts were, in fact, executed by 2ll telemarketers
and delivery persons during the tax years at issue, I find
that SMS convincingly proved the existence of the contracts
and their contents pursuant to Rule 1004(1), Federal Rules

of Evidence,
10. Mr. Allen first soughl Mr Gees advnce in 1983, Ilur

having read a which
reported the addition of §:sos to the Xmernal Revenue Code
(the Code). Because he realized that it possibly applied to
businesses such as his, which utilized the services of “direct
sellers” treated them is independent contractors, Mr. Allen
sought the advice of Mr. Gee as to whether the new Code
provision would apply to SMS's relationship with its tele-
marketers and delivery persons. Mr. Gee is a CPA-who has
_been licensed and in practice for more than 20 years. He
received his undergraduate degree in accounting from West-
ern Kentucky University and a masters in Business Admiais-
tration from. the University of Tennessee 8t Knoxville. Mr.
Gee started his professional career with what was then one
of "the Big Elght accounting firms. He has had his own
~ractice since 1977. Mr. Gee maintains a general
ractice, ating on small b the most sig-
nificant of which Is SMS. He testified at trial that probabdly
ane-half of his practice is related to Lax accounting and tax
advice,

11, Me. Gee testified that when Mr. Allen first inquired
about §3508 he was initially unfamiliar with the statute's
requirements. The reason is that the statute had only recent-
ly'been enacted. He therefore obtained a copy of the new
statute prior to Mr, Allen's Initia! appointment, found that
there were no regulations regarding §3508. and analyzed the
Code section with Mr. Allen. asking him pertinent questions
regarding each of the eiements set forth in the statute.
Based on the information gleaned from Mr. Allen. Mr. Gee
opined that SMS’s telemarketers and delivery persons were
direct sellers as contemplated by §3508. Mr. Gee testified
that his opinion was based upon Mr. Allen's description of
the relevant facts about SMS's business, the manner in
which the telemarketers and delivery persons would be
compensated, and the fact thac plaintiff had a written
contract with its sales force providing that the telemar-
keters and delivery persons would not be treated as employ-
ees for federal tax purposes. Shortly after his meeting with
Mr. Allen, Mr. Gee researched 33508's legisiative history.
obtaining copies of the Senate and Houge committee repores
as well as the conlerence committee ceport. He gave copies
of these reports to Mz Allen. advisin h:m tﬁat #e rémaineg

ed as direct

_ssilers under the statute. Mr. Gee was hnred that same year

as SMS's CPA with responsidility for closing the books at

year-end, preparing financial statements as needed, and

‘ing all tax returns, including employment tax and infor-
..ation returns.’

12. Unknown to Mr. Gee, Mr. Allen also consulted with the
CPA who regularly prepared Mr. Allen's personal tax re-
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turns, Jerry Lee Sharpe of Middlesboro, Kentucky. Mr. Allen
asked Mr. Sharpe the same question regarding the proper
tax classification of SMS's telernarketers and delivery per-
sons. Mr. Sharpe, pow semi-retired, has been a CPA since
1983. When he began his career, he worked for the IRS as a
revenue agent for almost two years. While with the IRS, Mr.
Sharpe worked on a aumber of Independent contractor
cases. As a CPA in private practice, the vast majority of his
time has been spent on tax-related issues, including some
work. primarily related o the coal industry, regarding the
issue of independent contractors. .

13. Like' Mr. Gee, Mr. Sharpe adviséd Mr. ‘Allen that he
believed that SMS's telemarketers and "delivery persons
were properly classified as independent contractors and not
employees. He based this advice.-however, upon his prior
experience and knowledge of common law factors. Mr.
Sharpe was not familiar with and did not discuss with Mr.
Allen the application of §3508. Some years later, Mr. Sharpe
called Mr. Allen regardlng this is:ue an.er he had:attended a
three-day. fon course, which
was sponsored by the Umversuy of Kentucky and taught by
[RS instructors. Mr. Sharpe advised Mr. Allen that the
course's primary subject involved the IRS'S new 20-factor
analysis for determining whether workers are employees or
independent contractors for federal tax purposes. After
again analyzing SMS’s sales {orce in the context of these 20
factors, Mr. Sharpe advised Mr. Allen that the telemarketers
and delivery persons were properly characierized as inde-
pendent contractors.

14, Mr. Gee has continued o perform certain accounting
services for SMS since 19837 'In addition to the ‘specific
advice he gave regardmg §350! Mr. Gee has represented
SMS in state ployment tax investigati lving the
issue of the proper classification of SMS’s telemarketers and
delivery persons. A number of such investigations took place
over the years and, consistent with his initial advice to Mr.
Allen, Mr. Gee have taken the position with the states that
the telemarketers and delivery persons were statutorily
classilied as independent contractors. Mr, Gee testified that
most, (f not ali, of these investigations resuited in findings
by the states that SMS's telemarketers and delivery persons
were indeed properly treated as independent contractors
rather than employees.

15. Based upon the undisputed evidence at trial, I find that
SMS has. since its inception, treated all of its telemarketers
and delivery persons as independent contractors. No tele-
marketer or delivery person has been treated as an employ-
ee for {ederal tax purposes. .

Conciusions of Law

A. Section 3508 — Statutory independent Contractors

1. This court has subject matter jurisdiction over this case
pursuant to 28 U.S.C, §§1340 and 1345(a)X1), and 28 US.C.
17422, Because this is a tax refund suit in which the IRS
counterclaims f{or the unpaid balance of assessments of
divisible taxes, the [RS need only show that a timely assess-
ment was made in arder ta establish a prima facie case. See
Sinder v. United States, 655 F.2d 728, 731 (6th Cir. 1981).
Thus, the assessment (s initially presumed to be correct, and
the taxpayer has the burden of proving that the assessment
was wrong. Id. See also United States v, Besase, 623 F.2d
463, 465 (8th Cir.), cert. denied, 449-U.S: 1062 (1980).

2. Prior to 1982, the question of whether a worker was an
independent contractor or an employee for federal tax
purpases was a question that was answered almost exclu-
sively under common law., See Cleveland [nstitute of
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Electronics, Inc. v. United States, 787 FSupp. 741 (N.D.
Chio 1992); H.R. Rep. No. 1748, 95th Cong., 2d Sess. 5, 1978-3
C.B. (Vol. 1) 629 (House Report dimnssm( the enaclmem of
the empl tax relie! pi of §530 of the R

Act of 197!) After enactlng §530 of the Revenue Act of 1978
as an interim solution for employment tax controversies.
Congress in 1982 made §530 relief permanent and. to further
alleviate the problem for direct sellers and real estate sales
persons, enacted 26 U.S.C. §3508. According to the legisla-
tive histary, congress added §3508 to the Code as a response
to the “problems arising {rom increased employment tax
status controversies.” and to provide “a statutory scheme
for assuring the status of certain direct sellers and real
estate sales people as independent contractors (for {ederal
tax purposes}” Staff of Joint Comm. on Tazxation. 97th
Cong., 2d Sess.. General Explanation of the Revenue Provi-
sions of the Tax -Equity and Fiscal Responsibility Act of
1982, at 382 {Comm. Print 1982). Importantly, the “statute
did not supplant the common law; rather, it merely guaran-
teed independent contractor status for those taxpayers who
met its ditions.”. Cleveland /; of Flectronics,
787-F.Supp. at 743-44.

3. Section 3508 thus establishes two categories of statu-
tory non-employees: (1) qualified real estate agents and (2)
direct sellers. The statute sets forth the general rule that an
individual performing services as a “direct seller” shall not
be treated as an employee and the person [or whom the
services are performed shall not be treated as an employer.
§3508(aX1) and (2).

4. The term “direct seiler” is defined in pertinent part in
§3508(bX2) as any person:

(4) [who)

(if) is engaged in the trade or business of seiling (or
soliciting the sale of} consumer products in the home or

TAX DECISIONS ANO RULINGS
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sale of consumer products in the home or otherwise than in
a permanent retail establishment.

S. The next criterion which must be sallshed under §3508
iy that “substaatially ail the remuneration™ paid to the
worker be directly related ta sales or other output rather
than the number of hours worked. SMS compensated its
telemarketers and delivery persons on a commission basis
- only if 3 package was delivered to a customer and the
sales price actually collected. were the telemarketer and
delivery person to be paid. Thus. substantially all of the
remuneration of. the telemarketers who received a Farm
1099 for the 1989 and 1990 tax years was directly related 10
sales. Similarly, substantially all the remuneration of SMS's
delivery persons during the 1989 and 1990 tax years was
directly related to sales. SMS has thus met the second prong
of $3508's test.

6. The third requirement of §3508 is that the services must
have been performed pursuant to a written contract provid-
ing that the service provider would not be treated as ax
employee for federal tax purposes. Although the IRS vigor-
ously contends that SMS has failed 1o satisfy the written
contract requirement of §3508(bX2)C), its argument is una.
vailing. The IRS would require plaintiff to actually produce
the written contracts for the years 1989 and 1990. However.
this argument ignores Federal Rule of Evidence 1004(1).
which clearly allows other evidence of the contents of an
original writing to be introduced assuming all originals have
been lost or destroyed. While Congress could have required
something more within the terms-of=$3508. it did not. The
IRS has failed to cite any authority for the proposition that
copies of the original contracts must be produced in order
for the taxpayer to meet the third prong of §3508. SMS
introduced into evidence copies of form contracts similar in
every material respect to those used in the tax years at

- issue. The contracts specifically provide that SMS's telemar-

keters and delivery person to sign these comtracts and the
i clearly reflects that the contracts were, In face.

otherwise than in a permanent retail
(B) substantially ‘all the remuneration (whether or not
paid in cashj for the performance of the services de-
scribed in subparagraph (A} is directly related to sales or
other output {including the performance of services) rath-
er than to the number of hours worked, and
(C) the services performed by the person are performed
pursuant to a written contract between such person and
the person for whom the services are performed and such
contract provides that the person will not be treated as an
employee with respect to such services for Federal tax
purposes.
The pardes have stipulated that SMS's saies (the delivery of
its gourmet foods and condiments and receipt of payment)
and the solicitation of its sales (by the telemarketers over
the telephone) were made either in the home or from other
than a “permanent retail establishment” as required by
§3500. The parties lurther supuhud that SMS's telemar-
keters were d i the busi of “soliciting the sale™
of plaintiff's product as required by the statuie. However,
the parties dispute whether or not SMSs ‘dellvery persons
were d in the busi of the sale of plain-
tiff’s products. 1 am of the opinion that uuy were. In fact,
SMS's delivery persons were an indispensable part of selling
SMS's products. Delivery persons had to be able to and did
“closs” sales on a regular basis. indesd, the extent to which
they received remuneration for their services was very
often dependent on their success in_closing sales. The tele.
marketers and dellvery persons thus both clearly meet the
flrst prong of the definition of “direct sellers;” they were
engaged in the trade or of salling or soliciting the

signed by each telemarketer and delivery person in each of
the tax years at issue. Therefore, the third requirement of
the statute has been met: the services were performed under
a written contract providing that the service provide would
not be treated as an employee for federal tax purposes.

7. The IRS also contends that the court may reasonably
infer from the existence of written contracts for years
subsequent to 1989 and 1990. and the failure of SMS te
produce the written contracts for the years at issue, that
either no written contracts ever existed for such years or
thay, if they did exist, the writteg contracts did not contain
the express provisions required by $3508. Indeed, the RS
goes so far as to argue that the court may properly draw an
analogy between the established principle that an adverse
inference may be drawn from the failure of a non-hostile
wilpess with direct knowledge of important facts to Lestify
on a party's behalf. While the court could draw such an
inference is SMS had adduced no proof on this issue, that is
not the case here. The goverament itself stipulated that any
and 31l persons whom SMS could call at trial on this issue
would testify, as did Mr. Goodall and Ms. Thomas, that each
telemarketer and delivery person signed written contracts
as a matter of corporate policy. As noted in tha leading case
of Cleveland [nstitute of Electronics. Inc.. 787 F.Supp. at
749, the legislative purpose underlying enactment of §3508
was (o reduce the number of controversies regarding em-
ployment and income tax status of direct sellers and real
estate agents. The court therefore must interpret the re-
quirements of §3508 in a fashion which will further the
statute’s purpose. Therefors, because SMS has clearly dem-
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nstrated that Ity telemarketers 2nd dellvery pecsons meet
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12. SMS clalms that its relance on the advice of two
pr | tax advisors is sufficient o demonstrate 3

the requirements set forth in §3508, the court ludes that
“MS's sales force were “direct sellers” as that term is used
tn §3508 for the tax years 1989 and 1994

reasonable basis under §530 for. not treating Its telemar-
keters and delivery person as employees. { agree. Under the
cifcumstances of this case, reliance upon the professional
advice nndend by two CPAs — Mr. Gee and Mr. Sharpe —
ble basis for SMS.having treated its

8. Sectlon §30 u! the Revenue Act of 1978 — P
Advice

8. Section 530 of the Revenue ‘Act of 1978 (zhe 1978 Act)
was enacted by Congress to provide interim relief to certain
taxpayers involved in employment tax status controversies
with the IRS. Donovan v. Tastee Freez (Puerto Rico).
Inc., 520 F.Supp. 899, 903 (D.P-R. 1981). Section 530 of the
1978 Act is codified "as 2 footnote' to 26 U.S.C. §3401.
Congress intended that §530 would serve as a sheiter for
taxpayers who had acted in good faith from the potentially
harsh retroactive tax labilities resulting form RS reclassi-
fication of independent contractors as employees. See Unit-
ed States v. MacKenzie, 777 F.2d 811, 815 (2d Cir. 1985),
cert. denied, 476 U.S. 1169 (1986) (citing Ridgewell's Inc. v.
United States. 228 Ct. Cl. 393, 655 F 2d 1098, 101 (1981))
As previously noted, §530 was later extended indefinitely by
the Tax Equity and Fiscal Responsibility Act of 1982.

9. Although the court ha i

5 s previously concluded that the
rembers of SM3's sale stall are properly classilled a
_direct sellers under . 1 further_conclude that SMS-h
e

monstrated that it is znuL!ea o re!xel under ESJD
-the tefemarketers and delivery persons do not qualify as.~’
direct sellers, f
10. The goverhment has stipulated and the court finds that

SMS has met the first two tests under §530: that SMS has
consistently treated its telemarketers and delivery persons.
25 well as all individuals holding similar positions, as inde-

:ndent contractors for federal tax purposes; and that SMS
siled all required tax returns, including information returns,
in 2 manner consistent with having treated the telemar-
keters and delivery persons as independent contractors. The
term “reasonable basis" is to be construed liberzily in favor
of the taxpayer. See H.R. Rep. No. 1748, 9Sth Cong., 2d Sess.
5. 1978-3 C.B. (Vol. 1) 629, 633. Sec also Lambert’s Nurs.
ery and Landscaping, Inc. v. United States. 894 F.2d 154,
157 (5th Cir.1990):. General [nv. Corp. v. United States.
823 F.2d 337, 340 (9th Cir. 1987).

11, Section 530 provides three non-exclusive methods by
which taxpayers can demonstrate a reasonable basis for
having treated individuals as independent contractors rather
than employees. The first of these statutory safe harbors is
reliance on judicial precedent or published rulings. The
second of the statutory safe harbors is reliance on a past [RS
audit of the taxpayer is which there was no assessment
atrib to the tr for tax purposes.
of individual holding positions subsunnally similar to those
held by the workers at issue, The third statutory safe harbor
15 reliance on the long-standing recogmized practice of the
worker's industry. See §530(aX2). However, the language of
§530(aX2) refers to the three statutory safe harbors as
merely ““one method of satisfying the requirements [of the
reasonable basis test].” Based upon that language, both the
IRS in its procedural guidelines and the courts have held
that “(a) taxpayer who (ails to meet any of the three
[statutory] 'safe havens' may nevertheless be entitled to
relied if the taxpayer can dernonsirate, in some other man-
ner, a reasonable-basis for not treating the individual as an

“iployee.” Rev. Proc. 85-18, 1985-1 C.B. 518. See also In

. Rasbury, 136 B.R. 390 (Bankr. N.D. Ala. 1981}, affd.

United States v. Rasbury (In re Rasbury). 141 B.R. 752
N.D. Ala. 1992).

~-

telemtrkmrs'lnd delivery persons as independent contrac-
tors:: It is- undisputed .that Mr. Gee explored with SMS's
Presidem, Mr. Allen, the facts about SMS's business refevaat
to the requirements found in §3508. Mr. Gee testified that he
discussed with Mr. Allen.that SMS's compensation structure
wouldmeet the “substantially all remuneration” require.
ment, that a written contract was required, and that one
existed which met the requirements found in the statute.
After determining that the lelemarketers and delivery per-
sons would only be dona ion basis and
that a written contract meeting the requirements of the
statute existed, Mr. Gee advised Mr. Allen that he believed
§3508 applied and that the-telemarketers and delivery- per-
sons could and should be treated as independent contractors.
Thus, not only has Mr. Gee consistently filed all appropriate
federal documnents related to this status under §3508, he has
aiso represented SMS in various state unemployment tax
investig: and has i y taken the $i-
tion with those agencies that the telemarketers and delivery
persons qualified as “direct sellers” under $3508.

*13. The RS attacks SMS's rellance upon-Mer Gee's advice
based on the fact that Mr. Gee was unaware of the existence
of §3508 at the time Mr. Allen inquired of him.

that time the statute had just been enacted, and based pa
r. Gee's conduct in researching the matter, 1 am of the
apinion that it was reasonable for Mr. Allen to cely upon the
advice of his advice of his CPA, Only after he had examined
the statute ‘line-by-line in- the context of i

» the essential elements o
T4. [ further conclude tﬂaz Sm’s reltance upon the advice
of Mr. Sharpe, who examined the information provided by

Mr. Allen in the context of the common law factors govern-

ing independent contractor status, was reasonable, thereby

further entitling SMS to the protection of §530. As did Mr.
Gee, Mr. Sharpe-testified as to his education and experience
in similar tax matters and indicated that his advice was
based upan the information provided by Mr. Allen. The [RS's
reliance on fn re McAtee, 115 B.R. 180 {(N.D. lowa 1990), is

thus misplaced. In that case, the taxpayer's accouatant did

not testify, nor was his identity disclosed on the record.

Moreover, there was no evidence in the record as to exactly

what advice the accountant gave the taxpayer or what

information the taxpayer gave to the accountant. Id. at

184-85. By contrast, the undisputed testimony in_this case

indicates that, so far as Mr. Allen knew, Mr. Gee and Mr.

Sharpe were fu 5 ca%a ¢ and qualified to render advice on
"the_guestion asked of them. [t'is aiso undisputed that Mr.
Allen fully disciosed all pertinent information necessary for
his accountants to render that advice,

13. Although the term ~reasonable basis” Is not defined in
the Code or regulations, an analogy may ba drawn {rom
thoste cases Interpreting the term “reasonable cause™ as it
governs the determination of whether income penalities
should be imposed upon a taxpayer.’ In determining if
reasonable cause exists, the courts and IRS regulations
generally look to see whether the taxpayer “exercised ordi-
nary business ‘care or prudence.” See, e.g.. 26 CF.R.
§301.6651-(cX1). Generally, the courts have. found that rea-
sonable cause exists where the taxpayer relied on tho advice

“
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of a trusted attoruey or accountant. See, e.g.. Vorsheck v,
Commissioner, 933 F.2d 757 (9th Cir.), cert. denied, 502
U.S. 984 (1991). Indeed, in this regard, the Supreme Court
has stated that:

When an accountant or attorney advises a taxpayer on

a matter of tax law, such as whether a liability exists, it is

reasanabdle for the laxpayer to rely on that advice. Most

payers are not P to discern erroc in the
substantive advice of an accountant or attorney. To re-

quire the taxpayer to challenge the attorney, 10 seek a

“second opinion,” or to try to monitor counsel on the

provisions of the Code himself would nullify the very

purpose of seeking the advice of a presumed expert in the
first place. “Ordinary business care and prudence” do not

demand such actions. .

United States v. Boyle, 489 U.S. 241, 251 (1983) (empha-
sis added and citation d). Under the cir of
this case, then, I conclude that SMS's reliance on the advice
of two CPAs Is a reasonable basis for treating its telemar-
ke.ers and delivery persons as independent contractors.
entitling it to the protection of §530.

C. Section 530 of the Revenue Act of 1978 — Prior Audit
Sate Harbor.

16. The leading case involving the prior and audit safe
harbor provision under §530{a)(2XB) is Lamberts Nursery
and Landscaping, Inc. v. United States, 394 F.2d 154 (5th
Cir. 1990). The Fifth Circuit set forth the requirements the
taxpayer must satisfy to meet the prior audit safe haven
defense. The taxpayer must establish (1) that the IRS con-
ducted a prior audit of the taxpayer for a particular tax
year; (2) that the [RS determined in the prior audit that the
taxpayer's workers were independent contractors: (3) that
the workers who were the subject of the prior audit are
“substantially similar” to the workers at issue; and (4) that
the taxpayer treated the two groups of workers in a “sub-
stantially similar” fashion. Unlike the taxpayer in Lam-
bert’s Nursery, SMS failed to estadblish the existence of 2
past IRS audit of SMS. It did establish, however, that Mr.
Allen Individually, as well as three corporations he owned i
the early 1970's, were audited by the IRS. Mr. Allen never-
theless admitted that he did not know for certain what year
the purported audits took place, or for what tax years the
audits were conducted. He also admitted that he has no
records reflecting that audits were conducted, or to what
tax years the audits pertained. Although he testified general-
ly that no adverse independent contractor determination
was made by the [RS, he was not able to testify about the
precise results of the audits.

.17. Accordingly, while there was evidence that Mr. Allen
treated SMS's sales f{orce in the same manner as he had
treated his sales force in his prior businesses, the evidence is
insufficient for the court to conclude that SMS was entitled
to rely on the results of the prior audit.

Conclusion

Therefore, because SMS's telemarketers and delivery per-
sons are direct sellers under 26 US.C. §3508 or alternatively,
because SMS is entitled to the protection of §530 on account
of ity ressonable reliance on professional advice, SMS shall be
awarded judgment n its favor and against the United States
in the amount of $400, which represents the total amount of
employment taxes pald for the tax years at lssue.

Order accordingly.

/s/ James H. Jarvis
UNITED STATES-DISTRICT JUDGE

TAX DECISIONS AND RULINGS

(No:207) K -23

‘Smoky Mountain Secrets has not actually paid the amounts
assessed. Racher, it has for each assessment paid an amount equal
to the employment taxes for one employee and immediately sought
a refund ‘of ‘that amount. There were a total of 10 assessments
beginning with the first quarter of 1989 and ending with the last
quarter of 1952 This procedure is in full compliance with the [RS"
divisidie tax rule. Each ¢laim for refund has been gisallowed by the
IRS. These and other facts are included in written stipulations {Doc.

Na. 23] (iled by the parties.

“The partles stipulated that the testimony given by Mr. Goodall
and Ms. Thomas is congistent with that of all office managers.
telemarketers and/or delivery persons working with SMS during the
tax years in question, both with regard to SMS’s corporate policies
and the work of telemarketers and delivery persona.

- Unlike §530's reasonable basis standard. the reasonable: cause
test is not liberalty construed in faver of the taxpaysr, .

End of Text

LIST OF RECENT TAX DECISIONS

Tax decisions received recently by BNA from various
courts are listed below with a brief description of théir
subject matter. Copies can be purchased from BNA PLUS
toll-free (800) 452-7773 aatloawlde; (202) 452-4323 in Wash-
ington. D.C.

» Whicten v. Commissioner, US TC, No, 19965.94, T.C.
Memo. 1995-508, 10/25/98 (on issue of proper characteriza-
tion of expenses incurred by taxpayer Stanley Whitten in
attending and parncipating in television game show “Wheel
of Fortune” the court holds thateXPenses incurred are at
best expenses, deductible as a3 miscellaneous itemized de-
duction under Section 67, rather than wagering losses under
Section 165(d) ).

» Wolfe v. Commissioner, US TC, No. 16773-93, T.C.
Memao. 1995-509, 16/25/95 {court {inds that taxpayers® argu-
ment of a loan is not only unsupported by the record, but is
clearly contrary to the record, and that IRS' determination
with respect to unreported income is sustained).

» Laucknerv. U.S.. CA 3. No. 94-5747, 10/23/95 (because
IRS' penalty assessment against counterclaim defendant
Umberto J. Guido Jr. under Section 6672 was made more
than three years after the relevant returns were deemed to
have been [iled. district court properly held that [RS' assess-
ment was time-barred: court rejects IRS coatention that no
statute of Ui incliding the one in Section
§501(a). applies to [RS assessments.under Section 6572).

» Algie v. RCA Clobel Communications Inc.. DC SNY.
No. 89 Civ. 5471 (MJLXMHD), 16/12/95 (severance benefits
payments that defendant is required to make this year to
plaintiffs pursuant to judgment, as a consequence of plain-
tif{'s termination in 1988, are subject to withholding of FICA
taxes and Medicare hospitalization insurance tax at the
rates and and on the basis of formulas provided in the law as
currently in effect this year. rather than.the rates and
formulas in effect in 1988).

» Cardaza v. U.S.. DC ECalif, No. CV-F 94-5339 REC,
9/27/98 (action against IRS for negiigence, wrongful collec-
tion of taxes and punitive damages and against Wells Fargo
and Standard Mortgage Co. for breach of contract, breach of
fiduciary duty and punitive damages in suit involving four
tax liens is concluded as Wells Fargo agrees to provide
plaintiff with a_check in exchange for 2 general release;
plaintiff claimed that Wells Fargo lost a check which in turn
caused him a aumber of financlal problems). .

» Toys "R" Us Inc. v. P.PS.I Inc., Mass SuperCt, No.
93B-01825, 9/6/95 (IRS may actach funds that Toys “R” Us
Inc. admits it owes to taxpayer P.P.S.1. Inc., which acted as
Toys “R" Us’ agent [n obtaining transportation services for
Toys “R" Us from indep carriers, ding

Copyright © 1998 by THE BUREAU OF NATIONAL AFFAIRS, INC,, Washington, 0.C. 20037
0092-6884/95/50 + §1 00



61

Chairman JOHNSON. Thank you very much, Mr. Gee.

I would like to go back to Ms. Abalos. I was interested in your
comments that you said you have read the new training manual.

Ms. ABALOS. Yes.

Chairman JOHNSON. And you believe it to be subjective. Could
you enlarge on that?

Ms. ABALOS. The training manual, when you read through it,
first, it is 100 pages long, you have a 100-page manual.

Chairman JOHNSON. I thought that was a very good point you
made.

Ms. ABALOS. To give some definition to this issue, it expands; it
talks to the IRS auditors about looking for elements of behavioral
and financial control. But again, it works within the common law
factors we have today. It still does not give any kind of a test or
a checkoff or specific elements to look for that would say yes, you
are an independent contractor, or no, you are not. It is just an ac-
cumulation of data, and, again, it is a look at the overall facts and
situation, and you look and you make a determination.

But as we all know, that is the difficulty about the 20 common
law factors. We may interpret it one way, the Service Center may
interpret it another way. Ultimately, it goes to the courts, and we
have heard testimony from the other witnesses that the courts
have in many instances sided with the small business and that the
IRS has been abusive in this determination.

Chairman JOHNSON. As a CPA and one with a master’s in
accounting, do you think there is a simple test?

Ms. ABALOS. I think the criteria established in H.R. 1972 is a
good start and it is a good beginning in the direction that we need
to go.

What we are looking for is just something that a small business
owner or practitioner can look at and have a reasonable assurance.
With the 20 common-law factors we have no clue.

Chairman JOHNSON. Do you think the criteria in H.R. 1972 need
to be strengthened?

Ms. ABALOS. Perhaps.

And in response to the question with the airline pilot, he would
not be an independent contractor because under his situation he
would not have a principal place of business. His principal place of
business would be in the airplane itself. That is where he is con-
ducting his service.

Chairman JOHNSON. Under the law, he would not have a prin-
cipal place of business other than the cockpit?

Ms. ABALOS. That is correct.

Chairman JOHNSON. Thank you.

I will let my colleague pursue that. I am sure that he will want
to.

You implied perhaps one way to strengthen the Christensen bill
is to use “and” instead of “or.” Would it become too cumbersome if
we were to do that?

Ms. ABALOS. I think we need to look at the criteria. We are not
interested in just throwing something out that lends to a whole
other set of difficulties. It does need to be examined. Every little
“and” and “or” needs to be thought through and looked at with spe-
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cific industries and situations in mind. So, I cannot just say I think
“and” should be here instead of “or,” but——

Chairman JOHNSON. Anyone on the panel who wants to com-
ment, we do not have clear data on what money we are losing in
this area. We do not know whether we are losing money because
people are able to duck the system and not pay their taxes or
whether we are losing money because as an independent contractor
you can deduct costs that the prime employer could not deduct in
such great volume, that every independent contractor can deduct
overhead and the total amount of deduction is greater than the sin-
gle employer, whether that is the cause of loss of income.

What would be your evaluation of the tax liability of the inde-
pendent contractor as opposed to that person’s tax contribution?
Were they an employee? Are you paying more or less taxes if you
are an employer? Are you paying more or less taxes if the same
person is an independent contractor? Is there any rule of thumb?

Ms. ABALOS. I have two comments. One I think specific criteria
will enhance compliance, and the reason I say that is when you
have a ruling or a set of facts that is subjective, then when we do
an analysis of those, we tend to lean more toward our—what favors
our position. And I think you probably have more people classed as
independent contractors that may come under the criteria of an
employee if we had clear determination.

And then to a certain degree people are out there playing an
audit lottery and then they do not file a 1099 because they perceive
that the filing of 1099s is a target or trigger of an investigation or
an audit. If you have clear criteria and someone can say, yes, I am,
and, no, I am not, and if I am, I had better file 1099s or I do not
get to come under this testing criteria. I think you will see better
reporting by the small business community with this issue overall.

And to answer your question as to whether somebody pays more
or less tax depending on their classification, it depends on what
kind of business expenses they are incurring independently. If they
are an employee and have unreimbursed business expense, those
are often not deductible because they go into miscellaneous item-
ized deductions and they are phased out and they do not have the
same impact as business expenses from a self-employed viewpoint.
So, it is—I do not know that I can make a very clear analysis of
that. It is just a different treatment of those unreimbursed ex-
penses whether an employee or an independent contractor.

Chairman JOHNSON. Does anyone else on the panel have a com-
ment particularly on the issue of do you pay more or less as an
independent contractor? It is very important because if this sort of
tax gap, as they call it, is the result of legitimate deductions of
independent contractors then government has no right to the
money. If the tax gap is the result of evasion then it is a fair share,
fair burden issue.

We do not at this point, at least I am not aware at this point,
and I will ask the IRS this when they come before us in a couple
of weeks that we understand what the tax gap does represent, but
it is true that the problem of compliance in the independent con-
tractor sector is a real one. I hear you saying, Ms. Abalos, that you
think clear definitions will make it easier for the public to comply,
and easier for us to enforce the law.
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Ms. ABALOS. That is my opinion, yes.

Chairman JOHNSON. Mr. Barbee.

Mr. BARBEE. One thing that offsets when you are self-employed
you pay both sides of your FICA taxes. The only advantage that an
independent contractor picks up in some cases is the legitimate ex-
pense of them doing business. Go back at least to what it cost them
to do their trade or do their work. They do get hit with the double
side of the employer-employee FICA taxes so the wash out is about
the same.

Chairman JOHNSON. Thank you. Before I yield to Mr. Matsui a
number of you are from the cable industry. I was interested in, Mr.
Bolt, your testimony that the cable industry has since its inception
operated through independent contractors. Is that true?

Mr. BoLT. Yes, that is correct. At least in the interpretation.

Chairman JOHNSON. So, the IRS is imposing this standard.
Would it represent a clear break with the past for the entire indus-
try of cable installation?

Mr. BOLT. Yes, I believe so.

Chairman JOHNSON. And why is it important to have your in-
stallers be independent? Is there a business reason why it is better
if they are independent rather than your employees?

Mr. BoLT. Most of them prefer to be independent. They can
change companies that they work for at will. They can go where
they want. Since I have been in the business, that is the way I
learned it, and everyone that works for me wants to be an inde-
pendent contractor.

Chairman JOHNSON. Do some of the people who work for you
work for other cable companies, too?

Mr. BoLrt. Yes, some of them do.

Chairman JOHNSON. Depending on the volume and demand.

Mr. BoLT. That is correct.

Chairman JOHNSON. So, it gives them and you flexibility?

Mr. BoLT. Yes, that is also correct.

Chairman JOHNSON. Thank you.

Mr. Matsui.

Mr. Marsul. Thank you, Madam Chairman.

Mr. Bolt, I would just like to follow up. I understand that install-
ers for cable companies, there are some ambiguities. And what are
they in terms of the company that you work with, what are install-
ers?

Mr. BoLT. They are independent contractors.

Chairman JOHNSON. They are independent contractors at this
particular time. And do you know of any case where that might be
different in other cable jurisdictions?

Mr. BoLrt. The installers that work directly for the cable systems
themselves they do have some employee relationships, but all the
contracting companies that I work with all use independent
contractors.

Mr. MATSUIL. Because it would seem to me that there is a lot of
ambiguity in this part of the law. What is an employee and the
issue of control and independence and all of that. Obviously, it is
a major concern of yours as well; is that correct, because you do
not want to be hit with a significant liability if all of a sudden



64

these independent contractors come into question and become, or
the service interprets them as employees; is that your concern?

Mr. BoLT. Yes, of course.

Mr. MATsUL Obviously. That is an area we obviously have to get
into and that is an area that is a very difficult one. Everybody is
trying to grapple with. Senator Gramm raised the issue of the
newspaper delivery boys and right now the issue of distributorships
that come into play, as you well know. It is so complex and there
is no question that there is a lot of discretion involved in this par-
ticular area by the service and obviously Treasury and others as
well, so it does have to be further clarified. The issue is how we
clarify it.

I was very interested in your comments, Mr. Barbee, because you
indicated both here today and in your testimony that you felt it
was an issue of enforcement, not to a large extent, not so much an
issue of whether legislation is needed. Perhaps you can elaborate
on that somewhat because that very likely could be the situation
though obviously Treasury and IRS particularly will have to come
up with stronger and more accurate regulation.

Mr. BARBEE. [ feel that the law works. The law—the section 530
of the law is good, it works. My case proves it. There are a lot of
cases out there that prove this issue. The problem is that the Inter-
nal Revenue Service snubs their nose at the very people that pass
the laws, to the very people that protect us, not take care of us,
but protect us. You were elected by the people to protect us.

And then you pass this law. And it is very clear. It says, “lib-
erally construed in favor of the taxpayer,” emphasis added. How
much clearer does it need to be? And then we throw in words like,
“significant.” What does significant mean?

Now, $29,000 in legal fees, to me, is a significant number, but
in Washington, DC it is not a significant number. Five percent of
the Coca-Cola empire is a significant market share dollarwise. But
it is a small market share for Coca-Cola. So what does the word,
“significant,” mean?

It is almost like normal. What is normal on Broadway is not nec-
essarily normal in Augusta, Georgia. So, we have to watch that.
That is what scared me more than anything else. If we start tin-
kering with the law and adding little fuzzies to it, it is not as clear,
but more unfocused.

Mr. Matsul. I appreciate that comment. You know, I sym-
pathized with Mr. Bolt in what might happen, if you will. All of a
sudden the Service goes in and reinterprets that employment rela-
tionship or that relationship between the company and also the in-
staller. And it is an issue we have been trying to grapple with for
20.years. I have been here 18 years now.

I remember when Congressman Pickle, who was chair of the
Subcommittee in early 1980, had some Committees on this. I was
not on the Subcommittee at that time, but the same issues were
being raised. The real problem that is being faced today isn’t your
problem. The real problem is if we pass legislation that is so nar-
row, all of a sudden it could be abusive and employees could be re-
defined as independent contractors to lose valuable benefits such as
pension benefits, health care benefits, that is what we need to be
sure we do not do.
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I think, Ms. Abalos, you, in your testimony talked about a horror
story where an architect friend of yours working for the same com-
pany for 20 years was declared an independent contractor by his
employer losing valuable benefits and we do not want to see that
situation occur as well. So, we have to be very narrow in how we
deal with this issue or very balanced, I should say, as to how we
deal with this issue.

I have read Mr. Christensen’s bill three times now. I read it last
night, this morning, and I read it again because I wanted to be
sure of the interpretation. The problem is you talked about the air-
line pilot. Ms. Abalos, you mentioned it would not happen because
the principal place of business problem.

Airline pilots obviously do not provide the service at United
Airlines headquarters. They provide it in the air in an air craft.
That individual could be interpreted as an independent contractor
under this legislation.

What you need to do is you need to read this in the disjunctive
not the conjunctive. If you read it in the disjunctive, you will find
that all you need to do is satisfy, one of the six or one of the seven.
If you read it that way you will find a whole different interpreta-
tion.

I assure you that the legislative counsel’s office and the courts
will interpret it, and I believe that is what the intent of the bill
was. The intent of the bill was to make it easier to declare an em-
ployee an independent contractor and that is why millions of people
could be declared independent contractors.

Frankly, that will save the employer a great deal. The pension
benefits, health care benefits, and many things that create insecu-
rity in America today. There is no question that is what this bill
does. That is why the NFIB supports this bill. But the fact of the
matter is do not mix your problem, which is a legitimate problem,
with the problem of this bill because this bill addresses a totally
different issue than the issues that you have concerns about.

I think Mr. Bolt, Mr. Barbee, all of you have raised very legiti-
mate concerns, but do not be seduced by this legislation because
this legislation will put you in a position where even a reporter can
be declared an independent contractor through the interpretation
under this bill.

And that is all I would request is that as you pursue this issue,
and you legitimately pursue this issue, because it has to be ad-
dressed, we do not want to create ambiguities and problems for all
of you in the future. Just do not be misled by legislation that might
have a different interpretation ultimately than you think it does.
Thank you.

Mr. GEE. Madam Chairman, if I could just have one further
comment.

Chairman JOHNSON. Yes, Mr. Gee.

Mr. GEE. I think it is important to remember that you have peo-
ple sitting in front of you who believe the problem is not so much
clarification, the problem is we need a change of heart, a change
of mind, a change of attitude at the Internal Revenue Service.

I would remind you that my particular case was litigated under
sections 3508 and 530, the two laws that the Congress specifically
enacted years ago to avoid the very problems we are sitting here
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telling you about. You can have a law as clear as spring water in
east Tennessee. If you do not have a change in attitude at the na-
tional level, at the Internal Revenue Service, none of this is going
to work.

Thank you very much.

Chairman JOHNSON. Mr. Gee, we appreciate that, but we wrote
as clear a law in 530 as we possibly could, and you heard Congress-
man Kim’s proposals for dealing with that law, for instance, is a
significant portion of your work force, 90 percent of your employee
work force, 90 percent or should it be 20 percent? Clearly, the IRS
is incapable of dealing with defining “significant” fairly. They de-
fine it whatever way they want if they need it. That is unfortu-
nately the evidence.

So, we have to do something. This Committee isn’t into behav-
ioral modification. We do not have the ability to modify the behav-
ior of the bureaucracy. We do have the ability to change the law.
We tried it, and when we passed section 530 we made it absolutely
as clear as possible how the law should be construed, and it did not
work. You are living proof of it and the continued problems in this
area are living proof of it.

Now, I think that while I hear what you are saying, Mr. Barbee,
about, “I am evidence that it works.” You didn't have to close shop
before you could get to the point of going to the court and not ev-
erybody has those resources. So, I cannot just assume that because
you won in court you are living evidence. Also, I would ask Mr.
Gee, with your experience, or any of you, what procedural changes
would you make in the existing rules to ensure that taxpayers get
a fair shot?

Mr. GEE. Here is what I would do, if I might. I would do one of
the things that’s been suggested already; that at the agent level
that as soon as the issue is raised that you break that out and you
get some clarification, opinion, or ruling, or something like that
where the taxpayer can put in writing the fact that they meet sec-
tion 530 or 3508 or whatever the reasons they think they are inde-
pendent contractors. Then, what I would do is you have that in
writing.

Chairman JOHNSON. That is to require the IRS to put in writing
why you do not comply?

Mr. GEE. And the taxpayer would put in writing why they
thought they did.

Chairman JOHNSON. At the very beginning of the process?

Mr. GEE. At the very beginning as soon as the issue is raised.
Then what I would do is if the IRS pursues the case as they did
in my case and loses, I would make the IRS pay attorneys’ fees
from the agent level forward, the CPA fees——

Chairman JOHNSON. Excuse me, I didn’t understand the second.
The IRS pay the attorneys fees and what?

Mr. GEE. CPA fees from the agent level forward. That will stop
egregious abuses of behavior.

Chairman JOHNSON. What do you mean by that, from the agent
level forward?

Mr. GEE. I will give you an example. This gentleman over here.
I think he said he spent $29,000 on lawyers’ fees or something. My
client spent almost $300,000. He cannot even recover half of those



67

because you do not get to recover your attorneys’ fees until the defi-
ciency notice is issued and that is usually about halfway through
the cases, so if the Service knew they were looking at refunding all
of your attorneys’ fees, not just a fraction, they might have a little
different attitude about the hazards of litigation.

Thank you.

Chairman JOHNSON. Thank you, Mr. Barbee.

Mr. BARBEE. I want to say section 530 worked. The process that
took place I had to go to work to stop the IRS from seizing the as-
sets from our company. I had to get a Federal judge to issue a tem-
porary restraining order against the Internal Revenue Service to
enjoin them collecting the money. Taking the money away from me
where I couldn’t even fight them. I would not have had a chance
at all, and the issue was to get a temporary restraining order to
stop collection, which is as strong as a garlic milkshake to do. It
is very difficult to do.

The Supreme Court has made that emphasis—a very strong em-
phasis to do. I had to have a temporary restraining order before it
could get the hearing about my case. But it was an over zealous
Internal Revenue Service. It was an action on their part, and I felt
it was driven from Washington. It was not some renegade out here
on a reservation, so to speak, in the country. It was directed strict-
ly or straight out of the halls of Washington. And that is the part.
But again, I cannot emphasize enough how clear Congress wrote
the law. It is how flagrantly the IRS ignored the law; that is the
problem doesn’t anyone know how to control the IRS.

Chairman JOHNSON. Part of that would be greater accountability
throughout the process.

Mr. BARBEE. That is correct.

Chairman JOHNSON. Producing specific information. It is an out-
rage that you should get to court and never even in court have got-
ten sufficient documentation of their case; no testimony and so on.
So, that is something we can look at, and the issue of penalties you
are raising is a very valid one. We have been joined by my col-
league, Mr. Collins. It is a pleasure to have you with us.

Mr. CorLrLiNs. Thank you, Madam Chairman. I just dropped by
briefly. Mr. Barbee came by our office early this morning. We were
reviewing this particular case.

As we were discussing it, when you get down to simplification,
it is much easier for the IRS to focus in on one person for the pur-
pose of collection of revenues than it is to go through the broad
range of the independent contractors out there and wait to year-
end to collect from them. That is the reason why the IRS objects
to the independent contractor law. I think it is a shame.

I think we would have a lot more small jobs, small businesses
created if we had a different interpretation by the IRS. It is a
hinderance, it is a discouragement, a disincentive to get into busi-
ness. It’s not very profitable to get into business, and have the IRS
come in and do as they have done to Mr. Barbee. Hopefully, we will
be able to straighten out the language that pertains to independent
contractors and maybe when we actually reach down and our
Chairman of the main Committee says pull the IRS by the roots,
we will get their full attention. There will only be a few over there
to audit the amount of money that comes in from the States from
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the consumption tax or the flat tax and we will not need quite as
many of those people out there intimidating the small business
people and small taxpayer of this country.

Thank you, Madam Chairman.

Chairman JOHNSON. Thank you, Congressman Collins. Before I
dismiss this panel and invite the next panel to come forward, I do
want to clarify an aspect of your testimony, Mr. Kessler. I had
asked Mr. Bolt earlier to restate for the record the fact that install-
ers in the cable industry have been treated as independent contrac-
tors since the inception of their industry in 1952 or thereabouts. It
is interesting that in your first audit in 1989, the IRS treated your
employees as independent contractors.

Mr. KESSLER. Yes, they did.

Chairman JOHNSON. Is it your experience that throughout the in-
dustl;y the installers were treated as independent contractors in
19897

Mr. KESSLER. To the best of my knowledge, yes, especially in the
State of New Jersey where we do most of our work. The audit I
did have was a general audit. It was not specifically to examine
these subcontracting areas so we got a clean bill of health on the
normal business procedures that we had in terms of paying our
taxes and so forth, but they also ruled on the way we treated
subcontractors.

Chairman JOHNSON. You say in your testimony they carefully
scrutinized your use of subcontractors.

Mr. KessLER. Yes, I helped my accountant prepare for the audit,
and I pretty well know what they looked at.

Chairman JOHNSON. Six years later in 1995, last year, they came
in with a very different idea of what an independent contractor was
and who was an employee and who was an independent contractor;
is that your testimony?

Mr. KESSLER. Yes, it is ma’am.

Chairman JOHNSON. You also testified there were threats and in-
timidation. What do you mean by that?

Mr. KeESSLER. What I think I mean by that is that when I know
I am being offered some sort of deal, they called at the end of May
and usually the way it works is they may say if you pay this and
comply, we will only charge you this or else we can go back 5, 7
years, whatever the case may be. That is rather intimidating for
a company my size. I could end up maybe spending, lets say,
$100,000 in fines, if that is what the deal is. Or, in 7 years I am
out of business, I am not anywhere at all.

Chairman JOHNSON. And did they ever in this most recent audit
discuss with you the issue of industrywide practice or historic
precedent or did you ever raise it with them?

Mr. KESSLER. | think we raised it in our section 530 prior audit.
We always thought that a prior audit was a slam dunk. I am pretty
sure my accountant brought up industrywide practice in particular
in the State of New Jersey.

Chairman JOHNSON. What was IRS’ response to the fact that
section 530 should clearly have covered you, particularly in light of
an earlier audit?

Mr. KESSLER. I do not think they respected what happened in
1989. He seemed to believe that——
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Chairman JOHNSON. Did they give any answers when you asked
questions?

Mr. KESSLER. I will be honest with you, Madam Chairman, I just
helped prepare the audit. I was not there. If you want a statement
from someone, I will give it to you.

Chairman JOHNSON. We may pursue that, but I think it is very
clear in this instance the IRS is moving against an industry where
the precedents are so clear that they should automatically be a sec-
tion 530 case and that concerns me very much. It concerns me that
you have been forced to cover extensive costs. It concerns me, Mr,
Bolt, that your company is on the verge of folding as a result of
this, and this is an issue that we will pursue.

I thalmk the panel very much for your testimony today. It is very
helpful.

I would like to call forward the next panel: Sam Meek of Talbot
County, Maryland; Scott Bryan of Anaheim, California; John
Budzinski, Milwaukee, Wisconsin; Raymond Kane, New York, New
York; Lauraday Kelley from Harrisburg, Pennsylvania.

Thank you for being with us today.

We will start with Mr. Meek, the superintendent of the Talbot
County Schools, Talbot County, Maryland.

Thank you. Nice to have you, Mr. Meek.

STATEMENT OF J. SAM MEEK, ED.D., SUPERINTENDENT,
TALBOT COUNTY PUBLIC SCHOOLS, TALBOT COUNTY,
MARYLAND

Mr. MEEK. Madam Chairman, Members of the Subcommittee, I
appreciate having the opportunity of addressing this Subcommit-
tee. My name is Dr. Sam Meek. I am the superintendent of Talbot
County Public Schools. Talbot County is located on the Eastern
Shore of Maryland. As superintendent, I am responsible for all of
gle public elementary, middle and high schools located in Talbot

ounty.

In early 1994, the IRS conducted an employment tax audit of my
school system. In particular, the IRS examined the school board’s
treatment of the school bus contractors who are contracted with us
to provide bus transportation to our students.

These bus contractors own their own buses. The contractors may
or may not drive their buses. Rather, they are free to hire qualified
drivers to drive their buses in the performance of these services.
These schoolbus contractors have been treated by the board as
independent contractors for employment tax purposes for decades.
The board issues 1099s to these contractors reporting the payments
made to them, and we transmit the 1099 information to the IRS.

In addition to the contractors, the board employs drivers to drive
buses owned by the school system. In general, these buses are for
the transportation of students needing special attention, such as
handicapped or special education students. These buses which are
owned by the school system are specially equipped. The buses
which are owned by the contractors are not.

The IRS agent who conducted the audit concluded that the
schoolbus contractors should be treated as employees of the school
system. Recognizing that we issued 1099s to the contractors, he ap-
plied the relief provisions of IRC section 3509. Nevertheless, he de-
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veloped a deficiency of about $160,000 for a 2-year period of time.
He also determined that relief under section 530 was not available
to us because we employed drivers to drive buses owned by the
school system. He did not believe that the differences between a
contractor who owns his own bus and who is not required to drive
the bus, compared to an employee driver who drives a school sys-
tem bus, were sufficient to allow for the application of section 530.

We proceeded to take an appeal from the IRS agent’s report to
the Appeals Office of the IRS. Because of our concern over the po-
tential tax liability that could be developed by the IRS and the po-
tential costs of litigation, we engaged in settlement discussions
with the Appeals Office. After the appeals officer determined that
there was a significantly high degree of compliance by the contrac-
tors in their reporting of the income paid by the school system to
them, for which we were given credit for settlement purposes, the
tax deficiency was substantially reduced from approximately
$160,000 to $12,000.

We have submitted a closing agreement to the IRS in which we
would agree to pay the $12,000 deficiency and also agree to start
treating the bus contractors as employees starting in September
1997 if no substantial changes are made in the relationship be-
tween the board and the contractors in the interim. This was an
agreement that was worked out with Appeals over the course of
several months. The signed closing agreement is now being held by
the Appeals Office, and we expect to receive a fully executed copy
of the agreement from the IRS very shortly.

Four other county boards of education within Maryland also have
been audited by the IRS and have taken appeals. It remains un-
clear what will happen with the remaining county boards within
the State. While we were hoping that whatever result occurred
from the IRS audit would be handled in a uniform manner among
all of the boards within the State, the sequential auditing of the
school boards followed by the taking of appeals from each audit and
the uncertainty of further audits of other boards may result in dif-
ferent treatment by the IRS of otherwise similarly situated boards
within Maryland.

This entire process has been extremely time consuming, costly
and disconcerting. It has caused a tremendous amount of concern
within my school board and the other four boards that have been
audited, concern among the taxpayers of each of the affected school
boards as well as for the schoolbus contractors not only with the
particular boards that have been audited, but throughout the
State. In addition, schoolbus contractors located throughout the
country are focusing their attention on this situation in Maryland.

Administratively, section 530 was of no relief to us. Even though
we dispute the lack of “substantive consistency” because we believe
there is a substantial difference in position between contractors
who own their own buses and are not required to drive their buses,
from school employees who drive school-owned buses, we did not
want to face the risks and costs associated with litigating this
issue.

Although the settlement negotiated with the Appeals Office was,
in certain respects, similar to a settlement that could be achieved
under the classification settlement program, the settlement does
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have material differences. As I understand it, the classification
settlement program requires prospective compliance starting in the
next quarter. As a public body, budgeting for school board expenses
has to be done several months in advance of the school year.
Contracts for schoolbus contractors are entered into prior to the be-
ginning of each school year. A board does not have the flexibility
of rearranging its relationship with its contractors during a school
year. Rather, a substantial lag time is needed in order to rearrange
relationships with contractors to the board. The classification set-
tlement program does not allow for this.

If we are forced to treat the contractors as employees starting in
September 1997, this will greatly alter the relationship between
the school board and the contractors. Aside from shifting employ-
ment tax responsibility from the contractors to the board, there are
additional issues that need to be considered, such as the inclusion
of contractors within retirement plans, fringe benefits, employee
grievance procedures and so forth.

Neither the contractors nor the board want their contractual re-
lationship changed. These are relationships that have been in effect
for over 40 years. For this reason, I urge the enactment of legisla-
tion that would permit us to continue treating schoolbus contrac-
tors having a significant investment in their own buses as inde-
pendent contractors. Should such legislation not be enacted, we will
need to consider our options. Although one option would be to bring
the contractors in as employees as required by the IRS, other op-
tions would include hiring a large private bus contractor, who may
or may not use the buses and services of the existing contractors.

Schoolbus contractors are small businessmen. They want to con-
tinue operating as small businessmen. Legislation that would rec-
ognize bus contractors as independent contractors, where they have
a substantial investment, a written agreement with the school
board, and do not perform services on the premises of the board
would accomplish this.

The collateral benefits and rights that may be associated with
employee reclassification represent substantial additional adminis-
trative and financial burdens for all local school boards across the
Nation. This is not something that either my board or the contrac-
tors in my district want. The IRS should not be in a position to re-
quire such a costly rearrangement of business transactions between
parties where it is of little or no tax consequence to the IRS.

I thank you for this opportunity to bring this situation to your
attention, and I would be pleased to entertain your questions.

[The prepared statement follows:]
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STATEMENT OF J. SAM MEEK, Ed.D.,
SUPERINTENDENT OF SCHOOLS
TALBOT COUNTY PUBLIC SCHOOLS
TALBOT COUNTY, MARYLAND

BEFORE THE HOUSE COMMITTEE ON WAYS AND MEANS
SUBCOMMITTEE ON OVERSIGHT
JUNE 4, 1996

Chairman Johnson and Ladies and Gentlemen of the Subcommittee:

1 appreciate having the opportunity of addressing this Subcommittee. My name is
Dr. Sam Meek. I am the Superintendent of Talbot County Public Schools. Talbot County is
located on the Eastern Shore of Maryland. As Superintendent, I am responsible for all of the
public elementary, middle and high schools located in Talbot County.

In early 1994, the IRS conducted an employment tax audit of my school system.

In particular, the IRS examined the school Board’s treatment of the school bus contractors who
are contracted with to provide bus transportation to our students. These bus contractors own
their own buses. The contractors may or may not drive their buses. Rather, they are free to hire
qualified drivers to drive their buses in the performance of these services. These school bus
contractors have been treated by the Board as independent contractors for employment tax
purposes for decades. The Board issues 1099s to these contractors reporting the payments made
to them and we transmit the 1099 information to the IRS.

In addition to the contractors, the Board employs drivers to drive buses owned by
the school system. In general, these buses are for the transportation of students needing special
attention, such as handicapped or special education students. These buses which are owned by
the school system are specially equipped. The buses which are owned by the contractors are not.

The IRS agent who conducted the audit concluded that the school bus contractors
should be treated as employees of the school system. Recognizing that we issued 1099s to the
contractors, he applied the relief provisions of IRC §3509. Nevertheless, he developed a
deficiency of about $160,000 for a two-year period of time. He also determined that relief under
Section 530 was not available to us because we employed drivers to drive buses owned by the
school system. He did not believe that the differences between a contractor who owns his own
bus and who is not required to drive the bus, compared to an employee driver who drives a
school system bus, were sufficient to allow for the application of Section 530.

We proceeded to take an appeal from the IRS agent's report to the Appeals Office
of the IRS. Because of our concern over the potential tax liability that could be developed by the
IRS and the potential costs of litigation, we engaged in settlement discussions with the Appeals
Office. After the Appeals Officer determined that there was a significantly high degree of
compliance by the Contractors in their reporting of the income paid by the school system to
them, for which we were given credit for settlement purposes, the tax deficiency was
substantially reduced from approximately $160,000 to $12,000. We have submitted a Closing
Agreement to the IRS in which we would agree to pay the $12,000 deficiency and also agree to
start treating the bus contractors as employees starting in September 1997 if no substantial
changes are made in the relationship between the Board and the Contractors in the interim. This
was an agreement that was worked out with Appeals over the course of several months. The
signed Closing Agreement is now being held by the Appeals Office and we expect to receive a
fully executed copy of the Agreement from the IRS very shortly.

Four other county Boards of Education within Maryland also have been audited
by the IRS and have taken appeals. It remains unclear what will happen with the remaining
county Boards within the state. While we were hoping that whatever result occurred from the
IRS audit would be handled in a uniform manner among all of the Boards within the State, the
sequential auditing of the School Boards followed by the taking of appeals from each audit and
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the uncertainty of further audits of other Boards, may result in different treatment by the IRS of
otherwise similarly situated Boards within Maryland.

This entire process has been extremely time-consuming, costly and disconcerting.
It has caused a tremendous amount of concern within my School Board and the other four Boards
that have been audited, concern among the taxpayers of each of the affected School Boards as
well as for the school bus contractors not only with the particular Boards that have been audited,
but throughout the State. In addition, school bus contractors located throughout the country are
focusing their attention on this situation in Maryland.

Administratively, Section 530 was of no relief to us. Even though we dispute the
lack of "substantive consistency” (because we believe there is a substantial difference in position
between contractors who own their own buses and are not required to drive their buses from
school employees who drive school-owned buses), we did not want to face the risks and costs
associated with litigating this issue.

Although the settlement negotiated with the Appeals Office was, in certain
respects, similar to a settlement that could be achieved under the classification settlement
program, the settlement does have material differences. As I understand it, the classification
settlement program requires prospective compliance starting in the next quarter. As a public
body, budgeting for School Board expenses has to be done several months in advance of the
school year. Contracts for school bus contractors are entered into prior to the beginning of each
school year. A Board does not have the flexibility of rearranging its relationship with its
contractors during a school year. Rather, a substantial lag time is needed in order to rearrange
relationships with contractors to the Board. The classification settlement program does not allow
for this.

If we are forced to start treating the contractors as employees in September 1997,
this will greatly alter the relationship between the School Boards and the contractors. Aside from
shifting employment tax responsibilities from the contractors to the Board, there are additional
issues that need to be considered such as inclusion of the contractors within retirement plans,
fringe benefits, employee grievance procedures, etc. Neither the contractors nor the School
Boards want their contractual relationship to be changed. These are relationships have been in
effect for over forty years.

We do not want to alter the long established relationship between the school
system and the contractors. For this reason, I would urge the enactment of legislation that would
permit us to continue treating school bus contractors, having a significant investment in their
school buses, as independent contractors. Should such legislation not be enacted, we will need to
consider our options. Although one option could be to bring the contractors in as employees as
required by the IRS, other options would include hiring a large private school bus contractor who
may or may not use the buses and services of the existing contractors. The potential loss that
may be suffered by the existing contractors if this occurs represents a substantial risk now being
faced by the existing contractors. This alone is a factor pointing to the magnitide of the
investment maintained by the contractors in their buses that distinguishes them from mere
employees.

The school bus contractors are small businessmen. They want to continue
operating as small businessmen. Legislation that would recognize contractors as independent
contractors where they maintain a substantial investment in assets, have a written agreement with
the School Board and do not perform services on the premises of the service recipient would
accomplish this.

Through the Appeals process and the negotiation of the Closing Agreement, it
was determined that compliance by the Contractors in reporting payments made to them on their
tax returns has been very high, ranging from about 85% to 100% among the five boards that have
taken appeals. Other measures can also be considered so as to ensure a continued high level of
reporting compliance by all of the contractors. For example, requiring the service recipient to
obtain a Fact of Filing Authorization from contractors pursuant to which the service recipient
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would be permitted to confirm that a tax return was filed with the IRS would achieve this
purpose.

From the IRS' perspective, an insubstantial amount of additional revenue will be
raised as a result of these audits. Prospectively, requiring employee treatment has a potential to
significantly alter the relationship between the school system and the contractors. The additional
costs associated with this are not revenue raisers for the IRS. Rather, the collateral benefits and
rights that may be associated with employee reclassification represent potential substantial
additional administrative and financial burdens for the School Board that may be the result of
this rearrangement. This is not something that either the Board or the Contractors want. The
IRS should not be in a position to require such a costly rearrangement of business transactions
between parties where it is of no, or of relatively de minimus tax consequence to the IRS.

Thank you very much.
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Chairman JOHNSON. Thank you very much.
Mr. Bryan.

STATEMENT OF SCOTT BRYAN, PRESIDENT, PACIFIC
DECORATING CENTERS, ANAHEIM, CALIFORNIA

Mr. BRYaN. Madam Chairman, my name is Scott Bryan. I am
president of the Pacific Decorating Centers, a retail business with
two locations in Orange County, California.

It is common knowledge that the floor covering industry has been
a target of limited IRS employment audits, and, frankly, these au-
dits are not pleasant experiences. I would like to tell you about my
own experience.

In 1988, as an immediate past president of our trade association,
I volunteered, as an industry expert, to assist an IRS employment
tax specialist working on a project in the State of California to de-
termine what common worker classification practices were being
used in our industry regarding installation.

Because the California EDD, Employment Development Depart-
ment, had been treating unlicensed installers as statutory employ-
ees for State taxing purposes, there was enormous concern that the
disparate treatment of these individuals would cause us to become
targets for IRS employment tax audits. I shared with the IRS spe-
cialist at that time my method of managing this issue and was en-
couraged to find that my business system of contracts and consist-
ent approach was likely to place me in a very defensive position if,
and when, an audit of my business occurred. In retrospect, I was
naive in my assumption about this defensible position.

In January 1994, I was notified by the IRS that a full employ-
ment audit would be conducted for tax year 1992. We submitted
documentation to support our position that State law created this
disparate treatment of installers for State and Federal tax treat-
ment. In the alternative, we also submitted a brief to support relief
under section 530.

The result, in December 1994, Christmas never came. Instead,
$447,000 of independent contractor payments on our 1992 forms
110‘.;:)’91 were reclassified, leaving us with an approximate $80,000 tax
iability.

If this formula were applied to the 3 years of operations which
the Internal Revenue Code permits, our total tax liability would
havehbeen over $200,000, at that time almost two-thirds of my net
worth.

We immediately filed a letter challenging the IRS action, and we
received no response to our challenge, but 8 months later, in Au-
gust 1995, a new IRS agent requested a meeting. I was advised
that a second investigation of the same audit period was warranted
to review potential problems with the initial findings.

Again, a field survey of our installers was conducted, and at that
time I refused to go along with an IRS request to sign a consent
to extend time for their audit. I made the argument that from that
point on, an additional 8 months should be sufficient for the IRS
to come to a conclusion. Meanwhile, I continued to maintain no
workers were misclassified.

I should not have to tell this Committee that having this open-
ended audit liability created a negative climate for me to conduct
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my business, and certainly put a pall on any future business ex-
pansion plans.

The IRS examiner called me in December 1995, again requesting
me to sign a consent to extend time and telling me my failure to
do so would force the Agency to act summarily and in all likelihood
to my detriment. I relented and signed a consent, on the condition
that I have the opportunity to meet with the agent’s supervisor be-
fore any final judgment would be made.

In February, 1996, the auditor and supervisor visited my office.
I was presented with a newly calculated amount for the individuals
IRS claimed were misclassified for 1992, which was now $390,000,
and the approximate tax liability had been reduced to around
$42,000. I advised I would still not accept the findings and would
appeal. They said it would be 4 to 6 weeks before I would receive
the}ilr formal assessment, at which time I would be given my appeal
rights.

Sometime in April, 1996, I received a call from the IRS examiner
requesting a meeting to explain a new classification settlement pro-
gram. Based on the new program, I received a letter reducing the
misclassification payments for 1992 to $246,000, and assessment of
$10,004. The IRS would also agree not to seek further taxes for
1993 through the current 1996 quarter, so long as I reclassified any
unlicensed installers as employees for the future.

After conferring with counsel, I notified the IRS that I would ac-
cept the offer, thus ending what I will charitably call a difficult and
anxious time for me.

No taxpayer should be put through the ordeal I just experienced.
In truth, if I had deep pockets and unlimited patience, I would
have taken my case through the appeal process. But, after all, I am
just one small business man and simply cannot afford the time nor
the continued expense to fight for a principle. My legal and finan-
cial costs and personal time spent in this matter far exceeds the
IRS’ settlement offer. For that matter, the settlement amount in all
likelihood exceeds the government’s cost in pursuing the matter.

It is time for Congress to resolve the problems surrounding busi-
ness’ use of independent contractors. H.R. 1972 is a good start. In-
stead of a myriad of subjective judgments, both the private sector
and the IRS would benefit from a more objective standard.

In my case, reflect on how different agents kept coming up with
different audit amounts. How just could that system be? As long
as you allow it to continue, this issue will be the number one com-
plaint of small business in America. For these reasons we urge sup-
port of H.R. 1972. Thank you very much.

[The prepared statement follows:]
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STATEMENT OF SCOTT BRYAN
OF PACIFIC DECORATING CENTERS

Mr. Chairman: .

I am Scott Bryan, President of Pacific Decorating Centers, a retail
business with two locations in Orange County, California.

I appear today on behalf of the World Floor Covering Association
("WFCA"), which is the largest trade association representing retail floor
specialty firms in America. I am a past President and current member of the
Board of WFCA.

I welcame this opportunity to come before the Camnittee to present the
views of the WFCA on a public policy issue that our members consider their
number one priority.

Among our member firms, an overwhelming mumber rely on independent
contractors to install floorcovering products sold in our members’ stores.
This has been an industry practice for as long as there has been an industry.
Indeed, during the original debate over Section 530, our industry was active
in the campaign to recognize such industry practices.

It is cammon knowledge that our industry has been a target of limited IRS
"employment" audits, and, frankly, these audits are not pleasant experiences.
They are made worse because the classification issue is an area of the law
that is very subjective and where back tax liabilities and penalties can be
overwhelming.

Independent contractors play a crucial role in the American
entrepreneur:.al system. Havmg acknowledged the legitimacy of the
t contractor role in the U.S. economy and specifically in our
floorcovering businesses, we will be the first to condemn the tax evasion
among independent contractors, which the IRS has documented. Further, to the
extent individuals are misclassified as independent contractors, we deplore
the lessening of their rightful employee benefits.

The challenge is to produce a workable formula to assure the payment of
Federal tax to the U.S. Treasury, to protect the rightful employee benefits
of employees, and to ensure the opportunity for businesses to have
independent contractor services available.

Let those of us who play by the rules have the peace of mind and the
certainty that we are not at risk when the IRS agent walks through our doors.
We deserve no less than that.

let me tell you about my own experiences, and, then, I think you will
understand why I am here today to advocate meaningful reform.

In 1988, I volunteered as an "industry" expert to assist an IRS
employment tax specialist working on a project in the state of California to
determine what common worker classification practices were being used in our
industry regarding installation.

Because the California Employment Development Department had begun
treating unlicensed installers as "statutory employees" for state tax
purposes, there was enormous concern that disparate treatment of these
individuals would becare a target for IRS employment tax audits.

Accordingly, I participated in a number of industry panels and shared with
the IRS specialist my method of managing this issue and was encouraged to find
that my business system of contracts and consistent approach was likely to
place me in a very defensible position if, and when, an audit of my business
occurred.

In retrospect, I was naive. The first challenge to my business practice
was an IRS unilateral assessment in 1992 for additional 1989 taxes because
the wages being reported to the state of California were higher than those
reported to the IRS.

I successfully explained how workers could hold independent contractor
status for Federal reporting, but because of state fiat we were required to
withhold income taxes if these individuals did not possess a valid State
Contractor License. I did prevail in this dispute, citing a joint IRS and
Employment Development Department letter in which the agencies conceded that
"a worker may be an employee for state employment tax purposes, but not for
federal employment tax purposes and vice versa. (November 1990 letter signed
by the Director of the California Employment Development Department and the
Regional Commissioner of the Internal Revenue Service.)
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In January 1994, I was notified by the IRS that an employment audit would
be conducted for 1992. At the first conference with the IRS auditor I took
the position that our procedures were based upon the professional advice of
legal counsel and accountants, and that I had reviewed our procedures with an
IRS agent at an earlier time. Following a field survey of our installers by
the IRS, the agency formally notified me of an audit in September and
requested all employment records, billings, contracts, state and federal tax
filings, etc.

We submitted documentation to buttress our position that state law
created the disparate treatment of installers for state and federal tax
treatment. In the alternative, we submitted a brief to support relief under
Section 530.

In December 1994, Christmas never came. Instead, $447,614 of
independent contractor payments on our 1992 Forms 1099 were reclassified,
leaving us with an $80,000 tax liability. If this formula were applied to
three years of operations, which the Internal Revenue Code permits, the total
tax liability would have been $200,000 or two-thirds of our net worth.

We immediately filed a letter challenging the IRS action. We received no
response to our letter, but eight months later in August 1995, a new IRS agent
requested a meeting. I was advised that a second investigation of the same
audit period was warranted to review potential problems with the initial
findings. Again, a field survey of our installers was conducted. I refused
to go along with an IRS request to sign a "Consent to Extend Time" for their
audit. I made the argument that eight months should be sufficient for the IRS
to came to a conclusion. Mearwhile, I maintained that no workers were
misclassified. I don’t have to remind this Camittee that having this open-
ended audit liability created a negative climate for me to conduct business,
and certainly put a pall on any future business expansion plans.

The IRS examiner called me in December 1995, again requesting me to sign
a "Consent to Extend Time," and telling me my failure to do so, would force
the agency to act summarily, and in all likelihood to my detriment. I
relented and signed the Consent on the condition that I have the opportunity
to meet with the agent’s supervisor.

When the agent called on me again in February 1996, he came without a
supervisor, which was a condition for my continued cooperation. Later that
month, we did have a meeting with the IRS examiner and his Audit Supervisor in
our offices. I was presented with a newly calculated amount for the
individuals the IRS claimed were misclassified, which was now $390,865. The
approximate tax liability had been reduced to approximately $40,000. I
advised them I would not accept the findings, and would appeal. They advised
that it would be 4-6 weeks before I would receive their formal assessment, at
which time I would be advised of my appeal rights.

Sametime in April, I received a call fram the IRS examiner requesting a
meeting to explain a new classification settlement program. Later that
month, I received a letter reducing the misclassification payments for 1992
to $246,483 and an assessment of $10,004. The IRS would also agree not to
seek further taxes for 1993 through the current 1996 quarter, so long as I
reclassified any unlicensed installers as employees in the future.

After conferring with counsel, I notified the IRS that I would accept the
offer, thus ending what I will charitably call a difficult and anxious time
for me.

Members of the Camittee. No taxpayer should be put through the ordeal
that I have just experienced. In truth, if I had a deep pocket and unlimited
patience, I would have taken my case through the appeal process. But, after
all, I am a retailer and simply cannot afford the time nor the continued
expense to fight for a principle. My legal costs and the financial costs of
my personal time spent in this matter far exceed the IRS settlement offer.
For that matter, the settlement amount, in all likelihood, exceeds the
government’s costs in pursuing the matter.

I believe my own experience reflects the industry experience. There
really is no such thing as running a business by a textbook. Business life is
full of gray areas. To survive, one has to adjust to realities in the market
place. For example, personal security is a consideration if you are dealing
with a service provided in the consumer’s home. This was not the case a
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decade ago. It is important to provide same assurance to the consumer through
identification, such as uniforms. Yet, providing such identification is
frequently a factor cited in audits in our industry.

The result, in the case of compliance with the so-called 20-point common
law test, is that no business can meet all 20 points. And while everyone
acknowledges that we are not expected to, there is no real way for the IRS, or
us, to figure out which points are the most important, and which are the most
relevant to a given situation. It is frustrating for both us and the IRS. In
many cases, the 20-point common law test actually requires me to "prove the
negative," that is, that I do not control the individual, I do not have the
right to fire, and so forth. From the IRS perspective, they are forced to
focus on the "tangible" evidence of an employee relationship, although that
evidence is hardly a significant indicia of independence.

That is why our organization supports the legislation, H.R. 1972,
introduced by Representative Jon Christensen. Its sets forth a simple,
three-part test. Instead of "proving the negative,” the bill allows me to
present affirming evidence to demonstrate the relationship is truly one in
which the service provider is an independent contractor.

While I am certain the committee is familiar with it, the key provisions
are as follows.

Under part one, the independent contractor must meet just ome of the
following criteria:

1. Have a significant investment in assets and/or training;

2. Incur significant unreimbursed expenses;

3. Agree to work for a specific time or camplete a specific result, and
is liable for damages for failure to perform;

4. Be paid on a cammission basis; or

5. Purchase a product for resale.

Under part two, the independent contractor must meet just one of the
following:

1. Have a principal place of business;

2. Does not primarily provide the service in the service recipient’s
place of business;

3. Pay a fair market rent for use of the service recipient’s place of
business; or

4. 1Is not required to perform service exclusively for the service
recipient and a) has performed a significant amount of service for
other persons; b) has offered to perform service for other persons
through advertising individual written or oral solicitations such as
listing with registries, agencies, brokers, and other persons in the
business of providing referrals to other service recipients; or c¢)
provides service under a business name which is registered with or
for which a license has been obtained from an appropriate
jurisdiction.

Under part three, there must be a written agreement between the parties.

I would also like to address the issue of why Section 530 has not been
particularly helpful in our industry. BAs the Committee knows, Section 530
was a temporary solution. As such, no one anticipated it would have to
withstand the test of time.

If there was ever an industry in which the practice of using independent
contractors was a long-standing practice of a significant segment of the
industry, you would think it would be ours. But yet, we debate this in every
audit. What constitutes a significant segment? How do you prove it? There
are no bright lines. And, when we ask how to exercise our Section 530 rights,
we usually get shrugs from the IRS.

Section 530 has two consistency requirements — that the individual must
have never been an employee, and that none of the individuals have performed
similar work as employees since 1978. There is no rational reason to maintain
these permanent consistency requirements. It is a difficult threshold to
meet on a permanent basis, and just as many cases fail on the consistency test
as on the substantive industry practice test.
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It is time for Congress to resolve the problem surrounding business’ use
of independent contractors. H.R. 1972, if enacted, would eliminate the
problem for my industry. It will clearly level the campetitive playing field
so that well-run businesses trying to pay their fair share of taxes will not
be discriminated against by attempting to meet higher campliance levels than
those who operate on the fringe with relatively little fear of a campliance
audit. Instead of a myriad of subjective judgments, both the private sector
and the IRS would benefit from a more objective standard as in H.R. 1972.
Just reflect on how different agents came up with different amounts in my case
over the two years that the IRS audited my business. As long as you allow
that present system to exist, it will continue to be the mmber one complaint
of small business in America.

I hope you will take the action necessary to correct a problem that has
festered for too long. For all these reasons, we urge your support of
H.R. 1972.
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Chairman JOHNSON. Thank you, Mr. Bryan.
Mr. Budzinski.

STATEMENT OF JOHN BUDZINSKI, BUSINESS MANAGER,
STEAMFITTERS UNION LOCAL 601, MILWAUKEE, WISCONSIN

Mr. BupziNskI. Thank you, Chairwoman Johnson and Members
of the Subcommittee. My name is John Budzinski. I am the busi-
ness manager of Steamfitters Local 601 in Milwaukee, and I am a
member of the United Association of Plumbers and Steamfitters of
the United States and Canada.

I am not experienced at doing this, and those people that had
more experience told me that I should not read my notes to you,
but I should talk to you, so I am going to try to do that and do
it as briefly as I can.

I have been the business manager in Milwaukee for the last 15
years. My primary mission as business manager is to supply a
work force to our contractors that will help them to build the
homes, the schools, the pipelines, industry, powerhouses in the city
of Milwaukee, the State of Wisconsin, and throughout the Nation.

With that, you might expect I come here to talk to you primarily
about the impact of H.R. 1972 on my members, but I am not here
to do that. You have written testimony from Bob Georgine, who is
more of an expert at those concerns than I am. What I wanted to
talk to you about primarily is the impact on my small contractors
that this legislation may have.

Along with me, I have senior counsel for the Mechanical Contrac-
tors Association of America. They have management, in cooperation
with senior counsel John McNerry, who sits on the board of the
largest mechanical contractors association in the country, whose
primary objective has been to amend or exempt our industry from
this legislation.

When 1 first saw H.R. 1972, I was very pleased to hear that we
had some legislation that was going to simplify taxes for all of our
contractors and make their life easier, because it is our lifeblood;
that is, the contractor. He needs to be a profitable, successful entre-
preneur so he can afford to have a skilled work force that works
for him. But as we looked further into this legislation, we had some
grave concerns.

As you may or may not know, as a skilled tradesman, we must
serve apprenticeship of 5 years or in excess of that with continuing
education thereafter. It is not unusual for one of our craftsmen to
work for more than one employer in any given year. By and large,
it is unusual that we work for one employer for more than a year
at a time.

Third, it is not unusual for our skilled craftsmen to have a large
investment in tools, anywhere from $2,000 up to $40,000, or
$50,000, depending on the part of the industry they participate in.
All of these would make our skilled craftsmen qualify as independ-
ent contractors.

As you may or may not know, the contractors that belong to the
MCAA participate in what is called a multiemployer environment.
It is because of employment in that environment, that the for edu-
cation, health care and pension are restricted.
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As a regent of the University of Wisconsin, appointed by
Governor Thompson, and a member of the board of directors of
Vocational Systems in Wisconsin, the cost of obtaining an edu-
cation is very crucial to me.

Throughout our industry, apprenticeship has been a key in con-
tinuing education. Those dollars that are used for funding that edu-
cation come under what is known as Taft-Hartley or ERISA funds,
which allow only contributions for employees who could not be ac-
cepted on behalf of contractors. This legislation as designed would
disallow those contributions, and would stop that educational flow.

Second and third, and as important, the health care system that
has been developed by our industry through contractors and labor
cooperation has done what the government is talking about doing
today. It has provided health care, regardless of employer, regard-
less of length of employment, and regardless of location of that
employee.

Today, the United Association, across the country through these
funds, has established over 400 campuses throughout the country
to educate our members, training over 250,000 skilled craftsmen.
Again, with the contractors’ involvement, we are able to provide
health care and pension benefits for hundreds of thousands of
members throughout this industry.

For this legislation to pass, and for these funds to be eliminated
would cause the government to have to educate the skilled
craftspeople that are being skilled by private industry, today and
which costs the government and the taxpayers absolutely not one
penny. Also we would have to look at how we revamp our health
care for these people.

With these concerns in mind, I would ask you to respectfully look
at this amendment, with the intent which we believe is great and
good. But it is very important, we believe, for members of the con-
struction industry to be exempt from this HR. 1972.

I want to thank you for your attention and time on this serious
manner.

Thank you.

[The prepared statement follows:]
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STATEMENT OF

JOHN BUDZINSKI

BUSINESS MANAGER
STEAMFITTERS LOCAL 601

Milwaukee, Wisconsin
on behalf of the United Association of Joumeymen and Apprentices
of the Plumbing and Pipcfitting Industry of the
United States and Canada

Before the Ways and Means Oversight Subcommittee
The Bonorable Nancy Johnson, Chair
United States House of Representatives
June 4, 1996
To the Honorable Nancy Johnson and Members of the Subcommitiee:

Thank you for the opportunity to share serious concerns about the impact of HR 1972.

For almost fifteen years as a busi ive of Si Local 601 in Milwaukee, Wisconsin,
it has been my responsibility to work in pannership with business. Our mission is to train and develop
the skilled work force necessary to build homes, ct schools, f: ing plants, and breweries
in and for Milwaukee, Wisconsin and the nation. .
‘Through my work on various i ional labor/ i and my service as 2 member of
the Umvcm(y of Wisconsin Board of Regents and member of the State Vocational, Technical and Aduit
Board appointed by Go Th lanlell you that the experiences I relate to you are
imp to my coll and busi throughout Wi
You might expect, as the Busi M of Locat 601, that I would talk with you about
the tragic impact of this legislation on the bers of the building and ion trades industry,
particutarly the Steamfitiers in Milwaukee. 1 understand and fully mallze huw serious this impact wilt be
on the working men and women of the ized trade Jabor , there are others who
will most iately give this L

Instead, it is most important that I share some special insights with you that are based on my experiences
in working with the small businesses this legislation seeks o help. It is critical you understand how these
small businesses will be affected. It is also critical that you d how it is possible this legislati
will put them out of business. 1 want fo tell you this because this nation as well as membels of
Steamfitters Local 601 need small busi 1o be strong - particularly small

If there is a fact of life that my bers and [ d, it is that need to be 1. and
if they are (o be successful, they must have an efficient, productive work force so they will be profitable.
That is why when { first heard that the passage of HR 1972 would result in (ax simplification and the
reduction of red tape, I was very pleased.

Unfortunately, while this bill as written may have been developed with the strong desire to strengthen the
nation by helping business thrive, it will cause havoc with the construction contractors. It is the small

who employs a majority of our work force about which we are most concemed. We need
these contractors to be strong.

As our bers know. the must be profitable to be . The and our
members in parinership, know that a well trained skilled work force is the lifeblood of our industry. The
skilled crafis person is an essential part of the product, sesvice, and profit of the successful contractor.

This legisiation destroys the basic structure of ay i i ining and i ion that
has established our skilled work 'orce. This will grnlly harm our nation’s productivity as well as
waste the i i contractors have made.

The destruction is brought about because this quires that any employee who
substantial training from an employer evolves into an independ Once an employee has
been reclassified by this legislation as an ind there is no reason for business to make
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invesiments in cducation in its work force. Also, whatever investment has been made in employces is
lost.

As you may know, these ibutions are made in a multi % The mech for

jving the employ ibutions 1o these trust funds on bel\alf of the employees was created by
congress through the TaN-Hartley and ERISA. These laws specifically prohibil any contribution of funds
uniess made only on behalf of an employee. Clearly, the funding for apprenticeship and continued
education by contractors will be stopped by force of law and common sense.

Another tragic result is that at a time when there is an increasing shortage of skifled workers, this
nation will see its skilled trades resource decimated.

Currently, businesses and skilled trade union organizations work together to initially train and continually
educate tens of thousands of skilled workers. The United Assocuuon alone has (he largest vocational
system in (he country. The ap| i y 400 hout the United States educates and trains
over a quanter of a million skllled crafls peoplc 'l1us education does not cost the laxpayers one peany.
The mechanical contraciors in Milwaukee alone invest over onc million dollars a year for appremiceships
and employee ummng in this effort. Should this legislation pass as is, there would be no incentive or

10 this progr People would simply lose out. This country would

lose out.

If this nation does not want to lose its leadership in productivity with the rest of the world, millions of
addlllonal tax dollars witl be needed 10 replace the training programs now paid for by these
p “, Simply stated, should this bill pass, hundreds of millions of dollars of
and ap ip training opp ities now privately paid for will be lost. As a nation
competing in a wnrld-wldc matkc( there is no justification for destroying onic of the great vocational
training mechanisms without a suitable aliemative.

‘To pass this bill unamended is to destroy the health insurance and pension trust funds established
by business contributions for millions of Americans. These trust funds have proven one of the most
cost effective mechanisms for the delivery of health care and pession programs to the worker and
his/her family regardless of emp length of k or job b

As you know, under the Management Relations Act, also known as the Taft-Hartley Act, employers make
contributions to employee trust funds. Under the taw, these eontnlnmons have to be made for the sole
and exclusive benefit of “employees”, their families and d ibutions to such
multi-employer trust funds can be made only on behalf of ploy ", it would be ful for the
trustees of these funds to accept conributions on behalf of individuals who are considered to be
“independent contractors”.

Also, under the Emp Reti Income y Act of 1974 (ERISA), plan fiduciaries must
discharge their duties w:l.l\ respea to a plan solcly in the m\m ol' pamcnpams and beaceficiaries for the
ive purpose of providing benefits to parti and b

A “participant” under ERISA is any “emp " or former “employee” of an employer who is or may
become cligible 1o receive a benefit of any type from an employee benefit plan. Because the health and
pension programs under Taft-Hartley and ERISA would be destroyed, not only would the coutractors
suffer from the loss, but millions of Americans would lose their health care and pension programs. This
nation has spent significant resources attempting to develop heaith care plans that protect the workers and
their families of place of employ 1 do not und; d the wisdom of this destruction. My
only guess is that it is an unintended, unanticipated result of an attempt to help smail business.

Thnnssuelxno that the hanical Ci Association of America, the largest
'S iation in the United States rep i proxi ly 1,800

has deemed the defeat of this legislation as its #1 legislative priority.

On behalf of small busi and hundreds of th ds of skilled crafts people and their
families, | urgently and respectfully request that an amendment be adopted exempting the construction
industry from this legislation.

1 thank you for your dedicated attention to this most serious matter.
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Chairman JOHNSON. Thank you very much, Mr. Budzinski. You
pointed out some impacts that we would share your concern about.
We will look at that very carefully.

Mr. Kane.

STATEMENT OF RAYMOND PETER KANE, PRESIDENT, PISA
BROTHERS TRAVEL SERVICE, NEW YORK, NEW YORK

Mr. KANE. Madam Chairman, it is an honor and a privilege for
me to appear before the House Ways and Means Subcommittee on
Oversight today. I applaud the Subcommittee’s efforts for holding
this hearing, and 1 ask that my full statement be made part of the
Subcommittee hearing record.

I am pleased to have the opportunity to comment on the inde-
pendent contractor issue and the two bills before the Subcommit-
tee. This legislation would have a positive impact on the thousands
of travel agency owners across this country.

My name is Raymond Peter Kane. The name of my travel agency
is Pisa Brothers Travel Service, which is located in New York City
and was founded in 1924. I have owned and managed the agency
since 1962. I also come before the Subcommittee today as a long-
standing member of ASTA, American Society of Travel Agents.
ASTA is the world’s largest and most influential travel trade asso-
ciation with over 28,000 members

Chairman JOHNSON. Excuse me. It would be helpful if you could
pull your microphone slightly closer.

Mr. KANE. ASTA is the world’s largest and most influential trade
association, with over 28,000 members in 168 countries.

Our members in the United States represent some 13,000 travel
agency locations. Sixty percent of the agencies are owned by
women, many of whom started as independent contractors, which
enabled them to have their own businesses and accumulate the
capital necessary to own an appointed travel agency. Eighty per-
cent of travel agency employees are women. Ninety percent of our
members employ less than 10 people.

A majority of the travel agencies in the United States utilize the
services of independent contractors. Over the years, agents have re-
ceived mixed decisions from Federal and State tax auditors as to
the status of their independent contractors. Since we are clearly
small business men and women, we have had little or no recourse
to challenge those audits. /

In the seventies, in accordance with a widespread industry prac-
tice, Pisa Brothers began renting space to independent contractors
in exchange for a percentage of the commissions that they earned
from the travel bookings of their clients. This enabled these entre-
preneurs to set themselves up in business without a large capital
investment and enhance the earnings of my travel agency. During
all of this time, we have scrupulously issued 1099s, reporting all
income of the independent contractors to the Internal Revenue
Service, and have abided by every one of the 20 guidelines that the
IRS issued. :

Pisa Brothers offers three different contracts to independent con-
tractors. They are as follows: One, if a contractor wants Pisa Broth-
ers to book and process reservations for the contractor’s clients,




86

Pisa Brothers charges 70 percent of the commissions earned by
those transactions.

Two, if a contractor wants to make reservations for his or her
own clients and have Pisa Brothers process the reservations, then
Pisa Brothers charges 50 percent of the commissions earned by
those transactions.

Three, if a contractor wants to rent a desk on Pisa Brothers
premises, book and process his or her own client reservations, then
Pisa Brothers charges either 40, 35, or 30 percent of the commis-
sions earned by those transactions, depending on volume.

In August 1991, I received a notice from the IRS that they want-
ed to conduct an income tax audit for the fiscal year 1989. This
audit took place over a period of several months and resulted in a
finding on February 18, 1992, of no change, which, as you know,
means that the auditor found nothing wrong.

During this 6 months that the IRS auditor was in my office, the
contracts between my agency and independent contractors were
carefully scrutinized and found to be in compliance with the IRS
regulations regarding independent contractors as indicated by the
no change finding.

Two years later, with no change in the IRS rules and no change
in my contracts with the independent contractors, the IRS has de-
cided that these same independent contractors were not independ-
ent contractors all along and were always employees. For the years
1992, 1993, and 1994, the IRS is demanding §274,000 in taxes and
penalties.

IRS denied the section 530 coverage because they said I did not
meet the consistency requirement. The IRS chose to ignore the fact
that the house agents handled only house accounts, and independ-
ent contractors handled only their own accounts.

In other industries they have recognized that people with the
same titles can perform completely different duties and can be
independent contractors, but in the travel industry, in my case,
they are choosing to completely ignore this by stating that all trav-
el agents must be employees. How can you defend yourself against
actions like this when the findings of the IRS on such an important
matter can vary from one individual IRS agent to another?

In my industry, independent contractors are the most productive
people. They are typical of small business people who will go to any
lengths to satisfy their customers to build their following because
this is their livelihood. Actually, the IRS probably collects more tax
revenue due to the existence of these private contractors than if the
same people were regular employees doing a routine job without
the incentives that come from private ownership of their own
business.

There is also a moral question here. These people have the right
to be independent contractors. The IRS wants to deny them this
right, not because they are not paying their taxes, but because it
is easier for the IRS to monitor their payments as employees. If the
IRS has a compliance problem collecting taxes from independent
contractors, it should deal with this problem on its own merits and
not try to change it to a classification problem in order to deny
these people their right to be entrepreneurs simply for the conven-
ience of the Internal Revenue Service.
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In light of the recent actions taken by the major air carriers to
cap travel agent commissions, this effort to simplify the definition
of an independent contractor will be vital to us as more and more
travel agencies look toward independent contractors to develop
additional sources of revenue.

In conclusion, I hope you will support Congressman
Christensen’s bill, H.R. 1972. In my opinion, it is drafted in such
a way as to provide the best protection for independent contractors.
It clearly states the criteria that must be met to be classified as
an independent contractor. This is so important if we are to remove
the current confusion in the marketplace.

Thank you. I would be delighted to answer any questions you or
the Subcommittee Members may have at this time.

[The prepared statement follows:]
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STATEMENT OF
RAYMOND PETER KANE
OF PISA BROTHERS TRAVEL SERVICE

Madam Chairman, it is an honor and a privilege for me to appear before the House Ways
and Means Subcommittee on Oversight today. Iapplaud the subcommittee’s efforts for holding
this hearing and ask that my full statement be made part of the committee hearing record. 1am
pleased to have the opportunity to comment on the independent contractor issue and the two bills
before the Subcommittee. This legislation would have a positive impact on the thousands of
travel agency owners across this country.

My name is Raymond Peter Kane. The name of my travel agency is Pisa Brothers Travel
Service which is located in New York City and was founded in 1924. ] have owned and
managed the agency since 1962. I also come before the Subcommittee today as a long-standing
member of the American Society of Travel Agents (ASTA).

ASTA is the world's largest and most influential travel trade association with over 28,000
members in 168 countries. Our members in the U.S, represent some 13,000 travel agency
locations. Sixty percent of the agencies are owned by women, many of whom started as
independent contractors which enabled them to have their own businesses and accumulate the
capital necessary to own an appointed travel agency. Eighty percent of travel agency employees
are women. Ninety percent of our members employ ten or less people. A majority of the travel
agencies in the United States utilize the services of independent contractors. Over the years,
agents have received mixed decisions from federal and state tax auditors as to the status of their
independent contractors. Since we are clearly small businessmen and women, we have had little
or no recourse to challenge those audits.

In the 1970', in accordance with a widespread industry practice, Pisa Brothers began
renting space to independent contractors in exchange for a percentage of the commissions that
they earned from the travel bookings of their clients. This enabled these entrepreneurs to set
themselves up in business without a large capital investment and enhanced the earnings of my
trave] agency. During all of this time, we have scrupulously issued 1099's, reporting all income
of the independent contractors to the Internal Revenue Service, and have abided by every one of
the twenty guidelines that the IRS issued.

Pisa Brothers offers three different contracts to independent contractors. They are as

follows:

1 If a contractor wants Pisa Brothers to book and process reservations for the
contractor’s clients, Pisa Brothers charges 70 percent of the commissions earned
by those transactions.

2) If a contractor wants to make reservations for his/her own clients and have Pisa
Brothers process those reservations, then Pisa Brothers charges 50 percent of the
commissions earned by those transactions.

3) If a contractor wants to rent a desk on Pisa Brothers premises, book and process
his/her own client reservations, then Pisa Brothers charges either 40, 35 or 30
percent of the commissions earned by those transactions, depending on volume.

In August 1991, I received a notice from the IRS that they wanted to conduct an audit for
the fiscal year 1989. This audit took place over a period of several months and resulted in a
finding on February 18, 1992 of "no change," which, as you know, means that the auditor found
nothing wrong.

During the six months that the IRS auditor was in my office, the contracts between my
agency and independent contractors were carefully scrutinized and found to be in compliance
with the IRS regulations regarding independent contractors, as indicated by the "no change”
finding.

Two years later, with no change in the IRS rules and no change in my contracts with the
independent contractors, the IRS has decided that these same independent contractors were really
not independent contractors all along and were always employees. For the years 1992, 1993 and
1994, the IRS is demanding $274,000 in penalties.
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The IRS denied the Section 530 coverage because I did not meet the consistency
requirement. The IRS chose to ignore the fact that the house agents handle only house accounts
and independent contractors handle only their own accounts. In other industries they have
recognized that people with the same titles can perform completely different duties and can be
independent contractors, but in the travel industry, in my case, they are choosing to completely
ignore this by stating that all travel agents must be employees.

How can you defend yourself against actions like this when the findings of the IRS on
such an important matter can vary from one individual IRS agent to another?

In my industry, independent contractors are the most productive people. They are typical
of small business people who will go to any lengths to satisfy their customers to build their
"following" because this is their livelihood. Actually, the IRS probably collects more tax
revenue, due to the existence of these private contractors, than if the same people were regular
employees doing a routine job without the incentives that come from private ownership of their
own business.

There is also a moral question here. These people have the right to be independent
contractors. The IRS wants to deny them this right, not because they are not paying their taxes,
but because it is easier for the IRS to monitor their payments as employees. If the IRS has a
compliance problem collecting taxes from independent contractors, it should deal with this
problem on its own merits and not try to change it to a classification problem in order to deny
these people their right to be entrepreneurs, simply for the convenience of the Internal Revenue
Service.

In light of the recent actions taken by the major air carriers to cap travel agent
commissions, this effort to simplify the definition of an independent contractor will be vital to us
as more and more trave! agency owners look toward independent contractors to develop
additional sources of revenue.

In conclusion, T hope you will support Congressman Christensen's bill, HR. 1972, Inmy
opinion, it is drafted in such a way as to provide the best protection for independent contractors.
It clearly states the criteria that must be met to be classified as an independent contractor. This is
so important if we are to remove the current confusion in the market place.

Thank you. I would be delighted to answer any questions you or the Subcommittee
members may have at this time.
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Chairman JOHNSON. Thank you, Mr. Kane, for your testimony.
Ms. Kelley.

STATEMENT OF LAURADAY KELLEY, PRESIDENT,
ASSOCIATION OF RETAIL TRAVEL AGENTS, AND VICE
CHAIRMAN, COALITION FOR TRAVEL INDUSTRY PROFIT-
ABILITY, HARRISBURG, PENNSYLVANIA

Ms. KELLEY. Thank you, Madam Chairman. Thank you Members
of the Subcommittee.

On behalf of the Nation’s travel agents, travel agencies, and all
other service providers and recipients in the travel industry, I ap-
preciate the opportunity to appear before you today to testify on
the issue of IRS treatment of independent contractors. I ask that
my full statement be made part of the Subcommittee hearing
record.

My name is Lauraday Kelley and I am vice chairman of the
Coalition of Travel Industry Profitability and president of ARTA,
the Association of Retail Travel Agents. The Coalition for Travel
Industry Profitability is a proactive travel industry group that was
formed in January 1995 by 23 major travel cooperatives represent-
ing over 23,000 travel agencies and their agents, a significant per-
centage of whom are independent contractors.

ARTA, which is part of CTIP, represents 3,500 travel agents
around the United States. I am delighted to appear today with
some of my industry colleagues to share our views with Congress
on why we must work together to protect the rights of the inde-
pendent contractors, as well as the rights of the service recipients.

Madam Chairman, I can tell you and the other Members of the
Subcommittee that without a doubt, the issue of the IRS treatment
of independent contractors is one of the most important issues af-
fecting our industry today.

As you know, travel agents have never received consistent opin-
ions from either Federal or State revenue collectors as to their
independent contractor status. Typically, the arcane, 20-factor test
combined with a broad and arbitrary interpretation of the safe har-
bor provision of section 530 of the Code have placed an incredible
hardship on businessmen and women,

Travel agencies are typically small business and predominantly
women-owned. When a call comes from the IRS, they cannot turn
to their team of in-house attorneys for advice and counsel. Regard-
less of whether they are right or wrong, very few travel agents
have the financial wherewithal to challenge the IRS.

This morning, I would like to focus my remarks specifically on
a situation that travel agents and travel agencies face today. Time
limitations do not allow me to tell you about the hundreds of horror
stories I have heard from my members. However, 1 would like to
tell the Subcommittee of one particular erroneous episode which
represents the experience of many.

Compass Point Travel in Mountain View, California, is a small
agency who since the 1980s, has employed both full-time agents
and a number of independent contractors. These independent con-
tractors have a signed contract with the agency.

The owner of the agency is extremely knowledgeable in the rules
and requirements of the IRS independent contractors. In fact, she
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participated in a debate on the feasibility of independent contrac-
tors in the travel industry for which she did extensive research on
the subject.

In the fall of 1986, Compass Point Travel was audited by the
State of California, after months of discovery, legal fees and lost
revenue, Compass Point Travel won their case. The State appealed,
but Compass Point Travel again beat them on appeal.

Then, one year ago, to the owners’ amazement, Compass Point
Travel received notification that they were now being audited by
the United States Internal Revenue Service. The grueling exercise
began all over again.

Again, after months of enduring the IRS audits, the IRS at-
tempts at intimidation, more legal fees and more lost revenues,
Compass Point Travel was advised they did not owe the IRS. All
the while, Compass Point Travel was never actually advised that
they were either in violation or not in violation of the current IRS
code. As of today, they still have not been advised.

Madam Chairman, although Compass Point Travel had a posi-
tive decision, the expense, time and aggravation experienced clear-
ly demonstrates the untenable situation for travel agencies and
travel agency owners. On both the State and Federal level, there
is no clear interpretation of the law as it relates to independent
contractors.

Indeed, the current independent contractor law is so vague, it lit-
erally leaves the interpretation up to the whims of the individual
auditor, which can only invite the type of horror stories I relayed
to the Committee today, and I hear on a daily basis.

Travel agents are typically the smallest of the small service re-
cipients. Our independent contractors are extremely vulnerable.
The IRS clearly has an emphasis on “they are small, scare them,
and they will pay” attitude.

America was built by small entrepreneurs, and in the travel
agency community, there are more than 425,000 sellers of travel.
These people cannot and should not be forced to classify themselves
as employees, particularly when the trend today is toward home-
based businesses. Nor can these small business employers who
work on a very small profit margin afford to reclassify their inde-
pendent contractors as employees. For many, such a decision will
push them into bankruptcy.

For countless numbers of travel agencies that have experienced
independent contractor issues with the IRS, the Coalition for
Travel Industry Profitability strongly endorses Congressman
Christensen’s bill, H.R. 1972. I might also add, we were delighted
that Congressman Christensen agreed to support report language
that removes any possible interpretive ambiguity on the part of the
IRS and will help ensure the IRS will follow the letter and spirit
of H.R. 1972.

Specifically, the report language makes it unmistakenly clear
that although all three tests in the bill must be met to be consid-
ered an independent contractor, only one or more of the conditions
within each test is needed to comply. For example, if a travel agen-
cy meets the requirement that its independent contractors rent
space at a fair market value as provided in subsection (c)(1)(C), the
agent need not have to comply with subsection (c)(2)(A), which pro-
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hibits the service provider from performing the services exclusively
for the service recipient. Due to the nature of the travel agency
business, travel agencies have exclusivity contracts with their
agents. Although H.R. 1972’s language may seem legally straight-
forward, past experience with the IRS leaves us to believe that ad-
ditional assurances are certainly necessary.

I have included a copy of the recommended report language in
my testimony. I urge all Members of the Subcommittee to support
this important language.

Madam Chairman, this concludes my remarks, and I thank you
for the opportunity to be able to share my thoughts with you today.

I am happy to answer any of your questions.

[The prepared statement and attachment follow:]
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STATEMENT OF LAURADAY KELLEY
Of

'
COALITION FOR TRAVEL INDUSTRY PROFITABILITY
AND
ASSOCIATION OF RETAIL TRAVEL AGENTS

Thank you Chairman Johnson and Members of the Subcommittee.
On behalf of the nation’s travel agents, travel agencies and all the other
service providers and recipients in the travel industry, I appreciate the
opportunity to appear before you today to testify on the issue of IRS
treatment of independent contractors. I ask that my full statement be made
part of the Committee hearing record. My name is Lauraday Kelley and I
am the Vice Chairman of the Coalition for Travel Industry Profitability
(CTIP) and President of the Association of Retail Travel Agents (ARTA).

The Coalition for Travel Industry Profitability is a proactive travel
industry group that was formed in January of 1995 by 23 major travel
cooperatives representing over 23,000 travel agencies and their agents, a
significant percentage of whom are independent contractors. ARTA, which
is part of CTIP, represents 3,500 travel agents around the U.S. 1 am
delighted to appear today with some of my industry colleagues to share our
views with Congress on why we must work together to protect the rights of
the independent contractors as well as the rights of the service recipients.
Madam Chairman, I can tell you and the other Members.of the
Subcommittee that, without a doubt, the issue of the IRS treatment of
independent contractors is one of the most important issues affecting our
industry today.

As you know, travel agents have never received consistent opinions
from either federal or state revenue collectors as to their independent
contractor status. Typically, the arcane 20-factor test, combined with a
broad and arbitrary interpretation of the Safe Harbor provisions in Section
530 of the code have placed an incredible hardship on businessmen and
women. Travel agencies are typically small businesses and predominantly
women-owned. When a call comes from the IRS, they can’t turn to their
team of in-house lawyers for advice and counsel. Regardless of whether
they are right or wrong, very few travel agents have the financial
wherewithal to challenge the IRS.

This morning, I would like to focus my remarks specifically on the
situation that travel agents and travel agencies face today. Time limitations
today do not allow me to tell you about the hundreds of horror stories I have
heard from my members. However, I would like to tell the Committee of
one particularly onerous episode which represents the experiences of many.

Compass Point Travel in Mountain View, California, is a small
agency who, since the early 1980’s, employed both full time travel agents
and a number of independent contractors. These independent contractors
have a signed contract with the agency. The owner of the agency is
extremely knowledgeable in the rules and requirements of the IRS for
independent contractors. In fact, she participated in a debate on the
feasibility of independent contractors in the travel industry for which she
did extensive research on the subject. In the fall of 1986, Compass Point
Travel was audited by the State of California. After months of discovery,
legal fees and loss of revenue, Compass Point Travel won their case. The
state appealed, but Compass Point again beat them on appeal.
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Then, one year ago, to the owners’ amazement, Compass Point Travel
received notification that they were now being audited by the U.S. Internal
Revenue Service. The grueling exercise began all over again. Again, after
months of enduring the IRS audit, the IRS’s attempts at intimidation, more
legal fees and lost revenue, Compass Travel was advised that they did not
owe the IRS. All the while, Compass Travel was never actually advised
that they were either in violation or not in violation of the current IRS code.

Madam Chairman, although Compass Travel had a positive decision,
the expense, time, and aggravation experienced clearly demonstrates the
untenable situation for travel agents and travel agencies. On both the state
and federal level, there is no clear interpretation of the law as it relates to
independent contractors. Indeed, the current independent contractor law is
50 vague, it literally leaves the interpretation up to the whims of the
individual auditor, which can only invite the type of horror stories I relayed
to the Committee today, and I hear on a daily basis.

Travel agents are typically the smallest of the small service recipients.
Our independent contractors are extremely vulnerable. The IRS clearly has
an emphasis on a “they’re small, scare them and they’ll pay” attitude.
America was built by small entrepreneurs, and in the travel agency
community there are more than 425,000 sellers of travel. These people
cannot and should not be forced to classify themselves as employees,
particularly when the trend today is toward home-based businesses. Nor
can these small business employers, who work on a very slim profit margin,
afford to reclassify their independent contractors as employees. For many,
such a decision will push them into bankruptcy.

For the countless number of travel agencies that have experienced
independent contractor issue with the IRS, the Coalition for Travel Industry
Profitability strongly endorses Congressman Christensen’s bill, HR 1972, I
might also add that we were delighted that Congressman Christensen agreed
to support report language that removes any possible interpretive ambiguity
on the part of the IRS and will help ensure that the IRS will follow the letter
and spirit of HR 1972.

Specifically, the report language makes it unmistakably clear that
although all three tests in the bill must be met to be considered an
independent contractor, only one or more of the conditions within each test
is needed to comply. For example, if a travel agency meets the requirement
that its independent contractors rent space at a fair market value, as
provided in subsection (c) (1) (C), the agency need not have to comply with
subsection (c) (2) (A), which prohibits the service provider from performing
the services exclusively for the service recipient. As you may know, most
travel agencies have exclusivity contracts with their agents. Although HR
1972 language may seem legally straight forward, past experience with the
IRS leads us to believe that additional assurances are necessary.

I have included a copy of the recommended report language in my
testimony. I urge all members of the Committee to support this important
language.

Madam Chairman, this concludes my remarks. Thank you for the
opportunity to be able to share my thoughts and experiences. I will be
happy to answer any questions from the Committee.
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Report Language Clarifying the Treatment of Travel Agents under
The Independent Contractor Tax Simplification Act of 1996,
HR 1972

The Committee wishes to emphasize that the requirements of subsection (c) will be
met if any one of the three factors are present. Therefore, & service provider will be
classified ss an independent contractor xfnder the bill even though the service provider is
required to perform service exclusively fer the service recipient, if, for example, the
service provider pays a fair market rent for use of the service recipient’s place of business
and otherwise meets the requirements of subsections (b) and (d). As s result, the bill wili
cause workers who may work full-time for & particular service recipient to be classified as
an independent contractor. For example, although travel agents typically work out of the
travel agency’s office and are required to sign exclusivity agreements with these travel
agencies, they ofien pay fair market rents. However, travel ageats perform a persopal
service from which they develop a client base and are compensated by commission income
derived from third parties. Therefore, travel agents, who may have an exclusive
agreement with 8 particular service recipient, are not controlled by the service recipient

because of the highly personal nature of the services performed.
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Chairman JOHNSON. I thank the panel for your testimony this
morning. It is very helpful to have your experience as we approach
the responsibility to clarify the independent contractor law.

Thank you, Mr. Budzinski, for your comments to raise concerns
about possible impacts that we may otherwise not be aware of,

Dr. Meek, your experience has a unique significance because
your experience is applied to school districts throughout the
Nation. It will divert a very significant number of educational dol-
lars from our children.

It is also true that the need for specialized transportation serv-
ices in communities is increasing and independent bus contractors
are one of the few sources that many communities have to meet the
intermittent transportation needs of special populations. So, it
would be a loss to society for all those buses to be owned by the
school department, as well as create costs and problems for school
systems.

Are there any liability problems in the current relationship you
have with your bus drivers?

As you point out, there are approximately 13,000 bus districts
across the country. I believe the vast majority of them have the
contractual arrangements I described with Talbot County,
Maryland. Although, there are a few States that do have all of
their drivers as employees on a statewide basis.

I agree with your assessment. I think the contractor arrange-
ment provides for greater flexibility. Many of these contractors in
fact operate these buses as family operations and have other jobs
that they also do, including farming and other kinds of businesses.

The 40-year experience in Talbot County suggests that there are
no liability issues that would significantly deter my recommenda-
tion to you to continue to see bus contractors operate in the man-
ner in which they have successfully operated for 40 years or more.

Mr. Matsui.

Mr. Matsul. Thank you.

Mr. Bryan, again, you raised some very important issues, then
you outline the bill that Mr. Christensen introduced, H.R. 1972. Ac-
tually, you have the right interpretation of it; you raise the three
points, and you have the conditions in the disjunctive.

I guess my concern is if, in fact, the Christensen bill as it is writ-
ten, passes, we would not even have to talk about independent con-
tractors, because you can almost have any employment relationship
be an independent contractor relationship. So, I am assuming you
are flexible in the sense that the legislation will be modified and
you expect it to be modified if in fact we do do something legisla-
tively in this area; is that correct? Or is this the position that you
feel that there only should be three criteria, and there should be
only one condition out of those three criteria, and, therefore, you
basically change a lot of employment relationships.

Will you explain to me? You raise a specific issue that I think
is legitimate.

Mr. BryaN. I was invited here, Mr. Matsui, to basically tell my
personal experience. I am an expert only in my industry. I do not
profess to know everything about every other industry this might
affect. I said in my testimony I think this bill is a good start, we
all are familiar with the expression “if it ain’t broke, don’t fix it.”
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I think in this case, the existing policies as written “are broke.” So,
they need to be fixed.

I am not sure that H.R. 1972 is the perfect answer, but I am in
favor of a movement toward a little more free economy or free mar-
ket system in this aspect.

I think the key point in Mr. Christensen’s bill is the contract
says an awful lot. That is the third requirement and most impor-
tant qualification in my mind. I think that the independent con-
tractor status is a stepping stone from being an employee to being
a full-fledged larger businessowner. You need that stepping stone.

In our industry the first step from an installer, who is employed
by someone directly and gets all his tools furnished to him, is, he
goes out and buys his own truck and tools and prints some busi-
ness cards, and in our case, he gets a State contract license and
sets himself up as a contractor. Then he becomes a businessman.
I see nothing wrong with allowing him to do that.

Mr. MATSUI. Let me say this. For all of the people here today,
if in fact the intent is to try to deal with problems you have
described and the last panel described, I am with you. I think we
need to deal with these issues. There is a lot of ambiguity in the
law, and certainly the Internal Revenue Service can interpret it
any way they want, and there is so much leeway that it creates tre-
mendous dangers for all of you.

I think the gentleman who dealt with the cable industry on the
last panel, all of you have raised some legitimate issues.

But if your intent is to support 1972, which basically would make
major changes in the relationship between employer-employee, to
the point where my interpretation about this airline employee
would in fact be possible, then you lose me. Then I am not inter-
ested in working with any of you, because basically it is an attempt
to try to make sure that you bring these people on and you disturb
the employment relationship so benefits do not have to be paid, like
pension benefits, health care benefits, minimum wages and things
of that nature. That is not what you are talking about.

I would just urge all of you to be careful about what you are sup-
porting, because this latter bill, 1972, would have that latter im-
pact. So, we want to help with your problems, because I think you
raise legitimate issues.

Mr. Meek, for example, that is a very tough issue. I think you
started with these people as independent contractors over the
years, 40 years, whatever it may happen to be, very legitimate, and
then now you have a situation where some of these folks have their
own buses and some do not. The Service is trying to interpret your
entire operation. I think you have a very legitimate concern there.

I wouldn’t want to get into the factual details as to whether it
should be an employment relationship or an independent contrac-
tor relationship, because obviously there are a lot of facts. But you
cannot be left in a situation where all of a sudden they are trying
to get a couple hundred thousand dollars from a school district that
probably is basically making it now. The same applies to all of you.

But those issues should be addressed. We have an obligation to
address them. But I can guarantee you that some of us will not be
particularly interested in attempting to find legislation that would
allow employment relationships, employers particularly, with the
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downsizing going on in this country and the insecurity of the aver-
age employee, to all of a sudden find themselves in a position
where they are loosing valuable benefits like health care and pen-
sion benefits.

Under Mr. Christensen’s bill, you can make a lot of cases where
currently traditional employment relationships, that you would all
agree to, all of a sudden could become independent contractor rela-
tionships. So, I just urge you to read the legislation before you en-
dorse this bill, because it does have some significant concerns.

Ms. KELLEY. Mr. Matsui, I have two things: One, I agree with
what you are saying, but in view of all the downsizing that has
taken place in this country today, there are thousands and thou-
sands of people out of work, looking for employment. These people
have become small entrepreneurs and many have become inde-
pendent contractors and have hired themselves or contracted with
other independent contractors. So, it is another end of the industry
that is developing, and particularly with the emphasis on home-
based businesses and two family members working, it has become
a given that it is easier for two members of a family, at least one
of them work out of their home. That becomes an independent
contractor situation.

Mr. MaTsUI 1 agree with you. I think we need to try to address
those issues, but we need to make sure there is a balance as well.
All of us agree on that goal.

Ms. KELLEY. One other point. When we are talking about the
problem that lies with the IRS not understanding, and not execut-
ing their duties properly, well, is it far easier to teach the current
IRS personnel behavior modification, or to understand very thor-
oughly three rules with subtitles, as opposed to the 20-point test
we have now? That is my only other comment.

Mr. MATSUIL Let me just address that. I know we want to end
this panel, but the problem with these three rules, these tests here,
is the fact that all you need to do is pick one out of the five condi-
tions under the first criteria, one out of the four, and then obvi-
ously a written contract.

The danger you face there is you can almost make anybody an
independent contractor in this kind of interpretation. That is where
you have to be careful. Because you have some businesses exploit
the work force, because obviously the big issue, we all know this,
the big issue in terms of labor negotiations now are health care
benefits, pension benefits, non-wage benefit issues. And we do not
want to put a camel’s nose under the tent where all of a sudden
you are going to have a lot of people, more people than there are
today, without these kinds of benefits.

I am just trying to assure everyone that I wanted to work with
the specific issues and try to gain greater certainty in the relation-
ship. But I will not participate if this is an attempt to try to de-
stroy the employment relationship under current traditional
employer-employee relationships now, to try to take away the bene-
fits that many people are receiving.

Mr. BRYAN. Mr. Matsui, I think I can help you out a little with
the analogy you used with the airline pilot. I do not propose to an-
swer how Congressman Christensen would answer. But that air-
plane is an extension of that business’s place of work. I clearly
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think that he would have a tough time holding that job as an inde-
pendent contractor, even under the restrictions of Congressman
Christensen’s bill.

But I am in agreement with you, in that I think we all see this
as a start. I am looking for some consistency and some clear-cut
definition. I think that is the message that is coming across here.
Because what holds me back in my business is I have to make a
decision; do I have an entire work force of just independent con-
tractors, or do I have an entire work force of employees? It makes
it very difficult in our industry. If you dare mix the two on the
same premises or in the same business, you are inviting disaster.

The only reason we prevailed in the end is because we stayed
strict to a specific program for 12 years. I still had a battle. But
if you would allow a business through this bill or one very similar
to at least have clear-cut guidelines as to who is an employee and
who isn’t, and then have it well-defined by a contract between the
businessowner and the independent contractor, I do not think you
would have a problem.

The real problem is with collection of revenue, I see the argu-
ment against this bill, but I think the real problem with collection
of revenue is that you would actually receive more revenue, be-
cause in my industry the decision faced by the less scrupulous busi-
nessmen is do I completely ignore the law and run the risk of an
audit and run and hide if it ever happens, or do I become a legiti-
mate businessman and grow my business the right way and follow
the law?

Too many people stay below that radar screen, and it causes
headaches for us, it creates a lot of problems in the industry, and
if a businessman could be faced with a clear-cut set of rules that
he could grow his business under, I think you would have our in-
dustry flourishing and probably many others, and good legitimate
use of legitimate subcontractors that are paying their taxes.

I would like to see the Congress concentrate more on compliance
and maybe tracking the revenue movement. If the IRS was serious
about solving the underground economy problem, they wouldn’t
allow these check-cashing stands on every corner, that if you cash
a check for under $10,000, there is no microfilm trail. This is what
allows bandit dealers in my industry to cause us havoc. The IRS
will not go after them because they know there is no paper trail
to collect revenue.

Mr. MaTsul. I thank you.

Mr. BryaAN. I didn’t see the red light go on.

Chairman JOHNSON. I thank the panel for your testimony here
this morning. I think you will remember that Congressman
Christensen in his testimony made the point that the IRS ought to
be neutral in regard to these relationships; that people ought to
have the-right to be an independent contractor, but we shouldn’t
prejudice the benefits so that employers are encouraged to move
employees into an independent status against their interests and
against their will.
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So, we do want a balanced law. You have brought forward some
very serious problems and given us vivid examples of how the cur-
rent law is not working and have raised very significant questions
that need to be addressed in this session, and we will be working
to achieve that goal.

Thank you very much.
[Whereupon, at 12:12 p.m., the hearing was adjourned, to recon-
vene on Thursday, June 20, 1996, at 10:38 a.m.]
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HOUSE OF REPRESENTATIVES,
COMMITTEE ON WAYS AND MEANS,
SUBCOMMITTEE ON OVERSIGHT,
Washington, DC.

The Subcommittee met, pursuant to call, at 10:38 a.m., in room
1100, Longworth House Office Building, Hon. Nancy L. Johnson
(Chairman of the Subcommittee) presiding.

Chairman JOHNSON. The hearing will come to order.

Today the Subcommittee will continue its examination of issues
relating to the classification of workers as employees or independ-
ent contractors for Federal tax purposes.

For over two decades, Congress, the administration, and the
Nation’s employers and workers have struggled to make sense of
the ambiguities and complexities in the common law 20-factor test
governing the status of workers. I would hazard that probably no
other area of the law has remained so unclear for so long.

The Congress believes that it is appropriate to provide interim
relief for taxpayers who are involved in employment tax status con-
troversies with the IRS and who potentially face large assessments
as a result of the Service’s proposed reclassification of workers
until the Congress has adequate time to resolve the many complex
issues involved in this area.

This is a sentence from the explanation of provisions in the
Revenue Act of 1978 establishing the section 530 safe harbor. Who
would have dreamed we would still be trying to resolve those many
complex issues today?

The primary impetus for our hearing is to address the concerns
being expressed by small businesses across the Nation that the
IRS’ efforts to reclassify workers is causing hardship.

In 1988, the IRS established its ETEP, Employment Tax
Examination Program which target small businesses with assets of
$3 million or less for audits on the classification of their workers.
Since 1988, IRS has conducted over 13,000 ETEP audits, rec-
ommending over $830 million in taxes and reclassifying 527,000
workers. It is little wonder that the call for a bright-line objective
test to distinguish between employees and independent contractors
was ranked as the number one legislative priority in last year’s
White House Conference on Small Business.

In our continuing quest to find that line, the Subcommittee will
hear today from the Treasury Department, the IRS, the GAQO, tax
practitioners, and witnesses from the private sector.

(101)
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We want to welcome Don Lubick back to the Ways and Means
Committee here today, representing the Treasury Department,
once again after a 16-year absence.

IRS Commissioner Peggy Richardson is also here to discuss the
Service’s worker classification initiatives. I want to take this oppor-
tunity to commend Commissioner Richardson and the IRS for the
steps the Service has taken under her direction to bring greater
clarity to this difficult area.

After participating in the White House Conference on Small
Business last year, Commissioner Richardson pledged that IRS em-
ployees would be retrained to better understand and apply the fac-
tors used to classify workers for tax purposes. Following up on the
pledge, for the first time ever, IRS published its revised training
materials for comment. This is a significant and positive first step
on the IRS’ part and reflects fine leadership by the Commissioner.

Unfortunately, even the IRS cannot make a silk purse out of a
sow’s ear, and that is exactly what the common law 20-factor test
is. I sincerely hope that the Subcommittee’s probe of this issue will
lead to a renewed commitment to work together on a bipartisan
basis to forge a lasting solution to this difficult problem.

Congressman Gilchrest is with us as our first witness, and it is,
indeed, a pleasure, Congressman, to welcome you to the Ways and
Means Committee because you are a Member reputed in this body
for thoughtful and knowledgeable comments, and I look forward to
your comments on this difficult subject this morning. Welcome.

Mr. GILCHREST. Thank you very much, Madam Chairman.

Chairman JOHNSON. Oh, excuse me. Before we start, I had
forgotten that I want to yield.

Mr. KLECZKA. Slight procedure, Madam Chairman.

Chairman JOHNSON. Yes. I want to yield to Mr. Kleczka who is
filling in as Ranking Member this morning for Mr. Matsui.

Mr. Kleczka.

Mr. KLECZKA. Thank you, Madam Chairman.

Congressman Gilchrest, you do not mind waiting a couple of min-
utes, do you?

Today is the Oversight Subcommittee’s second hearing on the
controversies surrounding classification of workers as employees or
independent contractors. The witnesses scheduled to appear before
the Subcommittee today will include experts on the issue, as the
Chairwoman indicated, from the Department of Treasury, Internal
Revenue Service, the U.S. General Accounting Office, the American
Bar Association, and the New York State Bar Association.

All of us look forward to hearing their views on what should and
should not be done in the area of worker classifications. Particu-
larly, it is important the record reflect the adverse impact that
shifting to independent contractor status will have on millions of
workers who work long and hard each day as an employee.

As a result of our first hearing on June 4, 1996, I think it would
be fair to say that something needs to be done in the area of work-
er classifications. We should continue our discussions on a biparti-
san basis.

The proposals currently pending before Congress are much too
broad and would allow for wholesale reclassifications of workers as
independent contractors. A legislative solution will not be simple.
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The business community does not speak with one voice on whether
or what changes should be made to current law. Something nar-
rowly targeted should be considered by the Subcommittee in a way
that balances both the interests of small business and employees.

And last, before Congress adopts any new worker classification
rules, the nontax society benefits of employee status should be
thoroughly explored to ensure that workers do not unintentionally
lose pensions, health insurance and other fringe benefits, unem-
ployment compensation, and other worker workplace protections.

I know we all look forward to receiving the testimony of the IRS
by Commissioner Richardson. She has done a great job of taking
the bull by the horns and implementing several very positive initia-
tives to deal with the controversy of worker classifications.

She, like all of us, recognizes that the IRS’ handling of employ-
ment tax audits has serious problems and as a result has initiated
important administrative reforms such as the new audit training
manual, more auditor training, the Multi-Tiered Settlement Offer
Program, and an expedited examination appeals process. While
maybe not perfect, her actions are obviously a step in the right
direction.

I want to also welcome the new Assistant Secretary for Tax
Policy, Mr. Don Lubick, to the Oversight Subcommittee. I should
note that last week as a part of its markup on the Small Business
Job Protection Act of 1996, the Senate Finance Committee adopted
Senator Nickle’s narrow package of amendments to provide several
clarifications to the application of section 530 relief.

Ranking Subcommittee Democrat Bob Matsui is not able to be
here today. However, I know he has talked with many of the wit-
nesses in advance of the hearing and will provide an opening state-
ment for the record. Both he and I are very interested in this issue
and will continue to be active participants in the workings on its
Subcommittee and on the Full Committee.

Finally, I am pleased that the Subcommittee’s witness list and
hearing record will provide a balanced discussion on the issue
before us.

Thank you, Madam Chairman.

Chairman JOHNSON. Thank you very much.

And now, Mr. Gilchrest.

STATEMENT OF HON. WAYNE T. GILCHREST, A REPRESENTA-
TIVE IN CONGRESS FROM THE STATE OF MARYLAND

Mr. GILCHREST. Madam Chairman, I do think currently there is
pending legislation to determine the best uses for sows’ ears in the
Agriculture Committee. I am not sure how that will turn out, but
we hope for the best.

I also would like to recommend for the Interior Committee to
have these kinds of water pitchers. I think they are very nice. I
wouldn’t recommend them for Federal courthouses, however.

Madam Chairman and Members of the Subcommittee, I would
like to thank you for the Subcommittee’s indulgence. I know that
the testimony on this for Members was actually on June 4, but I
was unable to be in Washington at that time. So, I appreciate the
opportunity to do this.
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I am aware that the Subcommittee has already received testi-
mony from Dr. Sam Meek, Superintendent of Talbot County
Schools, and my testimony is meant primarily to add emphasis to
what he said.

In Maryland, as in many other States, it is a common practice
for school boards to contract out their schoolbusing services to self-
employed individuals. I myself during the course of my college
years spent 4 years driving a schoolbus, and I can tell you, as I will
say later in my testimony, there is a very distinct difference be-
tween driving children with special needs and driving children that
go to regular schools and do not have those special needs. So, I
wanted to make that point clear early on because the IRS, I think,
in determining their Tax Code needs to understand that there is
a very big distinction between the type of training and the type of
responsibility and the type of things people need to do under those
circumstances. :

Nearly every school district on the Eastern Shore has operated
under such an arrangement as independent contractors for many,
many decades, and everybody over there is very happy with it.
Recently, however, this contractual arrangement has come under
scrutiny from the IRS, and that agency has made the determina-
tion that under the common law test currently used to determine
contractor status, these schoolbus drivers had to be considered em-
ployees. This determination has been particularly disruptive for the
affected counties.

The IRS is currently assessing several counties for back payroll
and other taxes, and the school districts are considering several op-
tions, none particularly desirable, for addressing this problem. The
most likely response on the part of the school districts is to end
their contractual relationship with the small business men who
drive the buses and look for a much larger contractor to provide
the service. Thereby, you have housewives, retired people, farmers,
mechanics, and other contractors. This will bear a heavy burden on
their particular businesses the quality of their life.

Probably the most puzzling aspect of the IRS action in my opin-
ion is the complete absence of any public policy goal being served
here. I realize that there must be some degree of protection against
the sort of unscrupulous employees who would pressure powerless
employees to accept contractor status against their will, but the
Maryland case is the exact opposite. The most vocal critics of the
IRS action are the bus drivers themselves.

I realize that independent contractor status can, in some cases,
have adverse consequences for Federal revenue collection. It is easy
to recognize that there is a greater potential for tax evasion for an
independent contractor than for an employee. However, in the ap-
peals process, it became clear that tax compliance among the
schoolbus contractors approachers 100 percent. A change in the
status of these contractors will yield insignificant revenues to the
Federal Government, but such a change will create hardships for
the districts. If they are forced to treat the bus drivers as employ-
ees, they will have to create benefit packages and a full range of
other issues that the boards of education will have to deal with. It
will also eliminate dozens of small businesses.



105

Section 530 provides that procurers of contractor services who
are subsequently determined to be employers can be afforded relief
if certain standards are met; that they had a reasonable basis for
believing the contract relationship was appropriate; that they con-
sistently issued 1099 Forms instead of W—2 Forms; and that they
had no similar positions filled by employees.

The IRS denied section 530 relief to these school districts noting
that the bus drivers for special schools were employees, and as 1
stated a little bit earlier, I find it somewhat astounding that the
IRS fails to recognize that bus drivers for special schools are actu-
ally very different than bus drivers for regular schools. They re-
quire additional training. There are different hours of the day that
you drive. There is a full range of special necessary responsibilities
for special schools that you simply do not have for the regular
public schools.

H.R. 1972 would solve this problem summarily, creating a new
and clear parallel standard for defining contractor relationships
with reasonable protections against abuse. The bill requires sub-
stantial investment in training or assets, a separate place of busi-
ness, and an express contractual agreement. One can argue that
this legislation would be unnecessary had the IRS been more rea-
sonable in its pursuit of cases like the one I just described. How-
ever, the zeal with which the IRS seems to pursue these contract
cases seem to have necessitated legislative action to provide protec-
tion for contractors and businesses who procure contract services.

I would, therefore, encourage two actions on the part of the
Subcommittee. First of all, I would encourage the Subcommittee to
use all available expediency in reporting H.R. 1972 or similar legis-
lation to clarify the definition of a contractor, but recognizing the
difficulty of passing any sort of tax legislation, I would also urge
the Subcommittee to vigorously exercise its oversight of the IRS in
the area of the independent contractor issue.

Once again, Madam Chairman, I appreciate the opportunity to
testify before your Subcommittee.

[The prepared statement follows:]
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Madame Chairman and members of the committee, I would like to
thank you for the committee’s indulgence. I know that member
testimony on the independent contractor issue was supposed to be
presented at your June 6 hearing on the subject, a date when I
was unable to be in Washington. I appreciate the opportunity to
testify today on H.R. 1972, as well as a matter which has
significant ramifications for the taxpayers, school districts,
and children in my district.

I am aware that the committee has already received testimony from
Dr. Sam Meek, Superintendent of Talbot County Schools, and my
testimony is meant primarily to add emphasis to what he said.

In Maryland, as with other states, it is a common practice for
school boards to contract out their school-busing services to
self-employed individuals. Nearly every school district on the
Eastern Shore has operated under such an arrangement for decades,
and everyone has been happy with it. Recently, however, this
contractual arrangement has come under scrutiny from the Internal
Revenue Service, and that agency has made the determination that
under the common law test currently used to determine contractor
status, these school bus drivers had to be considered employees.

This determination has been particularly disruptive for the
affected counties. The IRS is currently assessing several
counties for back payroll and other taxes, and the school
districts are considering several options, none particularly
desirable, for addressing this problem. The most likely response
on the part of the school districts is to end their contractual
relationship with the small businessmen who drive the buses, and
look for a larger contractor to provide the service.

Probably the most puzzling aspect of the IRS’ action is the
complete absence of any public policy goal being served. I
realize that there must be some degree of protection against the
sort of unscrupulous employers who would pressure powerless
employees to accept contractor status against their will. But
the Maryland case is the exact opposite -- the most vocal critics
of the IRS’s action are the school bus drivers themselves.

I realize that independent contractor status can, in some cases,
have adverse consequences for federal revenue collection -- it is
easy to recognize that there is a greater potential for tax
evasion for an independent contractor than with an employee.
However, in the appeals process it came clear that tax compliance
among the school bus contractors approaches 100%. A change in
the status of these contractors will not yield significant
revenues to the federal government.

But such a change will create hardships for the districts. If
they are forced to treat the bus drivers as employees, they will
have to create benefits packages and deal with labor laws. It
will also eliminate dozens of small buginesses.

Section 530 provides that procurers of contract services who are
subsequently determined to be employers can be afforded relief if
certain standards are met -- that they had a reasonable basis for
believing the contract relationship was appropriate; that they
consistently issued 1099 forms instead of W-2 forms, and that
they had no similar positions filled by employees. The IRS
denied 530 relief to these school districts, noting that the bus
drivers for the special schools were employees. I find it
astounding that the IRS fails to recognize that driving a bus for
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special schools is vastly different from driving buses for the
regular schools -- it requires additional training, different
work rules, etc. Yet the IRS has been unyielding on this point.

H.R., 1972 would solve this problem summarily, creating a new and
clear parallel standard for defining contractor relationships
with reasonable protections against abuse. The bill requires
substantial investment in training or assets, a separate place of
business, and an express contractual agreement. One can argue
that this legislation would be unnecessary had the IRS been more
reasonable in its pursuit of cases like the one I just described,
however, the zeal with which the IRS seems to pursue these
contract cases seems to have necessitated legislative action to
provide protection for contractors and businesses who procure
contract services.

I would therefore encourage two actions on the part of the
committee. First of all, I would encourage the committee to use
all available expediency in reporting H.R. 1872 or similar
legislation to clarify the definition of a contractor. But
recognizing the difficulty of passing any sort of tax
legislation, I would also urge the committee to vigorously
exercise its oversight of the IRS in the area of independent
contractor issues.

Once again, I thank the committee for this opportunity to
testify.
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Chairman JOHNSON. Thank you very much, Congressman
Gilchrest.

We did hear from Superintendent Meek last time. I think this is
an extremely important issue because it is a perfect example of the
problems created by the IRS going in and reclassifying people in
the face of the section 530 language that recognizes longstanding
practice. So, this is a very big problem that you point to.

Second, I think it is interesting, and I think this will be reflected
in testimony that we hear later on, that among workers who filed
their 1099 forms, those workers report 97 percent of the amounts
as income. If the payments were not reported, the reporting aver-
age. falls to 87 percent. So, the problem in this sector is not
amongst those who report their 1099s from the point of view of tax
compliance, and yet, for obvious reasons, the IRS’ enforcement ef-
forts have been focused at those who report their 1099s because
they are visible, and that is one of the real problems that has
plagued this compliance effort and one that I think the Commis-
sioner is keenly aware of and that we are keenly aware of.

I am very interested in our work having an impact on your
school district because school districts all over the country will be
affected if we make a change in this area, and yet, it would have
essentially no impact on the amount of tax revenue that the public
gets. As you say, there is no public interest.

So, we appreciate your supporting your superintendent and
drawing out very clearly for us the nature of the problem, and we
are interested in assuring that our actions will solve it.

Mr. Kleczka.

Mr. KLECZKA. Thank you, Madam Chairman.

I am not very familiar with the Maryland School Board situation.
Mr. Gilchrest, are you saying that the school district has two types
of bus drivers, the contract type and also an employee type, which
is responsible for the special education kids?

Mr. GILCHREST. This will vary, but for the most part, the employ-
ees of the school will carry children who are disabled, those who
are in wheelchairs, those who have severe mental deficiencies.

Mr. KLECZKA. So, those bus drivers are employees?

Mr. GILCHREST. Of the school district.

Mr. KiEczKA. The bus drivers who transport the other popu-
lation are contract?

Mr. GILCHREST. For the most part, those are individuals that
contract with the school district for a particular area to pick up
kids to take them to the different schools.

Mr. KLECZKA. Who owns the schoolbuses?

Mr. GILCHREST. The schoolbuses are owned by the contractors.

Mr. KLECzZKA. So, I as an individual, if I want to drive for your
school district, I would have to bring my own bus along. Is that
how that works?

Mr. GILCHREST. For the most part, yes. There are some people,
contractors, that might own three, four, or five buses, and he would
hire people to drive those buses. There are others, though, who
simply own their own schoolbus.

Mr. KLECZKA. For the individual who owns three or four buses,
is he also an independent contractor and all of his drivers? At what
point does he become a small business person himself or herself?
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Mr. GILCHREST. He is an independent contractor, and then, basi-
cally, he would hire people to drive his buses, but he would con-
tract with the school district for that particular area where they
would pick up for that particular bus run.

For the most part, with very little variations, the board of edu-
cation will contract with someone to pick up certain students along
certain bus runs. There might be four bus runs with four buses and
one contractor, and then that contractor would contract for those
four bus runs and he would hire people to drive on his buses.

Mr. KLECZKA. In a situation where the person owns four or five
buses, probably drives one him- or herself, are the other three or
four drivers employees of that small business?

Mr. GILCHREST. I do not know every single situation.

Mr. KLECZKA. OK.

Mr. GILCHREST. Of the situations that I know, the person that
might own four buses, the people that drive his buses will be
employees.

I will give you an example. There is a man named Mr. Dorsey
in Kent County who owns buses. He will hire people to drive those
buses. Mr. Dorsey is the independent contractor that contracts with
the school district, but the drivers of those buses, one of whom is
his wife, will be employees of Dorsey buses.

Mr. KLECZKA. So, the argument here, or the problem here, is that
the owner of the buses is not calling his drivers independent
contractors, also?

Mr. GILCHREST. Say that again?

Mr. KLECZKA. So, the question or the problem in Maryland is not
that the owner of multiple buses does not call his drivers or her
drivers independent contractors. He does term them employees.

Mr. GILCHREST. That is correct.

Mr. KLECZKA. So, that is not the problem.

Let me ask IRS if they have any more 1nformat10n on this so I
can get a better understanding.

Thank you very much.

Mr. GILCHREST. Thank you.

Chairman JOHNSON. Mr. Hancock.

Mr. HANCOCK. Just as a matter of curiosity, what would happen
in your opinion, or are there any cases where the school contracts
with a cab service to pick up kids where they do not have enough
to justify a bus?

Mr. GILCHREST. Cab service?

Mr. HANCOCK. Yes.

Mr. GILCHREST. Do you mean in an automobile?

Mr. HANCOCK. Sure.

Mr. GILCHREST. I do not know of any situation.

Mr. HancocK. Well, I know, but it does happen in certain areas
where they have got one person or two and they do not want to
send a bus out there, and they arrange to pay for cab service to
pick up that one child.

Mr. GILCHREST. What would happen if you had to arrange for a
cab?

Mr. HaNcocK. Would that make the cab driver an employee?

Mr. GILCHREST. An employee of the school district.

Mr. HANCOCK. Yes.
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Mr. GILCHREST. That is a good question, Mel. I am not sure how
that would work, but I am sure there might be some areas of the
country where that happens.

Mr. HANCOCK. Oh, it does happen.

Thank you.

Chairman JOHNSON. Mr. Laughlin.

Mr. LAUGHLIN. Mr. Gilchrest, as I understood your statement
about Mr. Dorsey and his operation, all of the drivers to your
knowledge are his employees.

Mr. GILCHREST. Yes.

Mr. LAUGHLIN. It occurs to me that even the bus driver, or Mr.
Dorsey could be an independent contractor.

Mr. GILCHREST. I think that is probably likely, but the people in
the incident where you have Dorsey Bus Service, where he con-
tracts with the school district to drive students to the public
schools, the people he hires are employees of Mr. Dorsey’s.

Now, there are not too many contractors that own several buses.
The vast majority of the contractors on the Eastern Shore are indi-
viduals that own their own buses, and they have an individual con-
tract with the school district.

Mr. LAUGHLIN. You are primarily concerned with the relationship
between the bus operator and the school district.

Mr. GILCHREST. That is my primary concern. My judgment is if
the IRS continues to pursue this policy, we will virtually have no
independent contractors. They will contract o