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I. INTRODUCTION

It is the quintessential American dream: Jeff geth together what little
resources he had, got a loan, created a small drssina fledgling freight
company—and made it work. Not only does Jeff suphis family of six with his
business, but ten other families also depend oiindsness succeeding. With large
freight companies competing for the same dollascaess does not come easy and
profit margins are slim. Cutting costs is not justportant for survival, it is
essential. Like many small business owners, one Je#f avoids costs is by hiring
workers as independent contractors instead of gmpk Although he hires
contractors at a higher wage than a typical empptlgs practice reduces costs for
the business overall because Jeff does not hayayoemployment taxes for the
contractor. It is a familiar practice. What Jdifl not realize, however, is he may
have run afoul of numerous federal and state empdoy statutes. Among these, his
largest concern is the tax code. If the Internatdhue Service (IRS) audited him
today, Jeff would be liable for thousands of dallar back taxes. This cost could
easily put his business under.

An estimated thirty-eight percent of small busimssmisclassify employees as
independent contractots.The issue of misclassifying workers, althoughheonic
problem, is incredibly timely because there areremitr proposals in Congress that
seek to more aggressively collect employment tamesrder to increase revenue
without technically raising taxés.A major source of lost revenue in employment
taxes involves the classification of workérs.

Properly classifying workers can be difficult; saich so that large corporatidns
and even the IRSitself struggle to correctly classify workers. &hbusinesses,
often with limited financial resources, bear a diggortionately greater burden than

YWalter H. NunnalleeWhy Congress Needs to Fix the Employee/Indeper@emiractor
Tax Rules: Principles, Perceptions, Problems, &ndposals,20 N.C. &nNT. L.J. 93, 94
(1992).

2Edmund AndrewsDemocrats Seek Unpaid Taxes, Inviting ClashY. TiMES, Feb. 5,
2007, at ALl. Andrews reported that “Congressiobaimocrats, hoping to finance an
ambitious agenda without raising taxes, are on #isiom course with the Bush
administration about pursuing the potentially \@sbunt of money that people hide from the
Internal Revenue Serviceld. Additionally, the government could “collect as chuas $100
billion more a year by whittling the tax gap—thepaid taxes, mostly on unreported
earnings, that the IRS estimated was about $300rba year.”ld. Andrews further reported
that the IRS stated that the largest source ofrastnue is where people are in business for
themselves and do not report income when theymdgpiendent contractonsl.

3d.
4SeeVizcaino v. Microsoft, 173 F.3d 713 (9th Cir. 1999

°.R.S. Offers New Initiatives for Worker Classifioa Concerns Soc. SECURITY

ADMIN./IRS REPORTER A NEWSLETTER FOREMPLOYERS (Summer 1996), at Zvailable at

http://www.1040.com/New1040/pdfs/1996/Federal/FdBBAREP.PDF [hereinafter IRS
NEWSLETTER.
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larger businesses in complying with IRS employniartregulation$.Consequently,
misclassification of workers has long been a sowteconfusion, debate,and
litigation for the small business owrter.

In 1996, the IRS sought to alleviate small busir@seers’ tax burden in worker
misclassification situations by instituting the &3dication Settlement Program
(CSP)? Using the CSP, the IRS is able to offer businesssettlement, rather than
engaging in protracted court proceediffysThe stated goal is to “allow businesses
and tax examiners to resolve worker classificatioases as early in the
administrative process as possible, thereby redueixpayer burdent?

While the CSP was once described as one of the rfeisking new
developments” in the worker classification issdén its current form the program is
inadequate for three reasons. First, it unnecidssarecludes settlement
opportunities for employers who have failed to fiyndile the appropriate
informational tax form. Second, its current setiat options are too limited. Third,
it grants too much discretion to the tax examiner.

This Note argues that the timely filing of inforrmatal tax forms should not be a
condition of a CSP settlement offer; the CSP shonddbrporate more settlement
options; and the CSP should make settlement offiersdatory. Part Il of this Note

5W. MARK CRAIN & THOMAS HOPKINS, THE IMPACT OFREGULATORY COSTS ONSMALL FIRMS
(2005),available atwww.sba.gov/advo/research/rs207tot.pdf.

"The classification issue has been so hotly cordesmme have called for eliminating the
distinction altogetherSeeRichard Carlsonyhy the Law Still Can’t Tell an Employee When
It Sees One and How it Ought to Stop TryiRg8 BerxeLEY J. BuP. & LAB. L. 295, 296
(2001). In a similar vein, others have argued ithwabuld be more advantageous to preclude
the IRS from making the determination of worketis$aand permitting the worker to decide.
Susan Schwochaldentifying an Independent Contractor for Tax Pwsps: Can Clarity and
Fairness Be Achieved84 lowa L. Rev. 163, 165 (1999).

8J. Aaron Ball,The Sea Clammers Doctrine: Reeling in Private Eymplent Tax Claims in
Worker Misclassification Casg$ DEPAuL Bus. & Cowm. L.J. 215, 217 (2003).

IRS NEWSLETTER supranote 5, at 2.

19.R.S., NTERNAL REVENUE MANUAL, § 4.23.6.1 (1999)available athttp://www.irs.gov/
irm/part4/ch23s07.html#d0e298906 [hereinaftemiMaL ].

d.§4.23.6.1.

2Marilyn Barrett, Independent Contractor/Employee Classification fire Entertainment
Industry: The Old, the New and the Continuing Utaiety, 13 U. MAMI ENT. & SPORTSL.
Rev. 91, 138 (1996). Some scholars, however, expdefseless optimism regarding the
CSP. There may be many taxpayers who, if theydee€cio litigate their tax case, would win
in court.ld. The thought of protracted litigation when victasynot assured, however, is far
more daunting than a quick settlemedt. One scholar noted the following:
If it is debatable whether § 530 applies, [the C&Rly assert undue pressure on
employers to reclassify its workers who may qualfy independent contractors as
employees in order to take advantage of what appeare a compromised settlement
offer. The employer should be advised that marsgsare resolved favorably at the
appeals level and that employers have been alderttinue to treat their workers as
independent contractors without any additionalligtxility.
Sheri Nott,Worker Classification of Healthcare Professionald RA. BAr J. 83, 86 (1997).
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will discuss the legal history behind worker cléisation. Part Il will demonstrate
the unique situation of the small business ownelassifying workers. Part IV will
explain 8 530, a safe harbor provision for smalkibess owners who have
incorrectly classified workers. Part V will introde the CSP in detail and explain its
applications. Part VI will highlight the shortcamgis of the CSP. Part VII will
discuss possible solutions to CSP shortcomingst \R& will conclude.

Il. THE BACKGROUND OF THECLASSIFICATION PROBLEM

The problem is not new. Issues involving workexssification date back to the
mid-fourteenth centur}? Despite the worker classification debate’s pid
history, however, twentieth century federal empleytrlegislation has done much to
exacerbate the confusidh. The application of federal employment statuteshsas
the Fair Labor Standards Act (FLSR)the Age Discrimination in Employment Act
of 1967 (ADEA)!* the Occupational Safety and Health Act (OSHA)he
Americans with Disabilities Act of 1990 (ADAY,the Family Medical Leave Act of
1993 (FMLA)® Title VIl of the Civil Rights Act of 1964, and th&mployee
Retirement Income Security Act of 1974 (ERISARnd some aspects of the Internal
Revenue Codgall turn on worker status.

A. The Common Law Control Test

The common law standard for determining whetheroaker is an employee is
known as the control te€&. The control test defines employee as “an agent
employed by an employer to perform service in ffgi@ whose physical conduct in
the performance of the service is controlled aubject to the right to control by the
employer.®?® The common law control test has been furthercagted by the
Supreme Court as follows:

In determining whether a hired party is an employeder the general
common law of agency, we consider the hiring partight to control the
manner and means by which the product is accongaishAmong the
other factors relevant to this inquiry are the Istéljuired; the source of
the instrumentalities and tools; the location o thork; the duration of

13see generallARC LINDER, THE EMPLOYMENT RELATIONSHIP IN ANGLO-AMERICAN LAW:
A HISTORICAL PERSPECTIVE(1989).

d. at 176.

1329 U.S.C. §8§ 201-219 (2000).

1829 U.S.C. §8 621-634 (2000).

Occupational Safety and Health Act of 1970, PubNa. 91-596, 84 Stat. 1590.

1842 U.S.C. § 12101 (2000).

1929 U.S.C. § 2611 (2000).

2Employee Retirement and Income Security Act of 1%b. L. No. 93-406, 88 Stat. 829.
2.R.C. §8 3402, 6651, 3101-3128, 3301 (2000).

2’RESTATEMENT(SECOND) OF AGENCY § 2 (1958).

B,
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the relationship between the parties; whether thedhparty has the right
to assign additional projects to the hired parhe extent of the hired
party’s discretion over when and how long to wotkg method of

payment; the hired party’s role in hiring and payiassistants; whether
the work is part of the regular business of théngimparty; whether the
hiring party is in business; the provision of enygle benefits; and the tax
treatment of the hired part§.

Contrast the common law definition of employee wiitiat of an independent
contractor, who “contracts with another to do sdrnmg for him but who is not
controlled by the other, nor subject to the otheight to control with respect to his
physical conduct in the performance of the undéngak®

The Supreme Court, ilNationwide Mut. Ins. Co. v. Dardereld that when
construing statutes implicating worker status, ¢hatrol test should be used unless
the federal statute in question expressly definepleyee otherwis& Darden
involved an insurance agent who contracted withiddatide Mutual Insurance
Company (“Nationwide”) to sell insuranée.As part of the agreement, Nationwide
agreed to enroll Darden in a company retiremenggam?® After Nationwide
exercised its right to terminate the contract,dbmpany ended Darden’s retirement
package?® Darden brought an action under ERISA claimingdbmpany could not
terminate his retirement package as he was a vestptbye€® The case turned on
whether Darden was, in fact, an employee of thep@om or merely an independent
contractor*

ERISA defines employee as “any individual employsdan employer® The
Supreme Court commented that this definition of leyge is “completely circular
and explains nothing® The Court also reasoned that there were no pomasn
the body of the statute that would aid in interimgetthe definition* For these
reasons, the Court adopted the common-law’tést determining employee status

ZCmty. for Creative Non-Violence v. Reid, 490 U.807751-52 (1989).
PRESTATEMENT(SECOND) OF AGENCY § 2 (1958).

%503 U.S. 318, 323 (1992).

g,

g,

.

0.

.

229 U.S.C. § 1002(6) (2000). This definition of doyee is common in employment
statutes. For example, under Title VII, the setgfines employee as follows: “[t]he term
‘employee’ means an individual employed by an emwglo. . . .” 42 U.S.C. § 2000e(f)
(2000).

%Darden 503 U.S. at 323.
34d.

39d. at 323. The Court restated the common law sirizculated irReid 490 U.S. at 751-
52.
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under ERISA® TheDardenholding applies to any federal employment stathe t
fails to clearly define employéé.

B. Differing Federal Tests for Employment Status

Not only is the common law standard often diffictaltconstrue, the challenge is
exacerbated by varying definitions employed ineafight areas of the law. Though
the control test is to be used when a statute lentsior unhelpful in defining
employee, there are statutes that deviate froncdmerol test. In those cases, the
statutory definition controls.

1. The Economic Realities Test

In the FLSA, employee is defined as “any individaaiployed by an employer,”
but the statute goes further by stating that tolejnmeans to “suffer or permit to
work.”® Such statutory language casts a much broadehaetthat contemplated
under the control test because it necessarily epasses all work relationships that
would qualify as employer/employee under the cdnést, as well as some that may
not. In assessing an employer/employee relatipnshder the FLSA, courts have
adopted a test independent of the control testdetthe FLSA view, the following
factors are considered: (1) the alleged employeeijsortunity for profit or loss
depending upon managerial skill; (2) the allegedplegyee’s investment in
equipment or materials required for the work; (Xether the service rendered
requires special skills; the degree of permanendkea working relationship; and (4)
whether the service rendered by the individual risirgegral part of the alleged
employer’'s busines8. No one factor is intended to be controllfig.This test is
often referred to as the economic realities fest.

2. The Entrepreneurial Opportunity Test

The National Labor Relations Board (NLRB) also d¢®d from the common
law control test in creating the entrepreneurialparunity test. Under the
entrepreneurial opportunity test, the determinafaaor is not control, but whether
owner-operators have a “significant entreprenewiaortunity for gain or loss'?
The NLRB approach to defining the employment relaghip has been supported by
the United States Court of Appeals for the Distriét Columbia Circuit® In
supporting the NLRB, the court stated that theyhld as reasonable the Board'’s
decision . . . to focus not upon the employer'stagdrof the means and manner of

*Darden 503 U.S. at 323.

%ld. See alsdreid 490 U.S. at 730.

3829 U.S.C. §8 203(e), (g) (2000).

3%¥izcaino v. U.S. Dist. Ct. for W. Dist. of Wash73.F.3d 713 (1999).
0.

Ad.

“’Roadway Package Sys., In826 N.L.R.B. 842, 851 (1998).

43C.C. Eastern v. N.L.R.B60 F.3d 855 (D.C. Cir. 2002).
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the work but instead upon whether the putative petelent contractor's have a
significant entrepreneurial opportunity for gainless.™

3. Statutory Employees

Even if workers might rightly be deemed independeoitractors under the
common law control test, some workers might std#l Wiewed as employees by
statute for certain employment tax purposes if tif@y within any one of the
following four categories: a driver who distributbsverages (other than milk) or
meat, vegetable, fruit, or bakery products, or wiaks up and delivers laundry or
dry cleaning, if the driver is an agent of the emyel or is paid on commissidha
full-time life insurance sales agent whose principasiness activity is selling life
insurance or annuity contracts, or both, primafily one life insurance compary;
an individual who works at home on materials ordgpthat an employer supplies
and that must be returned to the employer or teragm the employer names, if the
employer also furnishes specifications for the wiorke doné! a full-time traveling
or city salesperson who works on behalf of an egygrl@and turns in orders to the
employer from wholesalers, retailers, contractorspperators of hotels, restaurants,
or other similar establishments. The goods soldtrhasmerchandise for resale or
supplies for use in the buyer’s business operatidie work performed for the
employer must be the salesperson’s principal basiaetivity®

C. The IRS’ Standard

Like the Supreme Court, the IRS relies on the abnést in determining worker
status, but it does so in its own unique WayThe IRS relies on twenty factétso
determine employer contrdl. The twenty factors are not a test per se, but an

“41d. at858.

“IRC § 3121(d)(3)(A)(2000).
1d. §3121(d)(3)(B).

41d. § 3121(d)(3)(C).

81d. § 3121(d)(3)(D).

4°See generallyWeber v. Comm'r, 103 T.C. 378 (1994); Prof| andeEutive Leasing v.
Comm'r, 862 F.2d 751 (9th Cir. 1988); Avis Rent-AaCSystem, Inc. v. United States, 503
F.2d 423 (2d Cir. 1974); Simpson v. Comm’r, 64 TOZ4 (1975).

50Rev. Rul. 87-41, 1987-1 C.B. 296. The twenty festare:
(1) Instruction; (2) Training; (3) Integration; (4ervices Rendered Personally;
(5)Hiring, Supervising, and Paying Assistants; @&ntinuing Relationship; (7) Set
Hours of Work; (8) Full Time Required; (9) Doing Woon Employer's Premises;
(10) Order or Sequence Set; (11) Oral or Writtepd®es; (12) Payment by Hour,
Week, Month; (13) Payment of Business and/or TiageExpenses; (14) Furnishing
of Tools and Materials; (15) Significant Investme(t6) Realization of Profit or
Loss; (17) Working for More than One Company; (M3king Services Available to
General Public; (19) Right to Discharge; (20) RighTerminate.

Id.

Kirsten Harrington Employment Taxes: What Can the Small Businessman1DoAKRON
Tax J. 61, 78 (1993).
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analytical tool used in arriving at a determinatioihthe control test? In 1996,
Congress passed the Small Business Job ProtectibiiSB8JPA), which included
significant changes to the way the twenty-factoalgtical tool is implementetf.
The current IRS view clusters various factors itiecee categories involving control;
behavioral control, financial control, and the telaship of the worker with the
busines$? Each category contains multiple factors in makindetermination for
the total are&

Behavioral Control contemplates the degree to whisd employer gives
instruction to the worke® It asks about daily routines, work requiremetsg
which party determines the manner in which workésformed®’ Financial Control
involves the costs associated with the work refetiop®® It seeks to understand
who paid for supplies, equipment, material and prigpused to undertake work
projects®® Relationship of the Worker and the Firm focuse®ments that evince

52jack E. KarnsCurrent Federal and State Conflicts in the IndepartdContractor Versus
Employee Classification Controver32 CampBELL L. Rev. 105, 108 (1999).

3.
S4d.

*I.R.S., CETERMINATION OF WORKER STATUS FOR PURPOSES OFFEDERAL EMPLOYMENT
TAXES AND INCOME TAX WITHHOLDING, FORM SS-8, available at http://www.irs.gov/publ/irs-
pdf/fss8.pdf.

%d. “Behavioral Control” asks the following question
(1) What specific training and/or instruction ietiworker given by the firm? (2)
How does the worker receive work assignments2Mi3) determines the methods by
which the assignments are performed? (4) Whhéasaorker required to contact if
problems or complaints arise and who is responddrl¢heir resolution? (5) What
types of reports are required from the worker? \(@at is the worker's daily
routine? (7) At what location does the worker perf services? (8) What meetings
is the worker required to attend and are there lpesdor not attending? (9) Is the
worker required to provide the services personally® If substitutes or helps are
needed, who hires them? (11) If the worker hires sabstitutes or helpers, is
approval required? (12) Who pays the substitotekelpers? (13) Is the worker
reimbursed if the worker pays the substitutes ¢pdre?

Id.

*d.
8 arns,supranote 52, at 108.

%9.R.S.,supranote 55. “Financial Control” asks the followingestions:

(1) What supplies, equipment, materials, and ptymae provided by the parties? (2)
Does the worker lease equipment? (3) What expesrsegicurred by the worker in
the performance of services for the firm? (4) Wegpenses are reimbursed by the
company? (5) Is the work compensated by the hsalary, commission, piece work,
lump sum, or something else? (6) Does the worlakvor any other business? (7)
Is the worker allowed a drawing account for advaflc€8) Whom does the customer
pay? (9) Does the firm carry worker's compensatisurance on the worker? (10)
What economic loss or financial risk, if any, che tvorker incur beyond the normal
loss of salary?
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the intended relationship of the partiésMore specifically, it asks if the parties
intend an employer/employee relationship in sulzggawhen it may not appear so in
form® Many cases have turned on this issue albrignderstanding the intricacies
of the control test, the economic realities test] the entrepreneurial opportunities
test, along with being aware of the enumeratedutstat employees, can be a
formidable task for someone who is also tryinguo a business.

I1l. THE SMALL BUSINESSOWNER

Small business€sare a critical component of our national econdfnyThey
represent 99.7% of all employer firifts. They employ half of all private sector
employee$® They pay more than 45% of the total private pkyoo the country?’
They have generated 60 to 80% of net new jobs dlynager the last decacd®.
They create more than 50% of non-agricultural peivgross domestic produ€t.

%9d. “Relationship of the Worker and the Firm” asks fbkowing questions:
(1) What benefits are available to the worker? Can the relationship be terminated
by either party without incurring liability or peltg? (3) Does the worker perform
similar services for others? (4) Are there anyeaments prohibiting competition
between the worker and the firm while the workepésforming services or during
any later period? (5) Is the worker a member afnion? (6) What type of
advertising, if any, does the worker do? (7) hi tworker assembles or processes a
product at home, who provides the materials antfuasons or pattern? (8) What
does the worker do with the finished product? @w does the firm represent the
worker to its customers? (10) If the worker noder performs services for the firm,
how did the relationship end?

Id.

544,

®2llinois Tri-Seal Prods., Inc. v. United States,336.2d 216, 218 (Ct. Cl. 1965). The
contractual designation of the worker is “very $figant in close cases.” Weber v. Comm'r,
103 T.C. 378 (1994) (stating the receipt of berefilas an important fact in determining
employee status).

%Defining small businesses can be problematic asfiies by industry. Further, some
industries are measured, not by the number of eyepky but by the profits they earn. The
Small Business Administration publishes a comprsivertable listing the required threshold
to be considered a small business by industry. ekample, if you produced soybean, you
would be considered a small business if you eaesdthan $750,000 per year. However, if
you owned a logging company, the threshold wouldh®based on your earnings, but the
number of employees—fewer than 500. 13 C.F.R. 2I¥.(2007), available at

http://www.sba.gov/idc/groups/ public/ documents/domepage/serv_sstd_tablepdf.pdf.

%Small Business Administratiorkrequently Asked Questior@007) http://appl.sba.gov/
fags/fagindexAll.cfm?areaid=24 (last visited Fel2G07).

9d.
%9d.
4.
8.
9d.
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They supplied more than 23% of the total valueeafefal prime contracts in 2085.
They produce thirteen to fourteen times more patgrdar employee than large
patenting firms! They employ 41% of high tech workers such as rexggis and
computer worker& They made up 97% of all identified exporters g@ndduced
28.6% of the known export value in fiscal year 2604

Many employment laws contain threshold provisioasdud on workforce siZé.

In other words, the statute only applies if a compaas a minimum number of
employees® The FMLA, for example, is only implicated if amployer has fifty or
more employee®. The reason for this recognizes a collateral psitjpm advanced
by this Note: that small business owners oftemdbhave the resources to ensure
compliance with complex and elaborate legal stadalar

Employment taxes are applicable irrespective ofntin@ber of employe€§. If a
sole proprietor of a hot dog stand hires one emg@pthat employer must understand
and comply with the same legal requirements for leympent tax purposes as a
corporation such as IBM or Microsdft. Small business owners often do not have
the resources to ensure compliance at the levdarge corporations who have
dedicated human resource departments and spegialibbse job it is to ensure
corporate compliance with employment statéfes.

Not only do small business owners not have theuress to ensure compliance,
they frequently do not have the capital that lacgeporations do to withstand the
unexpected financial burden that comes with an I&Sermination of non-
compliancé’ Paying back taxes and the accompanying finesases that many

Small Business Administratiorfrequently Asked Questior(@007) http://appl.sba.gov/
fags/fagindexAll.cfm?areaid=24 (last visited Fel2G07).

id.
4.
4.
"see suprdart Il.

For example, FMLA only applies to employers witftyfior more employees. 29 U.S.C. §
2611 (2000). Title VII applies to employers witlftéden or more employees. 42 U.S.C. §
2000e (2000).

"®SeesupraPart Il.

"'SeegenerallyCRAIN & HOPKINS, supranote 6.
8SeesupraPart II.

°Crain,supranote 6.

8yd.

8n re Rasbury v. IRS, 24 F.3d 159 (1Tir. 1994). Billie Rasbury built a successful
logging company in Alabama. In 1989, the IRS ranlyoselected Rasbury’'s business for
audit and examined his company over the years 188%/7, 1988. The IRS employed the
20-factor test and determined that Rasbury hadlasisified many of his employees as
independent contractors. His business was ass§464¢502.69 in back employment taxes.
Rasbury eventually prevailed in the action citingharity that supported his contention that
tree cutters in the logging industry were considénelependent contractors. The court stated
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businesses simply cannot absérhf they can, the cost may limit their profits as
to eliminate any incentive to be exposed to th& tlsat comes with owning a
busines$?

V. SECTION530—A SAFE HARBOR

There is a safe harbor provision for employers Wwaee misclassified employees
as independent contractors. Section®32@lows employers to claim relief from
retrospective and prospective liability, so long @ employer meets three
requirements: reporting consistency, substantiresistency, and a reasonable basis
for the classificatio> Section 530 was first added to the Internal Raee@ode
(IRC) nearly thirty years ago with the passageéhefRevenue Act of 1978, but it was
not until amendments included in the SBJPA in 1888 it became the safe harbor
provision that employers know tod&y.

With the passage of the SBJPA, the IRS changaablisy regarding when § 530
is implicated® Prior to 1996, a tax examiner would first begiithwthe twenty-
factor test to determine if the workers were empts§? After 1996, however, § 530
became the first step in all cases involving worklessificatiorf® Consequently, §
530 can grant an employer freedom from tax ligbitiefore a determination as to
worker status is even made, even if the IRS latecidds the employer has
misclassified the employees as independent conns2t

that the IRS “lost about every way it could loséd’ at 163. Despite the victory, Rasbury’s
business was forced to file bankruptdg.

82d.
8.

84Section 530 of the Revenue Act of 1978, as amenidetechnically not part of IRC,

although it is often included after IRC section B@&0). It was originally meant to be
temporary. The Tax Equity and Fiscal Responsybifitt of 1982, however, extended it
indefinitely. Section 530(e) was last amended i861By the addition of § 1122 of the Small
Business Job Protection Act of 1996 (H.R. 3448).

8see generallfRevenue Act of 1978, Pub. L. 96-600, § 530, 92. 2885(as amended by
Pub. L. 96-167, 93 Stat. 1278 (1979); Pub. L. 96;%6 Stat. 3204 (1980); Pub. L. 97-248,
96 Stat. 552 (1982); Pub. L. 104-188, 110 Stat611696)).

8Karns,supranote 52.

8.R.S., NDEPENDENT CONTRACTOR OR EMPLOYEE? TRAINING MATERIALS, 1-5 (1996),
available athttp://www.irs.gov/publ/irs-utl/emporind.pdf [hereifter TRAINING MATERIALS].
Throughout this Note, these training materials Wélreferenced. The IRS disclaims the use
of its training manuals to cite a technical posit@s it was created as an in-house training
manual. Consequently, any reference to the trginiaterials are to be viewed only as how
the IRS trains its workers and not necessarilynasfficial, technical position.

88d.
89d.

%d. It is worth noting that § 530 only applies tesmesses. A business could receive § 530
relief, but that relief does not protect the workéf the IRS determines the workers are, in
fact, employees, the worker may be liable for tipeition of employment taxes.
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A. Reporting Consistency

Any tax returns filed on behalf of a worker must bensistent with the
employer’s treatment of that work&r.For independent contractors, the IRS requires
the employer to file Form 1099, an informationalnfiostating the amount paid to the
contractor during the pertinent yéar.If the employer is to successfully claim a
worker as an independent contractor, he must hisack the informational form for
the worker during the period in questin.

The reporting consistency requirement is well tHated in Murphy v. United
States In Murphy, the taxpayer owned a truck driving comp&hyThe company
hired truck drivers and the billing clerk as indegent contractors for federal
income tax purposes. After the IRS determined that Murphy’s workersreve
employees and not independent contractors, thea$sssed $203,319.73 against
the company for unpaid federal employment and utheyngent taxes for a period of

“IRevenue Act of 1978, Pub. L. 96-600, § 530(a)(1)(B)Stat. 2885.
92MaNUAL, supranote 10, § 4.23.6.8.
%Revenue Act of 1978, Pub. L. 96-600, § 530(a)(1)0B)Stat. 2885.

Example 1
C owns a small insurance agency. Four times a @eanails information
packets to all current and prospective clients.n@pleys four high school
students to stuff envelopes. Each is paid $400rdats the students as
independent contractors. No Forms 1099 were fitedHe $400 paid to each
student. Section 530 relief will not be deniedtba basis of failure to file
required information returns. C is NOT “requiredfite” information returns
because the $600 threshold has not been met.

Example 2
In 1992, C increased the number of mailings to faee year and raised the
payment to the students to $750. C continued tat tiiee four students as
independent contractors. In 1992, no Forms 109@ \itled for the $750 paid
to each student. All required information returrerevfiled for 1993, 1994, and
1995. C would not be entitled to relief for the929year as the “required”
information returns were not filed. However, C nsiyl qualify for section 530
relief for the subsequent years.

Example 3
R corporation has 30 workers whom it treated agpeddent contractors in
1995. You requested copies of all Forms 1099 fikdtl the IRS and found none
were filed. The due date for these filings has @as¥ou discuss this with the
controller, who states that R corporation forgofil® Forms 1099 but will see
that they are prepared and filed next week. R a@tpn should have filed
Forms 1099 with the IRS by the end of February,6199 order to qualify for
the relief provisions of section 530. However, iE&poration has other workers
for whom Forms 1099 were filed, section 530 reledy be available with
respect to those workers. You should continue ganéation and consider the
relationship between the 30 workers and R corpamati

TRAINING MATERIALS, supranote 87, at 1-6.

941993 U.S. Dist. LEXIS 1540@8V.D. WI Oct. 22, 1993).
95
Id.
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five years® Murphy paid the taxes, but later sued for refuctiming § 530
relief.”” The court held that Murphy was not entitled t63® for the sole reason that
the company failed to file Form 1089.

There is some forgiveness, however, for businesisas mistakenly file the
wrong typeof Form 1099° Businesses that file the wrong type of Form 168ght
not lose § 530 eligibility, so long as the mistakas in good faitH®

B. Substantive Consistency

An employer cannot treat one worker as an indepgrm®tractor and another as
an employee when they both perform the same fumétto The IRS Training
Manual instructs examiners that “[a] substantiaiigilar position exists if the job
functions, duties, and responsibilities are sulisthy similar and the control and
supervision of those duties and responsibilitiessabstantially similari® Actually
determining work that is substantially similar teron the facts of each case, but tax
examiners are instructed that “[w]orkers with sfiaintly different, though
overlapping, job functions aret substantially similar.”(emphasis addét).

A well known case implicating substantive consisieis Vizcaino v. Microsoft
Corp.!® In Vizcaing Microsoft hired numerous workers as independentractors
to work on specific projects and to fulfill variodsities including production editing,
proofreading, formatting, indexing, and testiffy. These employment arrangements
often lasted more than two yea?s. Perhaps most damning to Microsoft, the court
stated that “Microsoft fully integrated [the workgrinto its workforce: they often

d.

d.

%d.

9*TRAINING MATERIALS, supranote 87, at 1-7.

10d. at 1-7.

1%Revenue Act of 1978, Pub. L. 96-600, § 530(a)(3)Seat. 2885.

192rRAINING MATERIALS, supranote 87, at 1-9.
103g,

104120 F.3d 1006 (9th Cir. 1997ee alsdnst. for Res. Mgmt., Inc. v. United States, 22 Cl
Ct. 114 (1990) (holding no safe haven was availéeemployment tax treatment of any
worker who was treated as an independent contréfcthie business treated any worker
holding a substantially similar position as an emypk for employment tax purposes).
Further, the following example is illustrative:

V corporation’s 1992 returns were examined andai found that 100 workers, all
doing the same job, were being treated as indep¢ncintractors. The examiner
discovered that five of these 100 workers werel988, treated as employees while
they performed substantially the same job as in2199 corporation cannot claim
relief under section 530 in 1992 for any of the®6 Workers because of inconsistent
treatment of workers as employees in 1988.

TRAINING MATERIALS, supranote 87, at 1-14.

105%izcaing 120 F.3d 1006.
108g.
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worked on teams along with regular employees, sgathe same supervisors,
performing identical functions, and working the samore hours®’ Since the

independent contractors were, in substance, beewed like and performing the
functions of employees, the IRS determined thay there employees and not
independent contractors, which resulted in a suokisla judgment against
Microsoft 108

C. A Reasonable Basis

An employer must have some reasonable Hadir treating the worker as an
independent contractdl’ A reasonable basis includes reasonable relian@ny of
the following: a judicial precedeft: the results of a past audit of the taxpay&ar
a long-standing recognized practice of a signifiemyment of the industry?

197d. (quoting Vizcaino v. Microsoft Corp., 97 F.3d 1182,90 (9th Cir. 1996) (Vizcaino
1)).

1084,

1%%Boles Trucking, Inc. v. United States, 77 F.3d 48th Cir. 1996) (holding where the
business has the initial burden of proof in demmutisty that it is entitled to relief under §
530). But seeRevenue Act of 1978, Pub. L. 96-600, § 530(e)(2)Sgat. 2885, which shifts
the burden of proof to the IRS if two requiremesnts satisfied: (1) the taxpayer establishes a
prima facie case that it was reasonable not ta &neandividual as an employee; and (2) the
taxpayer cooperates fully with reasonable requiesis the examiner; McClellan v. United
States, 900 F.Supp. 101 (E.D. Mich. 1995) (holdmat if the taxpayer came forward with
an explanation and enough evidence to establistmapfacie grounds for a finding of
reasonableness, then the burden shifted to the ttRSerify or refute the taxpayer’'s
explanation).

1108 530(a)(1)(B).

144d.; § 530(a)(2)(A). The judicial precedent categmiudes a published ruling, technical
advice memorandum or private letter ruling with pext to the individual or specific
taxpayer under examination.

1124.: § 530(a)(2)(B). This means a prior IRS audithef taxpayer in which employment tax
deficiencies were not assessed for amounts paidemorholding positions substantially
similar to that held by the worker in question.illastrate:

U corporation’s federal income tax return for 1988 examined in 1991 and the
status of two workers who were paid by the corponatis independent contractors
was not questioned. U corporation’s 1992 federabiine tax return was examined in
1994 and the status of 45 workers holding positisabstantially similar to the
positions held by the two workers treated as inddpat contractors in the 1989 return
was questioned. The failure to raise the issuehé 1991 examination of the 1989
return has created a prior audit safe haven forlthmorporation. U corporation can
continue to treat the 45 workers as independentractors as well as any others who
perform substantially similar services provided tibker requirements of section 530
are met.

TRAINING MATERIALS, supranote 87, at 1-22.

113 530(a)(1)(B). This is a long-standing recognipeaktice of a significant segment of the
industry in which the worker is engag&ke generallysen. Inv. Corp. v. United Stated23
F.2d 337 (9th Cir. 1987).
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1. Judicial Precedent

The first way an employer can assert a reasonass tior treating a worker as
an independent contractor is by reliance on a jadprecedent. Such reliance must
be deemed reasonable, which generally means thdadls in the case relied upon
must be similar to the business’s situatitin.In demonstrating that the business
reasonably relied upon the judicial precedent thergdent must have necessarily
been decided prior to the employer treating the kexnsr as independent
contractors®

There is no minimum threshold number of cases, keweequired to establish a
precedent'® Reasonably relying on just one case is sufficierdlaim § 530 relief,
assuming the other prongs are mét.Further, existing case law that adopted an
opposing decision to the same issue the employiedraepon will not defeat the
employer’s reasonable basis for treating a workesiraindependent contractdf. It
is critical to note, however that the types of sage employer can reasonably rely
upon are limited!® Only federal court decisions and revenue rulingsrpreting the
IRC can satisfy a reasonable basis based on judiceedent®® An employer
cannot claim safe haven based upon reliance cat@burt decisiott

2. Prior Audit

Tax examiners are instructed that reliance on ar ridit is the easiest way an
employer can establish § 530 refi&f. If the IRS has inspected a business’s books
and records, the business will be able to clairhitheas subjected to a prior audfit.

It is worth noting, however, that in order to claamreasonable basis because of a
prior audit, a company must maintain the same tfpwork relationship with the
workers it had at the time of the autfit. If the relationship between the business and
the workers is substantially different from thatigbhexisted at the time of the relied
upon audit, the safe haven will not apHly.Additionally, evidence of a prior audit,
by itself is insufficient to establish a reasonab#esis'®® Establishing a reasonable
basis based on a prior audit requires that the @yaptelied on the prior audit in

H4TRAINING MATERIALS, supranote 87, at 1-24.
9.

8.

1l7|d.

18y,

19q.

120rRAINING MATERIALS, supranote 87, at 1-24.
244,

1224, at1-19.

1234, at1-20.

1244,

1299,

126TRAINING MATERIALS, supranote 87, at 1-22.
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treating workers as independent contract&rsProving reliance, however, does not
impose a terribly high burdéf® Tax examiners are instructed that in order toasho
reliance, “the business need only show that theesadass of workers currently under
consideration was treated as independent contgadiming the period covered by

the prior examination#

3. Industry Practice

The third way an employer can claim a reasonaldesbs by reliance on a “long-
standing recognized practice of a significant segnoé the industry in which such
individual was engaged® The IRS described this type of reasonable basithe
one which causes the most controversy between dagi#s and the governmeht.”
The language of this provision lends itself to delss it leaves open definitions for
what constitutes “industry,” “long-standing,” ansignificant segment”.

The IRS teaches its examiners that an industryeégaly consists of businesses
located in the same geographic metropolitan are&hwvbompete for the same
customers®? A prominent case illustrating “industry” General Investment Corp.
v. United Statesin which the court held that an industry can bmitéd by
geography® In General Investmenthe company (“GIC”) was a mining company
that operated a small gold and silver mine in Anzt* As was common practice in
the county, GIC hired Mexican nationals as independontractors to operate the
mine** GIC claimed that the workers did not want emptogeatus as they did not
want their employment taxes taken out of their pap&’*® GIC further argued that
if they were to treat them as employees, they wawdtl be able to hire enough
workers to operate their mine as hiring workergmployees would be an undesired
aberrational practice within the courfy.

127| d

128, at 1-24.

1294,

130Revenue Act of 1978, Pub. L. 96-600, § 530(a)(2)62)Stat. 2885.
13'TRAINING MATERIALS, supranote 87, at 1-26.

132The following is provided in IRS training materials an explanation:
[TIhe landscaping industry will generally consist lbusinesses within a single
metropolitan area. However, if the area includely one or a few businesses in the
same industry, the geographic area may be extetwd@ttlude contiguous areas in
which there are other businesses competing forséme customers. If businesses
compete in regional or national markets, the geugraarea may include the
competitors in that region or throughout the Unit8thtes. For example, the
commercial film production industry competes inadional market.

Id. at1-26.

133323 F.2d 337 (9th Cir. 1987).
134,
139,

¥94.
1874
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The IRS audited GIC and deemed the company’s werteebe employees and
assessed over $83,000 in back tafesThe company paid the taxes and afterward
sued for a refunéf® The issue in the case largely turned on how tbinele
“industry.”*® The IRS argued that “industry” should be basedational practices,
whereas GIC contended that its industry was limftethe County** Indeed, GIC
was a small operation and did not mine outsidecthenty’*> The court agreed with
GIC’s argument and allowed “industry” to be limiteéd the geography of the
county#?

Although what constitutes a “long-standing” praetics also debatable, and
depends on the facts of each case, examiners siradted that “a practice that has
existed for ten years or more shoualldvayshbe treated as long-standing.”(emphasis
added)** IRS training manuals offer an appropriate hyptitaé to illustrate the

issue of “long-standing”:

Business A, the first business in the industry,ametp sell its product in
1989, treating all of its salespeople as independentractors. Business
B, the second business to enter the industry estédid operations in 1991.
Business B copies Business A’s treatment of itskexs as independent
contractors. Business B cannot obtain section Zd@fr because two
years of industry practice do not constitute a lstanding recognized
practice. However, if Business A had been treatwwgrkers as
independent contractors for a ten-year period leelRursiness B began its
operations and its independent contractor treatntbatindustry practice
created by Business A is long-standing for purposksietermining
whether Business B is entitled to section 530 féffe

Understanding “significant segment” of an industrsty be the least troublesome
portion of the “industry practice” argument for ttemsonable basis prong because of
an amendment to 8§ 530 in the SIBPA. Prior to 1996, neither § 530 nor its
legislative history provided helpful instruction & what a “significant segment”
meantt*’” However, amendments to § 530 established a thicesif twenty-five
percent as constituting a significant segment ofnalistry**® Even still, there is a
discretionary range below twenty-five percent wirerean examiner may deem a

138,

13%Gen. Inv., 823 F.2d 337

140,

14g,

142|d.

143,

144TRAINING MATERIALS, supranote 87, at 1-27.
149,

149d. at 1-31.

147| d

1484,
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practice a “significant segment” of an industrypyided the segment of the industry
is more than de minimis. It is worth noting tha¢ twenty-five percent comprising a
significant segment of an industry cannot incluske émployer in questiof?

4. Other Reasonable Bases

Although relying on judicial precedent, a prior @udr industry practice are the
main avenues for claiming a reasonable basis,RBehas intimated that these bases
are not exhaustivE® Further, there are cases where courts have ainieat other
reasonable basé8. Additionally, the legislative history indicatebat Congress
intended the reasonable basis prong to have brepatication’®> Section 530
legislative history states, “[g]enerally, the bitants relief if a taxpayer had any
reasonable basis for treating workers as other #maployees. The committee
intends that this reasonable basisdoastrued liberally in favor of taxpayets?
Examiners are cautioned, however, that “[flailutessatisfy one or more of the
conditions for eligibility for section 530 reliefr& not cured by the requirement of
liberal construction of the reasonable basis reguént.*>* Further, businesses have
the initial burden of proof in establishing theyatify for relief under § 536%° This
burden, however, can shift to the government if tdogpayer establishes a prima
facie case that it was reasonable not to treandividual as an employee and the

taxpayer “cooperates fully with reasonable requiesta the examiner:®®

D. Section 530 Relief

If the three requirements in § 530 have been #disho assessment against the
employer will be made and she may continue to themtworkers as independent
contractors, even if the IRS later determines tbekers have been misclassifid.

If, however, the workers are deemed employees awydoae of the three § 530
prongs is not met, the safe harbor will not agflyThis may be problematic because

94.

150MaNuAL, supranote 10, § 4.23.6.13.5. “A taxpayer who failsmieet any of the above
safe havensnay demonstrate some other reasonable Hasigot treating the worker as an
employee.” (emphasis added). Additionally, thedigive history of section 530 indicates
that “reasonable basis” should be construed libeiralfavor of the taxpayer. H.R. Rep. No.
95-1748, pt. 1, at 633 (1978).

1515ee generally In réicAtee, 115 B.R. 180 (Bankr. N.D. lowa 1990) (halglithat reliance
on the advice of an attorney or accountant maytitates a reasonable basis); Queensgate
Dental Family Practice, Inc. v. United States, NaCV-90-0918, 1991 U.S. Dist. Lexis
13333 (M.D. Pa. 1991) (finding a decision by thatStDental Board that dentists were
independent contractors of unlicensed businesocatipns to be a reasonable basis).

152H.R. Rep. No. 95-1748, pt. 1, at 633 (1978).
153,

154TRAINING MATERIALS, supranote 87, at 1.16.
19d. at 1-17.

156,

157| d

1%8Revenue Act of 1978, Pub. L. 96-600, § 530(a)(1)6R)Stat. 2885.
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there are situations where equitable relief is appate, but the facts preclude its
application’® The CSP purportedly exists to reduce taxpayeddmrwhen the
employer does not qualify for § 530 reliéf.

V. THE CLASSIFICATION SETTLEMENT PROGRAM

The CSP is an opportunity for early settlement whanemployer is unable to
claim complete relief under § 530, which oconten at least one of the three § 530
criteria is not met®® It follows that there are three scenarios wheee@GSP may be
implicated: reporting and substantive consisteneyraet, but there is no reasonable
basis for treating workers as independent contragtbreporting consistency and
reasonable basis are met, but lacking substantivisistency®® and substantive
consistency and reasonable basis are met, butitheeereporting consistenc$

A. Implementing the CSP

Executing the CSP is explicitly detailed in theelmal Revenue Manu#t The
tax examinef® begins with an assessment of whether the empliqyalifies for §

1%%For example, a business may have consistently ¢edhpiith IRS requirements, but failed
to file the appropriate tax forms one year. Eveough the business had been compliant
before and after the year in which they failedil®, they will be barred from receiving safe
harbor for that year.See alsdGeneral Investmen823 F.2d 337 (holding the business was
not entitled to § 530 relief for the year it failagfile information returns).

1805eeRevenue Act of 1978, Pub. L. 96-600, § 530(a)(1)6R)Stat. 2885.

18I ANUAL, supranote 10, § 4.23.6.2. When an IRS examiner sekedisisiness for an
employment tax examination because of the treatroérertain workers as independent
contractors, the examiner must first determine hethe business is entitled to relief from
retroactive and prospective liability for employrhéaxes under § 530 of the Revenue Act of
1978. To qualify for relief, the business must mbete requirements: reporting consistency,
substantive consistency, and reasonable basis.

162d. § 4.23.6.13.
1639,
1644.

%9d. § 4.23.6.1. The CSP establishes procedures wmdeptional classification settlement
program that will allow businesses and tax exansiteresolve worker classification cases as
early in the administrative process as possiblth thie goal being to reduce taxpayer burden.
The procedures are also intended to make suré ueliter § 530 of the Revenue Act of 1978
is adequately and correctly applied where appleabhder the CSP, examiners will be able
to offer businesses under examination a workersifleation settlement using a standard
closing agreementld.

1%6d. § 4.23.6.5. The Internal Revenue Manual dessribe examiner’s duty as follows:
The IRS examiner must begin by determining whether business is eligible for
relief under section 530 for the examination ydfathe business is not eligible for
relief under section 530, the examiner must irét@atsingle year examination. The last
year audited is generally arbitrarily chosen asydar of examination. If the examiner
determines that no reclassification issue exibes QSP procedures will not apply.

If the examiner determines a reclassification isdoes exist, examiners will then
consider whether CSP applies. If the examinatiatiuttes a proposal to reclassify
workers as employees and the taxpayer has timely fequired Forms 1099, a CSP
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530 relief*®” If the employer qualifies for relief, she is alled to continue the
employment practices without a tax assessrféntf, however, the employer does
not qualify for 8 530 relief, the examiner will theletermine whether the workers
are employees or independent contractdrs. Determining worker status is
accomplished according to the IRS’ method of emiplgpythe common law control
test!’® If no reclassification issue exists, no tax assest is mad&? If, however,
there is a reclassification issue, the examinen thest determine whether the CSP
appliest”” The CSP will apply if the employer has failed gatisfy either the
reasonable basis requirement or the substantivestency requirement? In either
situation, however, reporting consistency must ettt Simply put, the untimely
filing of Form 1099 will act as an automatic baiG8P settlemenit®

offer should generally be made (refer to the IR¥346.8, Cases Excluded from CSP,
for cases which are specifically excluded from CSP)

To determine which CSP offer, if any, is approgjatxaminers should follow the
procedures in IRM 4.23.6.13, Procedures for CSR. &taminer will need to consider
the facts and circumstances of each case and m&&Parecommendation to their
group manager for approval. The recommendation kéllmade on a Settlement
Memorandum, as described in IRM 4.23.6.14.1.

The final decision regarding whether a CSP offeappropriate will be made by the
manager, after a discussion with the examiner ahdraugh review of the case.
Id.

18MaNUAL, supranote 10, § 4.23.6.2.

%84, § 4.23.6.2. In cases where the business cleaglgts the reporting and substantive
consistency requirements and satisfies the reatohalsis test, the employer qualifies for
relief under § 530. No assessment will be madethadusiness may choose to continue
treating its workers as independent contractors.

189d. § 4.23.6.2. |If the business does not meet tlief rerovisions, the examiner must
determine whether the workers are independent actons or employees. As discussed
previously, IRC 3121(d)(2) requires that the isetigvorker classification be resolved using
the common law standard. This requires the IRSx@mine facts and circumstances to
determine whether a business has the right to tdiaed control the details of the
performance of its workers.

105ee suprévart II.
7\ aNuAL, supranote 10, § 4.23.6.5.

172d. § 4.23.6.5. If a reclassification issue doestexixaminers will then consider whether
CSP applies. If the examination includes a proptsaéclassify workers as employees and
the taxpayer has timely filed required Forms 1@9E@SP offer should generally be made.

173d. § 4.23.6.13.3.
744.

19d. § 4.23.6.8. The CSP program is only availabietie worker classification issue. This
precludes cases in which a threshold issue, sutheasature of a payment as dividends or
wages, has not been resolved at the examinatial. leln addition, the CSP program is
available only if the taxpayer timely filed Form89B. If the taxpayer did not timely file
required Forms 1099, CSP is not available evethéoforms were timely filedld.
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B. Potential Settlement Scenarios

There are two settlement offers an examiner caenegpursuant to the CSP, both
of which assume that Form 1099 was timely fl&d.The distinction between the
two offers arises from the degree of certainty&ifi barred from § 530 reliéf’

The first settlement option contemplates a situatichere workers have been
misclassified, Form 1099 was timely filed, but #mployer isdefinitely precluded
from claiming § 530 relief’® This certainty can arise either from a clear
determination that the employer failed to haveasomable basis for treating workers
as independent contractors or the employer failedsatisfy the substantive
consistency prony? In the event it is clear that no § 530 is avddathe CSP offer
is a full tax assessment of the last year of thditaqueriod, along with prospective
compliance’®® While a full tax assessment may not sound likemof a generous
offer, if the audit period was over the course afitiple years, it could prove to be a
mere fraction of the potential assessment.

The second settlement option contemplates a situathere workers have been
misclassified, Form 1099 was timely filed, but gt uincertain if the employer is
actually barred from § 530 reli&f: All examiners must ask the question, “Is the
taxpayer entitled to § 530 relief?” This second settlement offer only arises when
the answer to this question is “mayd&” The ambiguity may arise because of

Further, the CSP program is not available for wodtassification issues that are the subject
of a prior closing agreementd.

179d. § 4.23.6.8. Since it is a requirement that besses file Form 1099, a CSP settlement
offer presupposes such compliance.

"ManuAL, supranote 10, § 4.23.6.13.1. This is inferred from kweguage in the manual
as it states, “[i]f the business meets the sechi®dd reporting consistency requirement but
eitherclearly does not meet the section 530 substantive consistequirement or clearly
cannot meet the section 530 reasonable basisthestffer will be a full employment tax
assessment for the one taxable year under exaomnati” (emphasis added).

4.
4.
1894,

184, If the business meets the reporting consistareguirement and has a colorable
argument that it meets the substantive consistegmpyirement and the reasonable basis test,
the offer will be an assessment of twenty-five patof the employment tax liability for the
audit year, computed using IRC section 3509, ifiapple.

183d. § 4.23.6.5.

183MANUAL, supranote 10, § 4.23.6.13.2. The CSP contains a switie rubric. One
column is entitled, “Is [taxpayer] Entitled to [83@] Relief?” The rubric literally lists
“maybe” as the determination to this question rasglin a twenty-five percent tax
assessment for one year.

Are the Workers Were Forms 1099 Is Tax Payer Entitle | Type of CSP Offel
Employees? Timely Filed? to § 530 Relief?
1. Yes Yes Yes Tax Payer's Optign
2. No Yes/No N/A None
3. Yes No No None
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several reasons, including an ambiguous judiciahiop the employer agreed
upon;® or because it is unclear if it is a practice ofignificant segment of the
industry?® Under the second settlement option, the empliayeonly assessed
twenty-five percent of one year of the audit periaong with prospective
compliance'®®

If settlement is appropriate for the reasons staabdve, the examiner is
instructed that a CSP offer “should generally” badet®” While it is not mandatory
to extend a CSP offer, an examiner must commeth@CSP in any case involving
a determination that a worker was misclassitfd.The examiner should explain
why an offer was made and what course of actiontakesn in the alternativé® If
an offer was made, the offer must be approved gyoap managef® The group
manager is delegated the authority to approve GfPsdo ensure that correct and
consistent CSP determinations are mate.

4. Yes Yes No One Year Tax

5. Yes Yes Maybe 25% Tax

1895eeLambert’s Nursery and Landscaping v. United Ste88¢ F.2d 154 (5th Cir. 1990).
In Lambert Lambert’s Nursery periodically hired landscapingrkers as independent
contractors. It relied upon a prior judicial rirthat recognized occasional janitorial
workers as independent contractors. The IRS arggathst the analogy, but the appellate
court sided with Lambert's Nursery, stating thag¢ tmanner of employment between the
janitorial workers and the landscaping workers wiasilar enough that Lambert's Nursery
could have reasonably relied on the judicial preced

1855ee generally General Investir@f3 F.2d 337.
184\1aNUAL , supranote 10, § 4.23.6.2.

18d. § 4.23.6.5. This automatically excludes thosesavhere Form 1099 was not filed as
well as others the examiner deems to not be apiptepr

1889, § 4.23.6.11.

189d. The exact language in the manual states, “[ojncase involving a determination that
a worker was misclassified, the examiner must contrae CSP. The examiner should fully
explain in his/her work papers that CSP was constjevhether or not an offer was made,
what type of offer was made, if any, and whyd

1999, § 4.23.6.4.

15pecific group managers are delegated the authiorisign the CSP closing agreements.

This authority should be exercised with care tauemgorrect and consistent determinations

are made. The following is a description of grongnagers’ duties under the CSP:
CSP settlements are intended to simulate the sethét would be obtained under
current law, if the businesses accepting thoseffad instead exercised their right to
an administrative and/or judicial appeal. Settleteeshould not be made simply to
expedite case closing. In addition, all group ngam& must ensure that settlement
offers are not made in an effort to induce busiegess change worker status when
independent contractor status is correct, or winentéaxpayer is clearly entitled to
section 530 relief.

Group managers must ensure that the evaluatiorhether the business was entitled
to section 530 relief and the examination of thekeo classification issue for a year
was completed and fully developed to support thenghk in classification. An offer
should not be made if additional audit work is rezbtbr the year.
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VI. SHORTCOMINGS OF THECSP

While the CSP was a step in the right directios,ptesent form is inadequate
because it unnecessarily precludes settlementeiretient of untimely filing of tax
forms, it grants too much discretion to the examia@d its settlement options are
too few.

On December 21, 2004, members of the tax sectiothef American Bar
Association (ABA) submitted a letter to the Comrinagr of Internal Revenug?
The letter outlined twelve substantive areas thatdcbe improved in the CSP, along
with numerous minor editorial recommendatioiis. While the ABA's letter is
largely beyond the scope of this Note, there atated area$® Specifically, the
ABA made explicit recommendations with respecthe filing requirement of Form
10997 While this Note agrees with many of the ABA’s saumendations, key
distinctions must be made between this Note's aspumand the ABA's
recommendations regarding the timely filing reqoiest.

A. Untimely Filings

The CSP unnecessarily precludes settlement whem H@&99 has not been
timely filed. The CSP is not available “if the tmyer did not timely file required
forms 1099 . . . even if other forms were timelgdi™® Although some scholdf$

Examiners should be advised that the examinatiorthfe year must be completed
before a settlement offer can be approved. Thisdn may require group manager
communication with the taxpayer, if an offer haseatly been discussed by the
examiner. It is important that the group managessk with examiners to assure that
premature offers are not made.

It is crucial that taxpayers are treated consistemder CSP. Group managers are
responsible for assuring that examiners make offeappropriate cases, explain the
terms and conditions clearly to taxpayers, andextiy apply the settlement provisions
so that taxpayers who are similarly situated rexdive same CSP offer. Group
managers should also work with examiners to exglarbenefits of CSP to taxpayers.

Id. § 4.23.6.4.

199 etter from American Bar Association, Section ofx@ton, to the Honorable Mark W.
Everson, Commissioner of Internal Revenue (Decenigr2004) (on file with author),
available at http://www.abanet.org/tax/pubpolicy/2004/041221@uait [hereinafter ABA
Letter].

1994,
1994.
199g.
198\ ANUAL, supranote 10, § 4.23.6.8.

¥Harrington,supranote 51, at 87. Harrington further writes:
In the independent contractor area, Congress Hawatedged that a problem exists
with the Service’'s intensive audits of the busiessserved by independent
contractors. Section 530, enacted as a temporaasune in 1976 to ameliorate the
situation then, is now a permanent provision. #iesatisfaction with both § 530 and
the unwieldy subjective common law test indicatat th more certain and objective
approach is needed. The best approach is forehacs to focus its efforts on seeing
Form 1099 is consistently filed by the businesssings independent contractors’
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argued for emphasis on the filing of Form 1099 novjle a clear, objective criterion
for determinations, this condition of CSP settletnelevates form over substance
and should be abandoned.

Concerning the requirement of timely filing Form980 the ABA makes three
recommendations, all of which seek to clarify—naidify—the current CSP. First,
the ABA recommends the IRS clarify that “non-isstmf IRS Form 1099s by an
employer disqualifies it from the CSP for only thosorkers for whom the Form
1099s were not filed.” The second recommendagdhat the IRS clarify that “non-
issuance of Form 1099s to workers for whom no F&f099s were required (e.g.,
incorporated entities) does not disqualify an eryptofrom the CSP for those
workers.” Finally, the ABA recommends that the I8&rify that:

[L]ate-filed Form 1099s may be considered “timeljed” if they
represent a de minimis number of all Forms 1099ifoan auditor
concludes that any late filing was due to inadverte excusable neglect,
or good cause, that the late-filing taxpayer adtedood faith,and that
the taxpayer filed the Form 1099s prior to any emttfrom an IRS
examiner

This Note does not disagree with these recommeortdatbut argues that they do
not go far enough. The ABA seeks only for the lBS8larify existing CSP policy in
this regard. It does not suggest modificationdie RBA recommendations offers
support only to those taxpayers who have filedrtRerms 1099 late. Nowhere in
the recommendations does it recommend modificatiothe CSP to include some
relief to those small business owners who havedatib file Forms 1099 altogether
beforecontact from an IRS examiner.

The CSP does state, however, that “a de minimisréito timely file Forms
1099 should not affect the taxpayer’s eligibilior CSP.” To illustrate the point, the
manual offers the following example:

Your recent review of a retail outlet revealed tévegpayer had treated one
class of 150 workers as independent contractorst ivispected Forms
1099 and determined that all required Forms 109%e wenely filed
except for three which were missed by the procgsdepartment. Here
the taxpayer’s failure to timely file a de minimisimber of Forms 1099
would not indicate that the taxpayer has clearljedathe reporting
consistency requirement. You will continue your lgsia to determine
whether the taxpayer meets the substantive consistand reasonable
basis test®

Here, the example illustrated two percent faillateras an acceptable failure to
timely file a de minimis number of Forms 1099. §Jhéxample is inherently
problematic because it places a higher burdenasite of the business decreases.
If the same number of Forms 1099 were not timdgdfi-three—but the number of

services along with matching the Form 1099s with itdependent contractors’ tax
returns.
Id.

198ABA Letter, supranote 192, at 3 (emphasis added).
199MiAaNUAL, supranote 10, § 4.23.6.13.1.
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employees were reduced by half, the rate would ldouBt a more extreme level, if
an employer has hired four independent contracodsfails to not timely file just

one of these, the failure rate is at twenty-fivecpat. The mathematical reality is
that the CSP permits a greater number of non-camiplactivities for larger

companies than smaller ones.

1. An Equitable ApproachMedical Emergency Care Ass’n. v. Commissioner of
Internal Revenue

Since the CSP exists before the court process; tharo case law that speaks to
it directly. Section 530 case law, however, igringtive. In 2003, the United States
Tax Court held inMedical Emergency Care Ass'n. v. Commissioner térial
Revenughat the untimely filing of information returns doaot preclude petitioner
from qualifying for relief pursuant to § 53%. Medical Emergency Care Association
was a medical service corporation that contractégth ®hicago area hospitals to
furnish professional emergency medical servicesfalidime physician staffing™
The corporation hired physicians to staff hospéalergency rooms as independent
contractorg® Hiring physicians as independent contractorsrimlar situations was
a longstanding, recognized practice of a signifiecgment of the emergency room
industry?®  Additionally, the contractor physicians, or anther worker in a
substantially similar position, were never treaascemployee®”

Although Medical Emergency Care Association demmast that it had a
reasonable basis for treating the physicians aspieiddent contractors and treated
them substantively consistent with that classifoogt it failed to timely file the
correct informational tax retud®® Because of Medical Emergency Care’s
deficiency in reporting consistency, the IRS detesd that § 530 was not
appropriate and notified the company that the warkehould be reclassified as
employees and that they were liable for back empkat taxes for its physician
contractors® The court stated that the primary issue in taiseowas whether timely
filing is required by § 53&""

The court based its decision on two related pdfit&irst, the language of § 530
speaks to failing to file forms altogether, notimaly filings2® Second, the IRC
contains an explicit penalty regime for untimeliinfys; therefore, a timely filing

209120 T.C. 436, 445 (2003).

044, at 437.

2034, at 437-38.

2034, at 438.

204,

209led. Emergency Card20 T.C. 436, 438.
2094, at 441.

209d, at 440.

208,

2094, at 443.
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requirement should not be implied into § 530 sdoalar relief to a tax payer who
has filed the correct form, albeit |&8. The court stated:

Nothing in the language or legislative history etson 530 leads us to
the conclusion that denial of section 530 reliefswaeant to be an
additional penalty for the failure to timely filenformation returns,
particularly under the circumstances in this castather, as discussed
above, section 530 was enacted to protect taxpayems having to
litigate the status of individual workers under tlowmmon law
employment rules. The Commissioner is entitledetguire timely filing
and to impose a penalty, when appropriate, foufaito timely file, but
not the penalty he seeks to impose Rére.

2. Medical Emergency Carand the CSP

If the CSP does not abandon the requirement ofitingy filing of Form 1099,
the decision irMedical Emergency Carendermines the very purpose of the CSP’s
existence. The CSP was created to reduce taxpayden in situations where an
employer is precluded from § 530 relieMedical Emergency Carbeld that the
timely filing of tax forms does not bar an employfeom § 530 while the CSP
requires the timely filing of tax fornfé? If the CSP is to provide taxpayers an
opportunity for settlement when no § 530 relief daen achieved, it is patently
illogical to maintain a higher standard in the GB&n exists in § 530.

B. Limited Settlement Options

The CSP provides too few settlement opti#sAlthough the manual states that,
“under the CSP, a series of graduated settlemdatsofvill be available?** in
reality, no such series of graduated settlemermrsféxists® There are only two
offers an examiner can extend in accordance wah8P: (1) a full tax assessment
for one year®® and (2) a tax assessment of twenty-five percerdnef year!’ In
both cases prospective compliance is also reqéifedVhile a series of graduated
settlement offers is exactly what the situationlscdbr, two possible offers are
insufficient to qualify as a series of graduatettlement offers.

2194,

2. at 444.

212d. at 445.

213IaNUAL , supranote 10, § 4.23.6.13.3.
29d. § 4.23.6.13.1.

2194,

2184,

2I'MANUAL , supranote 10, § 4.23.6.13.1.
2184,
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C. Discretion of Examiner

The CSP allows too much discretion on the parhefexaminer in determining a
CSP settlement offer. The examiner must makecatitieterminations throughout
the examination process. The CSP rightfully grants the examiner some Hity
in tailoring the process to an individual businasst states that “[e]very settlement
offer will be based on a full examination of thetfaand circumstances for the year
under examination?®® Despite the necessary flexibility, however, th8PCgrants
too much discretion to the examiner in severalsarea

First, the CSP retains too much discretion in dagidvhether a CSP should be
made after it has been determined that the empleyaigible. The language in the
examiner’'s manual states that “[i]f the examinatiocludes a proposal to reclassify
workers as employees and the taxpayer has timely fequired Forms 1099, a CSP
offer should generallybe made? While this language seems favorable to
employers, it is, in fact, too vague and shouldbended because it leaves open the
possibility of the examiner withholding a CSP sattent where the employer may
qualify.

Perhaps the most problematic area where the exaimm@setoo much discretion
involves what the manual refers to as the “reasendiasis argument® A
reasonable basis argument exists when an empl@agesdtisfied the reporting and
substantive consistency prongs, but there is sdeputg over the basis for treating
the workers as independent contractéts.As stated previously in this Note, a
reasonable basis can be based on a judicial precederior audit, a long-standing
practice of a significant segment of the industfy.

These reasonable basis arguments are consideggdaity the most difficult®®
and require “significant development and legal aese.’®® An often occurring

2%The manual lists the following responsibilitiesaathering to the examiner:
The IRS examiner will first determine whether thesiness is eligible for relief under
section 530 for the examination year. Where theirtass is not eligible for relief
under section 530, the examiner will initiate agfinyear examination. Generally, this
will be the most recent filed year.

If the examiner determines that no reclassificaigsue exists, the CSP procedures
will not apply.

If a reclassification issue does exist, examinei$ twen consider whether CSP

applies. If the examination includes a proposaktdassify workers as employees and
the taxpayer has timely filed required Forms 1% SP offer should generally be
made.

To determine which CSP offer, if any, is appromjatxaminers should follow the
procedures in IRM 4.23.6.13, Procedures for CSP.
MANUAL, supranote 10, § 4.23.6.5.

#9d. § 4.23.6.13.

224, § 4.23.6.5 (emphasis added).
#7d. § 4.23.613.5

223,

2see suprfart IV.C.

22%\MIANUAL , supranote 10, § 4.23.6.13.5.



478 CLEVELAND STATE LAW REVIEW [Vol. 56:451

argument is that of a long-standing practice of igniicant segment of the
industry?”  The examiner must determine, in his own judgmeviiat “long-
standing” means, as well as “significant.” If thercentage of the industry treating
workers as independent workers is over 25%, isigriificant.” There is discretion,
however, if the percentage is slightly below 25%.The direction the manual
provides in this regard is that “significant” istrgatisfied if “the percentage of the
industry treating workers as independent contradtomore than de minimis but less
than 25%and less than what the examiner considers signifi¢iit This Note
recognizes that the discretion granted the exantiaes is favorable to an employer
because it allows the examiner to determine a ptage as “significant” that may
fall below the 25% threshold, provided that thecpatage is not de minimt§ It
may, however, lead to inconsistent results to hdexations from the bright line
rule, 25%, based on what someone thinks as signific

VII. POSSIBLESOLUTIONS

The CSP should abandon its requirement for thadfilof Form 1099 as an
essential prerequisite for participation in the CSR this regard, the reasoning in
Medical Emergency Carshould be applied to the CSP in two scenariosmeaty
filings and no filings. The court iMedical Emergency Car#atly rejected the
requirement fottimely filing, but stated that filing, albeit late, waslIstequired?°
The CSP explicitly requires timely filing+ while § 530 has no such provision and
the Tax Court has held that timely filing is notjuered for § 530 relief®? Since the
CSP operates only when 8 530 relief has not beer imis absurd to impose a
higher standard in the CSP than exists in 8 53@x. titis reason, the requirement of
the timely filing of informational tax returns sHdbe removed from the CSP. This
proposal only affects untimely filings, not the qalate failure to file.

Complete failure to file informational forms, hovesy should not act as a total
bar to CSP settlement opportunities. As statddedical Emergency Card¢he IRS
has a penalty regime for filing non-compliariée.It would be more in keeping with
the intent of the CSP—to settle issues early iratth@inistrative process to eliminate
taxpayer burden—to allow the penalty provisiondhia Internal Revenue Code to
operate exclusively and not use withholding a C8Rlesnent as an additional
penalty. Moreover, the CSP allows for recovery mwhen employer has no
reasonable basis for treating an employee as apémdient contractor. With respect
to no filings, this Note proposes a CSP settlenoérat tax assessment for one year,
the same settlement offered to parties who havenmit either of the other two
categories of § 530 relief.

29,

22ITRAINING MATERIALS, supranote 87, ail-26.

228\ ANUAL , supranote 10, § 4.23.6.13.5 (emphasis added).
29,

2%ed. Emergency Card20 T.C. 436, 444.

2\ aNUAL, supranote 10, § 4.23.6.13.8.

Z2\led. Emergency Card20 T.C. 436, 444

3y,
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The CSP should also expand its current potentifér®fto reflect a more
graduated series of offers as well as to accommosiznarios where an employer
has failed to file Form 1099. Instead of using® %s a dichotomous indicator of
relief, it would be reasonable to base CSP setii¢mwiéers on the elements achieved
within § 530%* Basing settlement offers on the elements of §t6@0an employer
has met could yield a truer graduated series adreffprovided greater weight is
given to different elements.

For example, if an employer has timely filed Forf92 and they have a
reasonable basis for treating the worker as arpignident contractor, a settlement of
fifty percent tax assessment of one year would réwan employer’s legitimate
reliance on either a judicial precedent, a priadiawr a significant segment of the
industry. If, however, the employer has no reablinbasis for treating employees
as independent contractors, though he has estathlishbstantive consistency, an
offer of a tax assessment of one year would beogpjate, as exists under the
current CSP.

Additionally, settlement offers should be created accommodate scenarios
where an employer has either failed to file Forn@d@ltogether, or has filed the
forms untimely. In the event of an untimely filing full year tax assessment would
be appropriate because any information sought eyiR®S by Form 1099 has been
received. If, on the other hand, an employer hidsd to file Form 1099 entirely, the
IRS should impose a penalty, but still allow alsetent offer of one year. Further,
it should be noted that if an employer has untimfilgd Form 1099, but has
established substantive consistency and has anaalsobasis, followingMedical
Emergency Carethe employer would qualify for § 530 relief, amuld have no
need of the CSP.

The IRS should also make CSP offers mandatory rfgsl@yers who qualify for
CSP participation. At present, offers are gengratlade, but there is still the

Z4The following table reflects a more graduated set& settlements and allows for CSP
participation despite failure to file Form 1099.

Are Workers | Forms 1099 Timely Substantive Reasonabl | Type of CSP Offer
Employees” | Filed? Consistency? | Basis?

1. Yes Yes Yes Yes § 530 Relief

2. Yes Yes, but untimely Yes No 1 Year Tax

3. Yes No Yes Yes 1 Year Tax + Penalty
4. Yes Yes, but untimely Yes Yes 530 Relief

5. Yes Yes, but untimely No Yes 75% Tax

6. Yes No Yes No None

7. Yes Yes, but untimely No No 1 Year Tax

8. Yes No No No None

9. Yes Yes No Yes 50%

10.Yes Yes Yes No 75%




480 CLEVELAND STATE LAW REVIEW [Vol. 56:451

possibility of arbitrary decisions based on an ex@m or group manager

idiosyncrasies. Making a settlement offer mandafor those who qualify would

eliminate the issue altogether and ensure a manelatdized application of the CSP.
Since accepting a CSP offer is always optional dar employer, it would be

consistent to allow the discretion to be with thapéoyer entirely and have the
settlement offer be mandatory for those who qualify

A. IRS Concerns

The IRS is charged with the collection of fedemmes for the United States
government®® With this charge, the IRS has a legitimate irgene insuring that it
establishes policies and regulations that will Hartthe goal of collecting federal
taxes®® This Note recognizes that eliminating the filingquirement for CSP
settlement may be a concern for the IRS, in thatdy encourage employers to be
less compliant with IRS regulations if they knewnrmmompliance may still be
awarded with a settlement offer.

In their letter to the IRS, members of the ABA &ection addressed these fears
as they encouraged the IRS to be more lenielattérfiled Forms 1099%” The letter
states, “we believe that there should be otherumistances . . . under which a
taxpayer would not lose the opportunity to quafdy the CSP due to late filed Form
1099s. We recognize the theoretical possibilitgt thntentionally non-compliant
taxpayers might try to take advantage of this lmliexception . . . 28 The letter
justifies the risk of abuse by stating that a polid being more permissive for late
filings would “bring more taxpayers into the CSPgnam.?%

Eliminating the filing requirement for CSP settlathecompletely could also
work to bring more taxpayers into the CSP progrdrhe small business owner who
has failed to file Form 1099 has no incentive toect the misclassification with the
IRS under the CSP at present because the emplayes fthe same ultimate
consequences as if he were to take his chancewaihdo be audited. Eliminating
the filing requirement may be an adequate incenfiveemployers to volitionally
correct their misclassification problems if theyekn they could be in a better
situation than they would be in if they were audlite

BYRS, The Agency, lts Mission and Statutory Authoritiittp://www.irs.gov/irs/
article/0,,id=98141,00.html (last visited Feb. 2007).

ZThe mission of the IRS is stated as follows:
Provide America’s taxpayers top quality serviceheyping them understand and meet
their tax responsibilities and by applying the tleax with integrity and fairness to all.

This mission statement describes our role and thdigis expectation about how we
should perform that role. In the United State® @ongress passes tax laws and
requires taxpayers to comply.

The taxpayer’s role is to understand and meet higebtax obligations. The IRS role
is to help the large majority of compliant taxpayaith the tax law, while ensuring
that the minority who are unwilling to comply pdetr fair share.

Id.

Z7ABA Letter, supranote 192, at 3.
g,
299, at 4.
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Additionally, this Note is not proposing a scenavihere an employer who
deliberately committed fraud on the IRS be permiitie participate in a settlement
offer. Substantive consisterityand a reasonable baétsvould be required in the
absence of reporting consistency in order to qudtf the CSP. A posture of
permitting settlement with employers who have tdasimilarly situated workers
consistently and have had a reasonable basis fog do, should allay potential IRS
concerns that employers who have tried to blataciigat the federal government
might be able to participate in the CSP.

This Note agrees with the court Medical Emergency Ca#® that the penalty
regime written into the Internal Revenue Code cetnaa an adequate deterrent for
not complying with IRS regulations. The IRS shouodlly on its penalty scheme
instead of withholding a settlement program thas\vidtended to ease taxpayer
burden as an additional penalty for non-compliance.

It would be in keeping with the IRS’ goal of coltexy federal taxes if it allowed
the existing penalty scheme for failing to file @t forms to act as a deterrent to
employers from misclassifying workers and permitsedtlement offers even in the
absence of filing Form 1099. Such a stance cadladyl bring more employers into
compliance with IRS regulations.

VIIl. CONCLUSION

Correctly classifying workers can be a daunting fas employers of all sizes, as
well as the IRS*® The problem is compounded for small businesseis kivhited
resources to secure adequate legal services toeecsurect worker classificatioft!
When misclassification occurs and an employer ao¢gualify from statutory relief
otherwise, the CSP can be a positive program fmall business to relieve taxpayer
burden where appropriate. However, the CSP is oaate in its present form
because it unnecessarily conditions settlementhenfiting of informational tax
returns®*®* The CSP would more effectively achieve its gofatadieving taxpayer
burden among small businesses by omitting the remgnt of timely filing returns
and allow some degree of settlement in the comjglesence of filing, insofar as the
employer has treated similarly situated workerssigiantly*® and has a reasonable
basig" for treating the workers as independent contractédditionally, more types
of settlement offers should be permitted to allaw & more graduated series of
settlements and extending settlement offers shbalanandatory to all employers
who qualify. By adopting the propositions set liorh this Note, the IRS may
encourage more compliance with IRS regulations.

205ee suprdart IV.A.

25eesupraPart IV.C.

2421920 T.C. 436, 443 (2003).

2435ee supréart lll.

244see generallRAIN & HOPKINS, supranote 6.
2%5ee suprart VILA.

24Revenue Act of 1978, Pub. L. 96-600, § 530, 92. 2885.
247|d.



