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INDEPENDENT CONTRACTORS
STATUS

Representative Jim McDermott (D-WA) has introduced H.R. 3408, The Taxpayer Responsibility, Accountability, and Consistency Act.

The Internal Revenue Service (IRS) employment classification audit activity has increased.

BACKGROUND

As long as there have been employment taxes, tax administrators and taxpayers have been engaged in a dialogue to answer the question “Who is an employee?”

The IRS, faced with the responsibility to make determinations of the status of individuals, uses a “facts and circumstances” approach appropriate with its statutory authority.  Thus it has largely fallen to the courts to determine whether various facts and factors are relevant to the determination of “who is an employee.”  Over time, that body of cases and rulings under our system of jurisprudence is what is referred to as the “common law.”  In 1987, in Revenue Ruling 87-41, the IRS distilled the “common law” into 20 factors.

To deal with the unique circumstances of industries whose practices do not fit within the common law factors, Section 530 of the Revenue Act of 1978 provided a “safe harbor” which is generally stated in the negative:  “Section 530 allows a taxpayer to treat a worker as not being an employee for employment tax purposes (but not income tax purposes), regardless of the worker’s actual status under the common law test, unless the taxpayer has no reasonable basis for such treatment or fails to meet certain requirements.”  One of the “reasonable bases” is a long-standing recognized practice in the industry. This has been a particularly important safe harbor for the promotional products industry.

An important provision of Section 530, that has had an influence on the determination process over the last 30 years, states “No regulation or Revenue Ruling shall be published on or after the date of the enactment of this Act and before the effective date of any law hereafter enacted clarifying the employment status of individuals for purposes of the employment taxes by the Department of the Treasury (including the IRS) with respect to the employment status of any individual for purposes of the employment taxes.”

LEGISLATION

H.R. 3408 would repeal section 530 and replace it with one new safe harbor.  The industry practice safe harbor would be repealed.
In order to qualify for the new safe harbor, taxpayers would need a written determination from the Department of Treasury that the individual (or individuals holding a substantially similar position) was not considered an employee.  Taxpayers could also rely on the safe harbor if the IRS concluded an examination of the individual (or individual holding a substantially similar position) and did not determine that such individual was an employee.  Taxpayers could rely on a letter ruling or an examination that was completed up to seven years prior to the tax period in question.  It requires that taxpayers must have consistently treated workers as independent contractors in order to qualify for the safe harbor.

The current-law section 530 safe harbor would remain in effect for up to one year after the date of enactment of the legislation.

The bill provides individuals (or a designated representative) the ability to petition the IRS for a review of their classification status.

If an individual is reclassified as an employee, the IRS must report that fact to the Department of Labor.

H.R. 3408 makes one significant change that will have an impact on ALL businesses.  Currently, a business must issue a Form 1099 to any other business (service provider) that provides a service to the first business and the service provider receives more than $600 annually from that business.  However, the business is required to issue the Form 1099 only when the service provider is a sole proprietor or partnership.  A Form 1099 does not have to be issued to a corporation.  H.R. 3408 would eliminate the corporation exclusion.  The bill would require any business that receives services from any other business (service provider) and pays the service provider more than $600 annually for those services, to issue a Form 1099 information return to that service provider.  With that comes the responsibility of the first business to obtain and verify the Taxpayer Identification Number from the service provider, including corporations, whether small or large.  If the business does not obtain a correct number from the service provider, the business must institute back-up withholding of 28 percent.

The range of corporations that provide services to the typical small business is vast and could include such services as financial services, shipping and delivery services, technical services, and computer services.

In addition to expanding the Form 1099 requirement, the bill would increase the penalties on the first business for failing to issue Forms 1099 to all the businesses that provide services to it.  The penalty for each Form not issued would increase from $50 to $250 and the maximum total penalties in a year would increase from $250,000 to $3,000,000.  Under current law, there are lower limits for businesses under $5 million in gross receipts that have to issue the Forms 1099.  The bill would increase their penalties.  The maximum penalty would increase from $100,000 per year to $1,000,000.

ACTION REQUIRED

You need to communicate with your Representative.  Because mail no longer gets through to Congressional offices in a timely fashion, you need to call your Representative to get his or her fax number or you need to send an email to your Representative and identify yourself as a constituent in the email header.  The central congressional switchboard number is 202-225-3121.  Ask to be transferred to your Representative’s office.  Explain that you are a constituent and ask to speak to a staff person with responsibility for business issues.  Explain that you would like to discuss the nature of your business and the importance of independent contractors to your business.  If you do not talk with someone with policy responsibility, at a minimum, explain you are a constituent and that you would like their fax number.

You can find the name of your Representative by going to www.house.gov and inserting your zip code in a search engine.  You can even send an email from that webpage.  You may also obtain additional information about your Representative at www.house.gov/house/MemberWWW.shtml.

No matter what the nature of the conversation, follow up the phone call with written communication by fax or e-mail.  Please share copies of your correspondence with PPAI and we would appreciate any report on the results of your efforts.

