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MISCELLANEOUS TAX BILLS II

MONDAY, SEPTEMBER 17, 1979

U.S. SENATE,
SUBCOMMITTEE ON TAXATION AND
DEBT MANAGEMENT GENERALLY,
COMMITTEE ON FINANCE,
Washington, D.C.

The subcommittee met, pursuant to notice, at 9:30 a.m. in room
2221, Dirksen Senate Office Building, Hon. Harry F. Byrd, Jr.,
chairman of the subcommittee, presiding. -

Present: Senators Byrd, Talmadge, Dole, Packwood, and Chafee.

[The gress release announcing this hearing and the bills S. 224,
S. 401, S. 616, S. 687, S. 736, S. 945, and S. 1514 follow:]

[Preee release}

FINANCE SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT SeETS HEARING ON
- MisceLLANEOUS Tax Biuis

Senator Harry F. Byrd, Jr. (I-Va), Chairman of the Subcommittee on Taxation
and Debt Management announced today that a hearing will be held on September
17, 1979, on miscellaneous tax bills.

B 'lf&e. hearing will begin at 9:30 A.M. in Room 2221 of the Dirksen Senate Office
uilding.

The following pieces of legislation will be considered:

S. 224, sponsored by Senators Hatch, Dole, Domenici, Goldwater, Hayakawa,
Helms, Schmitt, Stevens, Thurmond, Tower, and Young, would prohibit permanent-
ly the issuance of IRS regulations on the taxation of fringe benefits. The measure
involves no revenue loss since it would continue current law. However, revenue
estimates showing revenue gains derived from implementation of the proposed
Internal Revenue Service r'lggulations dealing with fringe benefits will be furnished
on the day of the hearing. The bill would benefit taxpayers affected by the proposed
fringe benefit regulations of the Internal Revenue Service.

S. 616, sponsored by Senators Dole and Thurmond, would amend the Internal
Revenue Code to permit an income tax, an estate tax, and a gift tax deduction for
contributions to the construction or maintenance of buildings housing fraternal
organizations. Revenue estimates on this measure will be furnished on the day of
the hearing. The measure will benefit fraternal organizations with building pro-
grams and taxpayers who make contributions to these organizations for building or
maintaining facilities housing the organization.

S. 687, sponsored by Senators Chafee and Pell, which amends the Rhode Island
Indian Claims Settlement Act to provide an exemption from taxes with respect to
the settlement lands and amounts received by a statecontrolled corporation in"
connection with litigation dealing with Indian land claims and to provide a deferral
of capital gains with respect to the sale of settlement lands. Revenue estimates on
this measure will be furnished at the time of the hearing. The measure will benefit

rties to land settlements negotiated in connection with litigation dealing with
ndian land claims.

S. 1514, sponsored by Senators Byrd (Va.) and Warner, which would amend the
Internal Revenue Code with respect to the tax-exempt status of interest on certain

overnmental obligations the proceeds of which are to be used to provide solid waste
isposal facilities. The bill would involve a revenue loss in fiscal year 1980 of $2
million, 1981 of $13 million, 1982 of $39 million, and 1983 of $81 million. The bill

($9]
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would benefit the Southeastern Public Services Authority of Virginia and other
governmental units involved in the collection of solid waste materials and the
conversion of such materials into energy.

It is estimated that as many as 40 projects of this nature may exist throughout

the country.

S. 1736, I'gponsorea:l by Senators Dole, DeConcini, and Matsunaga, which would
amend the Internal Revenue Code to clarify the standards in determining
whether individuals are not employees for pu of employment taxes. Revenue

estimates on the measure will be furnished at the time of the hearing. The measure
is designed to clarify the tax status of individuals as independent contractors and
has broad application to all taxpayers considered to be independent contractors.

S. 401, sponsored by Senator o;nihan, for the relief of the Manhattan Bowery
Corporation, of New York, New York, relieving the corporation of liability for
repayment of Social Security taxes erroneously refunded to its employees. Revenue
estimates on the measure will be furnished at the time of the hearing. The bill will
benefit the Manhattan Bowery Corporation.

S. 945, sponsored by Senators Mathias, Chafee, and Boren, which would provide
that annuity contracts bought by the faculty and staff of the Uniform Services
University of health Sciences, Bethesda, Maryland, be treated as if the University
were a state-funded school or charitable organization and therefore entitled to the
benefits of Section 403(b) of the Internal Revenue Code. Revenue estimates on this
measure will be furnished at the time of the hearing. The measure will benefit the
Uniform Services University of Health Sciences.

Witnesses who desire to bestif&)at the hearing should submit a written request to
Michael Stern, Staff Director, Committee on E:'inanoe, Room 2227 Dirksen Senate
Office Building, Washington, D.C., 20510 by no later than the close of business on
S o 13'121979' Act.—Senator Byrd stated that the Legislative Reo

islative Reorganization Act. nator 8 at the islative a-
nizatgnown Act of 1946, as amended, requires all witnesses appearing before rﬁxe
Committees of Congress “to file in advance written statements of their proposed
testimony, and to limit their oral presentations to brief summaries of their argu-
ment.”

Witnesses scheduled to testify should comply with the followin%emles:

(1) A copy of the statement must be filed by noon the day before the day the
witnesses is scheduled to testify.

(2) All witnesses must include with their written statement a summary of the
principal points included in the statement.

(3) The written statements must be t: on letter-size paper (not legal size) and
at least 100 copies must be submitted by the close of business the day before the
witness is scheduled to testify.

(4) Not more than ten minutes will be allowed for oral presentation.

(5) Witnesses are not to read their written statements to the Subcommittee, but
are to confine their ten-minute oral presentations to a summary of the points
included in the statement. -

Written testimony.—Senator Byrd stated that the Subcommittee would be pleased
to receive written testimony from those persons or organizations who wish to submit
statements for the record. Statements submitted for inclusion in the record should
be typewritten, not more than 25 double-spaced pages in length, and mailed with
five (5) oorgigs bgzOctober 12, 1979, to Michael Stern, Staff Director, Committee on
Finance, m 2227 Dirksen Senate Office Building, Washington, D.C. 20510.
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96TH CONGRESS
18T SESSION ‘S. 224 ‘

To prohibit permanently the iszuance of regulations on the taxation of fringe
. benefits. -

IN THE SENATE OF THE UNITED STATES

JANUARY 25 (legislative day, JANUARY 15), 1979 )

Mr. Hatcu (for himeelf, and Mr. STevens, Mr. Young, Mr. Tower, Mr.
Domenict, Mr. Havakawa, Mr. Heums, Mr. THurMOoND, Mr. Gorp-
wATER, Mr. ScuMirT and Mr. DoLE) introduced the following bill; which
was read twice and referred to the Committee on Finance

A BILL

To prohibit permanently the issuance of regulations on the
taxation of fringe benefits.

1 Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,
That subsection (a) of section 1 of the Act entitled ““An Act
to prohibit the issuance of regulafions on the taxation of
fringe benefits, and for other purposes”, approved October 7,
1978 (Public Law 95-427; 92 Stat. 996) is amended to read

- S v e W

as follows:
I—E®



2 .
1 ‘“(a) IN GENERAL.—No fringe benefit regulation shall

2 be issued in proposed or final form after April 30, 1979.”.
0]
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96Ty CONGRESS
_lst SEBSION S ° 40 1

For the relief of the Manhattan Bowery Corporation, of New York, New York.

IN THE SENATE OF THE UNITED STATES

FeBRUARY 8 (legislative day, JANUARY 1), 1879

Mr. MoyNIHAN introduced the following bill; which was read twice and referred
to the Committee on Finance

A BILL

For the relief of the Manhattan Bowery Corporation, of New
York, New York.

1 Beit enacted by the Senate and House of Representa-
2 tives of the United Stales of America in Congress assembled,
3 That (a}1) notwithstanding any other provisioﬁ of law, any
4 waiver certificate filed by the Manhattan Bowery Corpora-
5 tion of New York, New York (hereinafter in this section re-
6 ferred to as the “Qorporation”), under section 3121 (kX1) of
7 the Internal Revenue Code of 1954 (relating to waiver of
8 exemption from social security taxes by certain organiza-
9

tions) shall be deemed not to be effective, for purposes of the
m—E
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2

1 taxes imposed by section 8101 of such Code, with respect to

2 any wages— '

3 ‘ (A) paid by the Corporation to any employee

4 thereof after December 31, 1972 and prior to April 1,

5 1975, if the Corporation furnishes to the Secretary of

6 the Treasury evidence reasonably satisﬁctory to him

1 that.the Corporation has refunded, prior to February 1,

8 19717, to such employee (or to his survivors or estate)
9 the full amount of the taxes imposed by section 3101
10 of such Code on such wages, or
11 (B) paid after March 31, 1975 and prior to July
12 1, 1977 by the Corporation to an individual as an em-
13 ployee of the Corporation, if the Corporation furnishes
14 to the Secretary of the Treasury evidence reasonably
15 satisfactory to him that (i) such individual was not an
16 employee of the Corporation on June 30, 1978, and (ii)
17 no ahomt of the taxes imposed by section 3101 of
18 such Code on such wages were withheld by the Corpo-
19 ration from such wages.
20 (2)(A) The provisions of paragraph (1)—
21 () insofar as they relate to wages described in
22 subparagraph (A) of such paragraph, shall not become
23 effective unless, prior to the close of the one-year
24 period which begins on the date of enactment of this
25 Act, the Corporation furnishes to the Secretary of the



D ® 3 O e W DD

BN N D AN DN A et ke ed et et ek bk ek ek ek
Ot B W N = O © @ =3 O Ot o W N = O

1

8
Treasury the evidence referred to in such subpara-
graph; or |

(i) insofar as they relate to wages described in

subparagraph (B) of such paragraph, shall not become
effective unless, prior to the one-year period which
begins on the date of enactment of this Act, the Corpo-
ration furnishes to the Secretary of the Treasury the
evidence referred to in such subparagraph.

(B) Whenever the provisions of para.g_raph (1) become
effective with respect to any wages paid by the Corporation
to an employee thereof, no taxes imposed on such wages by
section 8101 of the Internal Revenue Code of 1954 shall be
payable, and no interest or penalty with respect to the impo-
sition of taxes by such section on such wages (or with respect
to the imposition of taxes by such section or section 3111 of
such Code on any wages paid by the Corporétion prior to
July 1, 1978) shall be imposed or collected.

(b)X1) In the administration of titles IT and XVIII of the
Social Security Act, the wages, paid to an individual, to
which the provisions of subsection (a) become effective shall
(except as otherwise is provided in paragraphs (2) and (3)) be
deemed not to constitute ““wages’ (as defined in section 209
of such Act) for purposes of determining—

(A) entitlement to or amount of any insurance

benefit payable to such individual or any other person
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4

on the basis of the wages and self-employment income
of such individual, or

(B) entitlement of such individual to benefits
under title XVIII of such Act or entitlement of any
other person to such benefits on the basis of the wages
and solf-employment income of such individual.

(2) The provisions of paragraph (1) shall not be applica-
ble in the case of any individual described therein (or to any
other person claiming a benefit referred to in paragraph (1)
on the basis of the wages and self-employment income of
such individual) if, on or before the date of enactment of this
Act, such individual dies or attains age 62, or if on such date
such individual is under a disability (as defined in section
216() of the Social Security Act) which began prior to such
date.

(3)(A) The provisions of paragraph (1) shall not be appli-
cable to any individual described therein (or to any other
person claiming & benefit referred to in paragraph (1) on the
basis of the wages and self-employment income of such indi-
vidual), if such individual enters into an arrangement with
the Secretary of the Treasury for paying into the Treasury
an amount equal to the taxes imposed by section 3101 of the
Internal Revenue Code of 1954 on the wages, paid to such
individual, with respect to which the provisions of subsection
(8) have become effective.
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b

(B) The Secretary of the Treasury shall by regulations
prescribe the manner in which such an a.rra.ngeme;lt for pay-
ment by an individual shall be made. Any such arrangement
shall afford the individual a reasonable time in which such
payment shall be made and the amount and time of the in-
stallments which will be made toward such repayment, and
shall contain appropriate conditions to protect the interests of
the United States and to assure equitable treatment to the
individual in the event that the individual fails fully to comply
with the arrangement. ‘

(C) The Secretary of the Treasury and the Secretary of
Health, Education, and Welfare shall cooperate in assuring
that, insofar as is practicabie, each individual who is eligible
to enter an arrangement under this paragraph will be notified
of that fact and given an adequate opportunity to enter into
such an arrangement.

(c) Nothing in this Act shall be construed to relieve the
Corporation of any liability for the payment of the taxes im-
posed by section 3111 of the Internal Revenue Code of 1954
with respect to any wages paid by it to any individual for any
period.

O
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96T CONGRESS
1ST SESSION ° 6 1 6

To amend the Internal Revenue Code of 1954 to allow a deduction for contribu-
tions for the construction or maintenance of buildings housing fratemal
organizations.

IN THE SENATE OF THE UNITED STATES

MagcH 12 (legislative day, FEBRUARY 22), 1979

Mr. DoLE (for himself and Mr. THURMOND) introduced the following bill; which
was read twice and referred to the Committee on Finance

A BILL

To amend the Internal Revenuc Code of 1954 to allow a
deduction for contributions for the construction or mainte-
nance of buildings housing fraternal organizations.

1 Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,
That (a) section 170(c)(4) of the Internal Revenue Code of
1954 (relating to charitable contributions) is amended by
striking out ‘“‘or for the prevention of cruelty to children or
animals’’ and inserting in lieu thereof “for the prevention of

cruelty to children or animals, or, in the case of a contribu-

@ a3 & Ot e W N

tion or gift to an organization described in section 501{(c)(10),
I—E
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2
for the construction or maintenance of a building the principal
purpose of which is to house such organization''.

(b) Section 2055(a)(3) of the Internal Revenue Code of
1954 (relating to estate tax charitable contribution deduc-
tions) is amended by striking out “or for the prevention of
cruelty to children or animals” and inserting in lieu thereof
“for the prevention of cruelty to children or animals, or, in
the case of a contribution or gift to an organization described
in section 501(c)(10) for the construction or maintenance of a
building the principal purpose of which is to house such
organization”’.

(c) Section 2522(a)(3) of the Internal Revenue Code of
1954 (relating to gift tax charitable contribution deductions)
is amended by striking out “art and the prevention of cruelty
io children or animals” and inserting in lieu thereof “art, the
prevention of cruelty to children or animals, and, in the case
of a contribution or gift to an organization described in sec-
tion 501(c)(10), the construction or maintenance of a building
th(: principal purpose of which is to house such organization”.

(d) The amendments made by this Act shall be effective
with respect to gifts or contributions made after the date of

enactment of this Act.

o

53-845 0 - 79 - 2
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98T CONGRESS
18T SESSION ° 68

To

amend the Rhode Island Indian Claims Settlement Act to provide an exemp-
tion from taxes with respect to the settlement lands and amounts received by
the State Corporation, and to provide a deferral of capital gains with respect
to the sale of settlement lands.

IN THE SENATE OF THE UNITED STATES
MagcH 15 (legislative day, FEBRUARY 22), 1879

Mr. CHAFEE (for himself and Mr. PeLL) introduced the following bill; which was

To

Qv e W N

read twice and referred to the Committee on Finance

A BILL

amend the Rhode Island Indian Claims Settlement Act to
provide an exemption from taxes with respect to the settle-
ment lands and amounts received by the State Corporation,
and to provide a deferral of capital gains with respect to the
sale of settlement lands.

Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,
That (a) the Rhode Island Indian Claims Settlement Act
(Public Law 95-395) is amended by adding at the end there-

of the following new sections: o~

oO—E
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2
“EXEMPTION FROM TAXATION

“SeEc. . (a) Except as otherwise provided in subsec-
tions (b) and (c), the settlement lands and any moneys re-
ceived by the State Corporation from the Fund shall not be
subject to any form of Federal, State, or local taxation.

“(b) The exemption provided in subsection (a) shall not
apply to any income-producing activities occurring on the
settlement lands.

“(c) Nothing in this Act shall prevent the imposition of
payments in lieu of taxes on the State Corporation for serv-
ices provided in connection with the settlement lands.

*(d) The exemption provided in subsection (a) as it re-
lates to amounts received by the State Corporation from the
Fund shall not apply if any of such amounts are used for, or
diverted to, any purpose other than—

“(1) the purposes authorized under this Act; or

“(2) investment (but only to the extent that the
invested portion of such amounts is not currvently
needed for the purposes otherwise authorized by this

Act) in—

‘/(A) public debt securities of the United
States,

“(B) obligations of a State or local govern-
ment which are not in:default as to principal or

interest, or
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3
“(C) time or demand deposits in a bank (as
defined in section 581 of the Internal Revenue
Code of 1954) or an insured credit union (within
the meaning of section 101(6) of the Federal
Credit Union Act (12 U.S.C. 1752(6)) located in
the United States.
“DEFERRAL OF CAPITAL GAINS
“Sec. . For purposes of subtitle A of the Internal
Revenue Code of 1954, any sale or disposition of private
settlement lands pursuant to the terms and conditions of the
Settlement Agreement shall be treated as an involuntary
conversion within the meaning of section 1033 of the Inter-
nal Revenue Code of 1954.”.
O
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96TH CONGRESS
18T SESSION ° 736

To amend the Internal Revenue Code of 1954 to clerify the standards used for
determining whether individuals are not employees for purposes of the
employment taxes.

IN THE SENATE OF THE UNITED STATES

MarcH 22 (legislative day, FEBRUARY 22}, 1979

Mr. DoLE introduced the following bill; which was read twice and referred to the
Committee on Finance

‘A BILL

To amend the Internal Revenue Code of 1954 to clarify the
standards used for determining whether individuals are not
employees for purposes of the employment taxes.

=

Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,
SECTION 1. SHORT TITLE.

This Act may be cited as the “Employment Tax Act of
1979”.

SEC. 2. STANDARDS.

(8) IN GENERAL.—Chapter 25 of the Internal Revenue

W =3 & v o W N

Code of 1954 (relating to general provisions relating to the

II—-E
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employment taxes) is amended by adding at the end thereof
the following new section:
“SEC. 3508. ALTERNATIVE STANDARDS ¥#¥OR DETERMINING
WHETHER INDIVIDUALS ARE NOT EMPLOYEES.
“(a) GENERAL RULE.—For purposes of this subtitle
other than chapter 22 and for purposes of chapter 2, and
notwithstanding any other provision of chapters 21, 23, and
24 of this subtitle, if all of the requirements of subsection (b)
are met with respect to service performed by any indi-
vidual—

“(1) such service shall be treated as being per-
formed by an individual who is not an empléyee, and

“(2) the person for whom such service is per-
formed shall not be treated as an employer with re-
spect to such service. h
“(b) REQUIREMENTS.—For purposes of subsection (a),

the requirements of this subsection are met with respect to
service performed by any individual if—

(1) CONTROL OF HOURS WORKED.—The indi-
vidual controls the aggregate number of hours actually
worked and substantially all of the scheduling of the
hours worked.

‘“(2) PLace or BUSINESS.—The individual does
not maintain a principal place of business, or, if he

does so, his principal place of business is not provided
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by the person for whom such service is performed, or,
if it is so provided, the individual pays such person
rent therefor. For purposes of this paragraph, the indi-
vidual shall be deemed not to have a principal place of
business if he does not perform substantially all the
service at a single fixed location. \

*(3) INVESTMENT OR INCOME FLUCTUATION.—

‘(A) The individual has a substantial invest-
ment in assets used in connection with the per-
formance of the service, or

“(B) The individual risks income fluctuations
because his remuneration with respect to such
service is directly related to sales or other output
rather than to the number of hours actually
worked.

“(4) WRBITTEN CONTRACT AND NOTICE OF TAX
RESPONSIBILITIES.—

‘“(A) The individual performs the service pur-
suant to a written contract between the individual
and the person for whom such service is per-
formed—

(i) which was entered into before the
performance of the service, and

“(ii)) which provides that the individual
will not be treated as an employee with re-
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spect to such service for purposes of tha

Federal Insurance Contributions Ac_t. the

Social Security Act, the Federal Unemploy-

ment Tax Act, and income tax withholding

at source; and -

“(B) The individual is provided written
notice, in such contract or at the time such con-
tract is executed, of his responsibility with respect
to the payment of self-employment and Federal
income taxes.

‘‘5) FILING OF REQUIRED RETURNS.—The
person for whom such service is performed files any in-
formation returns required in respect of such service
under section 6041(a).

“(c) SPECIAL RULES.—

“(1) SECTION NOT TO APPLY TO CERTAIN INDI-
VIDUALS FOR PURPOSES OF BSOCIAL SECURITY
TAXES.—For purposes of chapters 2 and 21, this sec-
tion shall not apply to an individual described in sec-
tion 3121(d)(8) (relating to certain agent-drivers, com-
mission-drivers, full-time life insurance salesmen, home
workers, and traveling or city salesmen).

“(2) SPECIAL RULE FOR CONTRACTS ENTERED
INTO BEFORE 1981.—With respect to contracts en-

tered into before January 1, 1981, subparagraph (b}4)
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of this section shall be deemed to be satisfied if such

contract clearly indicates that the individual is not an

employee (either by specifying that the individual is an *

independent contractor or otherwise), provided that the

notice required by subparagraph “(b)(4}B) is given

before January 1, 1981.”,

(b) CLeriCcAL AMENDMENT.—The table of sections for
such chapter 25 is amended by adding at the end thereof the
following new item:

“Sec. 3508. Alternative standards for determining whether individ-
uals are not’employees.”.

SEC. 3. SOCIAL SECURITY COVERAGE.

Section 210(a) of the Social Security Act is amended by
striking out “or’’ at the end of paragraph (19), by striking out
the period at the end of paragraph (20) and by inserting in
lieu thereof *‘; or”, and by adding after paragraph (20) the
following new paragraph:

“(21) Service which, under section 3508 of the

Internal Revenue Code of 1954, is treated as being

performed by an individual who is riot an employee.”.
SEC. 4. EFFECTIVE DATE.

The amendments made by this Act shall apply to serv-
ice performed after December 31, 1979.

O



961H CONGRESS
18T SESSION ° 945

To provide that annuity contracts purchased by the U'niformed Services University
of the Health Sciences shall be entitled to the benefits of section 403(b) of
the Internal Revenue Code of 1954.

IN THE SENATE OF THE UNITED STATES

APRIL 10 (legislative day, APRIL 9), 1979

Mr. MATHIAS (for himself and Mr. BOREN) introduced the following bill; which
was read twice and referred to the Committee on Finance

A BILL

To provide that annuity contracts purchased by the Uniformed
Services University of the Health Sciences shall be entitled
to the benefits of section 403(b) of the Internal Revenue
Code of 1954.

Be it enacted by the Senate and House of Representa-
tives of the United States of America in Congress assembled,
That an annuity contract purchased by the Uniformed Serv-
ices University of the Health Sciences for any employee who
is a member of the civilian faculty or staff of such university
shall, for purposes of section 403(b) of the Internal Revenue

- O Ot W W N =

Code of 1954, be treated as an annuity contract purchased
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for an employee by an employer described in section
501(cX3) of such Code which is exempt from tax under sec-
tion 501(a) of such Code.

SEc. 2. The first section of this Act shall apply to serv-
ice after December 31, 1977, in taxable years ending after
such date. i

o
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18T SESSION S. 1 5 1 4

To amend the Internal Revenue Code of 1954 with respect to interest on certain
governmental obligations the proceads of which are to be used to provide
solid waste disposal facilities.

IN THE SENATE OF THE UNITED STATES

Jury 13 (legislative day, JUNE 21), 1979

Mr. Hagrry F. Byep, JE. (for himself and Mr. WARNER) introduced the following
bill; which was read twice and referred to the Committee on Finance

A BILL

To amend the Internal Revenue Code of 1954 with respect to
interest on certain governmental obligations the proceeds of
which are to be used to provide solid waste disposal facili-
ties.

1 Be it enacted by the Senate and House of Representa-
2 tives of the United States of America in Congress assembled,
8 That section 103 of the Internal Revenue Code of 1954 (re-
4 lating to interest on certain governmental obligations) is
5 amended—

6 (1) by adding at the end of paragraph (4) of sub-
7 section (b) the following: ‘For purposes of subpara-
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graph (E) the term ‘solid waste disposal facility’ in-
cludes any facility which has the function of recovering
materia! from solid wastes and any facility, operated by
or on behalf of the governmental unit, which has the
function of producing gas, heat, or energy directly or
indirectly from the solid waste disposal process and
which is located at the same place as, or adjacent to, &
solid waste disposal facility.”,

(2) by redesignating subsection (g) as (h), and

(3) by inserting immediately after subsection (f)
the following new subsecﬁon:
“(g) FEpERAL USE OF SoLiD WASTE DISPOSAL
FaciLITIES.—An industrial development bond, substantially
all of the proceeds of which are to be used to provide solid
waste disposal facilities (within the meaning of subsection
(b)(4)(E)), shall not be treated as an obligation not described
in subsection (a)(1) solely—

“(1) because a facility or any materials, gas, heat,
or energy that is recovered or results from the disposal
process is to be used by, or for the benefit of, an
agency or instrumentality of the United States Govern-
ment, or

“(2) because the payment of the principal or inter-

est on such obligation is to be derived, in whole or in
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part, from payments by an agency or instrumentality of
the United States Government in respect of such use.”

Sec. 2. The amendments made by the first section of

4 this Act shall apply with respect to obligations issued after
5 June 30, 1979.

o
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Senator Byrp. The hour of 9:30 having arrived, the committee
will come to order.

The Subcommittee on Taxation and Debt Management will con-
sider several miscellaneous tax bills this morning.

The bills to be considered are S. 224, introduced by the Senator
from Utah, Mr. Hatch; S. 401, introducedo‘lg the Senator from New
York, Mr. Moynihan; S. 1616, introdu by the Senator from
Kansas, Mr. Dole; S. 687, introduced by the Senator from Rhode
Island, Mr. Chafee; S. 736, introduced by the Senator from Kansas,
Mr. Dole; S. 945, introducedot:iy the Senator from Maryland, Mr.
‘L}atl}iqs; and S. 1514, introduced by the two Senators from

irginia.

A pamphlet, prepared by the Joint Tax Committee providing
greater detail on each of these measures has been supplied to the
committee and shall be included as a part of the record of the
hearings.

{The material referred to follows:]
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INTRODUCTION

The bills described in this pamphlet have been scheduled for a hear-
ing on September 17, 1979, by the Subcommittee on Taxation and Debt
Management Generally of the Senate Finance Committee.

The pamphlet first briefly summarizes the bills. This is followed
by a description of each bill, setting forth present law, the issues in-
volved, an explanation of the provisions, the effective dates, and the
estimated revenue effects. Also included is the position of the Treas-
ury Department. The summary and description of the bills are in the
numerical order of the bills listed for the hearing.

The bills deseribed in the pamphlet are:

(1) S. 224 (relating to taxation of fringe benefits) ;

(2) S. 401 (for the relief of the Manhattan Bowery Corpora-
tion) ;

(3) S. 616 (relating to deductions for contributions for the con-
struction or maintenance of fraternal organization buildings) ;

(4) S. 687 (relating to the tax treatment under the Rhode Island

Indian Claims Settlement Act) ;

(5) S. 736 (relating to the classification of workers as employees
or independent contractors) ;

(6) S. 945 (relating to annuity contracts purchased by the Uni-
formed Services University of the Health Sciences) ; and

{7) S. 1514 (relating to tax treatment of interest on certain
governmental obligations issued for facilities that convert solid
waste into energy).
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I. SUMMARY

1. S. 224—Senators Hatch, Stevens, Young, Tower, Domenici,
Hayakawa, Helms, Thurmond, Goldwater, Schmitt, and Dole

Taxation of Fringe Benefits

Under present law, gross income generally includes compensation
for services paid in a form other than cash. However, under admin-
istrative practice, some employeé fringe benefits have not been con-
sidered to be includible in an employee’s gross income. \

In 1978, Public Law 95-427 was enacted to prohibit the issuance
of any regulation in final form on or after May 1, 1978, and before
January 1, 1980, providing for the inclusion of any fringe benefit
in ’%ross income under section 61 of the Code.

he bill provides that no fringe benefit regulation shall be issued
in proposed or final form after April 30, 1979.

2. S. 401—Senator Moynihan

Termination of Waiver of Exemption from Secial Security Taxes
Filed by the Manhattan Bowery Corporation

Under present law, services performed for a nonprofit religious,
charitable, educational, or other organization exempt from income tax
are not covered by social security unless the organization waives its
exemption from social security coverage, In general, the bill would
terminate retroactively a waiver of exemption from social security
coverage filed by the Manhattan Bowery Corporation of New York,
New York.

3. S. 616—Senators Dole and Thurmond

Income, Gift, and Estate Tax Deduction for Contributions for the
Construction or Maintenance of Buildings Housing Fraternal
Organizations

The bill would allow a deduction for Federal income, gift, and
estate tax purposes for a contribution or gift to a tax-exempt fra-
ternal organization for the construction or maintenance of a building
which is principally used to house the organization.

4. S. 687—Senators Chafee and Pell

Tax Treatment Under Rhode Island Indian Claims Settlement Act

The bill would provide that the lands received by the public corpo-
ration established pursuant to the Rhode Island Indian Claims Settle-
ment Act would generally be exempt from Federal, State, or local taxa-
tion, except for taxes on income-producing activities and payments for
services made in lieu of taxes. The bill would also provide that private
owners selling land to be conveyed to the corporation pursuant to the
scttlement could treat the sales as involuntary conversions, thus allow-
ing deferral of tax on the gain if sale proceeds are reinvested.

53-8450 - 79 - 3
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5. S. 736—Senator Dole
“Employment Tax Act of 1979”

Under present law, the classification of particular workers as em-
ployees or independent contractors for Federal income and employ-
ment tax purposes generally is determined under common law 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 the result is to be ac-
complished,” their relationship is one of employer and employee.

The bill would provide a statutory “safe harbor” test which, if met,
would result in an individual being classified as an independent
contractor.

6. S. 945—Senators Mathias and Boren

Tax Treatment of Annuities Purchased for Employees of the
Uniformed Services University of the Health Sciences

Present law provides that, if an annuity is purchased for an em-
ployee by an exempt organization described in section 501(c) (3) of
the Code or by a public school system, the employer’s contributions for
the annuity contract are excludable, within certain limitations, from
the employee’s gross income and not subject to tax until the employee
receives payments under the annuity contract.

The bill would extend the same rule to qualifying annuities pur-
chased for the civilian staff and faculty of the Uniformed Services
University of the Health Sciences, which was established by the Con-
gress under the Department of Defense to train medical students for
the uniformed services.

7. S. 1514—Senators Byrd (Va.) and Warner

Tax Treatment of Interest on Certain Governmental Obligations
Issued for Facilities That Convert Solid Waste Into Energy

The bill would permit the issuance of tax-exempt industrial de-
velopment bonds for facilities which have the function of recovering
material from solid waste and any facilities, operated by or on behalf
of a government, which have the function of producing gas, heat, or
energy, directly or indirectly, from a solid waste disposal process and
which are located at the same place as, or adjacent to, a solid waste
disposal facility. In addition, the bill would permit the issuance of tax-
exempt industrial development bonds for solid waste disposal facilities
even though the facility, or any material, gas, heat, or energy that is
recovered or results from the disposal process, is to be used by, or
for the benefit of, an agency or instrumentality of the United States
Government, Further, obligations for such facilities are to qualify for
tax-exempt treatment, although the payment of principal or interest
on the bonds is to be derived, in whole or in part, from payments made
by an agency or instrumentality of the United Sttaes Government,
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II. DESCRIPTION OF BILLS

1. S. 224—Senators Hatch, Stevens, Young, Tower, Domenici,
Hayakawa, Helms, Thurmond, Goldwater, Schmitt, and Dole

Taxation of Employee Fringe Benefits

Present law

Section 61 of the Internal Revenue Code defines gross income as
including “all income from whatever source derived” and specifies
that it includes “compensation for services”. The regulations (§ 1.61-2
(a) (1)) provide that income includes compensation for services paid
for other than in money. Further, the Supreme Court has stated that
section 61 “is broad enough to include in taxable income any economic
or financial benefit conferred on the employee as compensation what-
ever the form or mode by which it is effected.” * In actual practice,
however, the “economic benefit” test has not been rigidly followed.
Thus, where compensation is paid in some form other than cash, the
issue as to taxabﬁfty has been resolved by statutes, regulations, and
administrative rulings which take account of several different factors.

Some fringe benefits, such as the provision of health insurance by
an employer for its employees, are expressly excluded from gross
income by the Internal Revenue Code; others are excluded by leg-
islation outside the Code; and yet other exclusions are based on
judicial authority or on administrative practice. For exampie, some
fringe benefits have been excluded under administrative practice on
the basis of a de minimis principle, i.e, accounting for the benefit would
be unreasonable or administratively impractical, Other items are ex-
cluded due to a combination of valuation difficulties and widely held
perceptions that the items do not constitute income.

In 1975, the Treasury Department issued a discussion draft of
proposed regulations ? which contained a number of rules for deter-
- mining whether various fringe benefits constitute taxable compensa-
tion. Under the principles contained in the discussion draft, some
employee fringe benefits which, as a matter of prior administrative
Hracticc, had not been considered to be taxable compensation would

ave been treated as subject to tax. Other benefits which might be
viewed as taxable compensation would not have been taxed under the
discussion draft’s proposed rules. The discussion draft was withdrawn
by the Treasury Bepartment on December 28, 1976.% Thus, the ques-
tion of whether, and what, employee fringe benefits result in taxable
income to employees generally continues to depend on the facts and
circumstances in each individual case.

! Commisgioner v. Smith, 824 U.S. 177, 181 (1945).
* 40 Fed. Reg. 41118 (Sept. 5, 1975).
* 41 Fed. Reg. 58334 (Dec. 28, 1976).
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In 1978, Public Law 95-427 was enacted to prohibit the Treasury

Department from issuing final regulations, under section 61 of the

e, which would govern the income tax treatment of fringe bene-

fits prior to 1980. The Act further provided that no regulations relat-

ing to the treatment of fringe benefits under section 61 were to be
proposed which would be effective prior to 1980.2 -

Issues

One issue is whether the Treasury Department should be prohibited
from issuing final regulations under section 61 of the Code relating
to the income tax treatment of fringe benefits. A second issue is
whether any prohibition should be for a definite or indefinite period
of time. A third issue is whether the prohibition should extend to the
issuance of proposed regulations or only to retroactive treatment under
regulations proposed during the period of any prohibition but finalized
after the expiration of such period. ‘

Explanation of the bill

The bill would prohibit the Treasury Department from issuing final
or proposed regulations after April 30, 1979, relating to the income
tax treatment of fringe benefits under section 61 of the Code.

Effective date
The bill would be effective upon enactment.

Revenue effect

This bill would continue present administrative practice and thus
would have no effect on budget receipts.

Departmental position
The Treasury Department opposes the bill.

! On September 5, 1979, the Senate approved an amendment to the Treasury
and Postal Service appropriations bill for fiscal 1980 (H.R. 4393) relating to
fringe benefits. The amendment provides that none of the funds appropriated for
fiscal year 1980 (through September 30, 1980) are to be used to issue or admin-
ister regulations providing for the inclusion of any fringe henefit in gross income
by reason of section 61 of the Internal Revenue Code of 1834 unless such fringe
benefit was so included as of July 1, 1978. As amended, the bill, H.R. 4393, was
passed by the Senate on September 6, 1979.

On September 12, 1979, the House Committee on Ways and Means ordered
H.R. 5224 reported. As amended by the committee, this bill would extend the
prohibition on the issuance of fringe benefit regulations, under Public Law 95—
427, until June 1, 1981.
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2. S. 401—Senator Moynihan

Termination of Waiver of Exemption from Social Security Taxes
Filed by the Manhattan Bowery Corporation

Present law

Under present law. services performed for a nonprofit religious,
charitable, educational, or other organization exempt from income tax
under section 501 (a) of the Code as an organization described in sec-
tion 501 (c) (8) of the Code are not covered by social security. However,
an organization may waive its exemption from employment taxes by
filing a waiver certificate (Form SS-15) with the Internal Revenue
Service certifying that it desires to have social security coverage ex-
tended to the services performed by its employees (Code secs. 3121 (b)
(8) and 3121 (k) (1)).

A waiver of exemption from social security coverage (provided by
section 3121 (k) (1) of the Code) may be terminated if the organiza-
tion which has waived its exemption gives two years’ advance notice
in writing (Code sec. 3121(k) (1) (D) ). However, an organization may
not terminate its waiver of exemption in this manner unless it has had
a waiver in effect for a period of at least 8 years.

Background

The Manhattan Bowery Corporation, a tax-exempt organization, was
incorporated under the laws of the State of New York on October 27,
1976. Since its inception, the Corporation has been withholding social
security taxes from its employees’ wages and has been paying these
taxes, along with the employer’s share of social security taxes, to the
Internal Revenue Service.

In 1974, the Corporation became concerned that it might not have
filed a waiver certificate (Form SS-15) waiving its exemption from
social security coverage. Accordingly, the Corporation asked the IRS
to waive the statutory requirements with respect to the filing of a cer-
tificate for waiver of exemption and to credit present and former em-
ployees’ accounts for all quarters for which social security taxes had
been paid. The IRS then informed the Corporation that the Social
Security.Administration would only adjust or revise earnings records
for a limited period of time (i.e., no more than 3 years, 3 months and 15
days preceding the receipt of a notice of error) and that an SS-15 could
be filed with an effective date 5 years subsequent to the date of filing
The IRS also pointed out that all present and former empoyees of the
Corporation would be entitled to make an election as to whether or not
they would concur with the filing of an SS-15 (that is, whether or not
they wanted social security coverage). These employees who elected not
to concur would be entitled to a refund of social security taxes pre-
viously withheld, subject to a three-year statute of limitations on the
period for which a refund could be granted. Likewise, the Corporation
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would be entitled to a refund for the employer’s share of social security
taxes, Furthermore, those employees who received refunds of social
security taxes previously withheld also could elect not to have social
security taxes withheld from future wages, thereby foregoing the bene-
fits of social security covera

On March 31, 1975, the Corporation filed a Form SS-15 with an effec-
tive date of April 1, 1970. Many of the Corporation’s current and
former employees elected to receive refunds of previously paid social
security taxes and some of the Corporation’s current employees elected
to forego social security coverage for future vears.

Between March 31, 1975, when the Form SS-15 was filed, and June
30, 1977, the Corporation did not withhold the employees’ portion of
social security taxes from those employees who elected not to be covered
by social security nor did it contribute the employer’s portion of social
security taxes with respect to wages paid to those employees.

In March 1977, the Corporation found out that it had. in fact. pre-
viously filed a Form SS-15, with an effective date of QOctober 1967. The
IRS, therefore, reassessed the social security taxes which had been re-
funded (except those for the years-1971 and 1972) and demanded re-
payment of those taxes, along with interest and penalties, as of August
2, 1877. The IRS also assessed the Corporation for social security taxes
not collected between April 1,1975 and June 30, 1977,

The IRS has filed a lien against the Corporation and has informed
the Corporation that in the event it is unable to collect the amount of
social security taxes due, it may assess a penalty of 100 percent of the
uncollected taxes against the officers and directors of the Corporation.

Issue

The issue is whether the Manhattan Bowery Corporation should be
allowed to terminate retroactively its waiver of exemption from social
security coverage.

Explanation of the bill

Subject to certain conditions, the bill would terminate retroactively
the certificate for waiver of exemption from social security coverage
filed by the Manhattan Bowery Corporation.

Under the bill, the waiver of exemption of the Manhattan Rowery
Corporation would be deemed not to be effective, for purposes of the
sortion of social security taxes imposed upon an employee (Code sec.
3101). with respect to wages paid by the Corporation to an employee
after December 31, 1972, and prior to April 1, 1975, if the Corporation
furnishes to the Secretary of the Treasury evidence that it has re-
funded, prior to February 1, 1977, to such employee {or to his survivors
or estate) the full amount of the employee’s portion of social security
taxes imposed on such wages. In addition, the waiver would be deemed
not to be effective, for purposes of the portion of social security taxes
mmposed upon an employee, with respect to wages paid by the Corpo-
ration to an individual as an employee after March 31, 1975, and prior”
to July 1, 1977, if the Corporation furnishes to the Secretary evidence
that such individual was not an employee of the Corporation on June
30, 1978, and that no amount of the employee’s portion of social secu-
rity taxes on such wages were withheld by the Corporation.
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Once the t:rovisions of the bill become effective with respect to any
wages paid by the Corporation to an employee, none of the taxes im-
posed upon those wages by section 3101 of the Code (employee’s por-
tion of social security taxes) will be payable. In addition, no interest or
penalty with respect to the imposition of taxes by sections 3101 or
3111 (employer’s portion of social security taxes) of the Code on any
wages pald by the Corporation prior to July 1, 1978, will be imposed or
ccllected. :

The bill provides that, in the administration of titles I1 (Kederal
Old-Age, Survivors, and Disability Insurance Benefits) and XVII1I
(Health Insurance for the Aged and Disabled) of the Social Security
Act, wages to which the bill applies generally will be deemed not to
constitute wages for purposes of (fetermining entitlement to, or
amount of, any insurance benefit payable on the basis of wages and
self-employment income, or entitlement to benefits under title XVIII
of the Social Security Act on the basis of wages and self-employment
income. This provision, however, will not apply in the case of an indi-
vidual (or to a person claiming a benefit on the basis of the wages and
self-employment income of the individual) who, on or before the date
of enactment, (1) dies or attains age 62; (2) is under a disability
which began prior to the date of enactment; or (3) enters into an
arrangement with the Secretary of the Treasury for paying into the
‘I'reasury an amount equal to the employee’s portion of social security
taxes on the wages, paid to the individual, with respect to which the
bill treats the Corporation’s waiver of exemption as ineffective. (The
Secretary of the Treasury is to prescribe by regulations the manner
in which such an arrangement for payment by un individual is to be
made, and the Secretary of the Treasury and the Secretary of Héalth,
Education and Welfare are to cooperate in assuring that each indi-
vidual who is eligible to enter into such an arrangement will be notified
and given an adequate opportunity to do so.)

The bill does not relieve the Corporation of any liability for the
payment of taxes imposed by section 3111 of the Code with respect
to any wages paid by it to any individual for any period.

Effective date

The provisions of the bill relating to wages paid to any employee
after December 31, 1972, and prior to April 1, 1975, will not become
effective unless, prior to the close of the one-year period beginning on
the date of enactment, the Corporation furnishes to the Secretary of
the Treasury evidence that it has refunded to such employee the full
amount of taxes imposed by section 3101.

The provisions of the bill relating to wages paid to an individual as
an employee of the Corporation after March 31, 1975, and prior to
July 1, 1977, will not become effective unless, prior to the one-year
period beginning on the date of enactment, the Corporation furnishes
to the Secretary of the Treasury evidence that such individual was not
an employee of the Corporation on June 30, 1978, and that no taxes
under section 3101 of the Code were withheld from wages paid to
such individual.
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Revenue effect
The Service has assessed deficiencies totaling $182,914.96. This bill
would reduce the deficiency assessment by $91,457.88, which is the sum
of three components. First is the employee share of contributions un-
der section 3101 betwen December 31, 1972 and April 1, 1975. Second,
for individuals not employed by the taxpayer on June 30, 1978 the
bill waives the employee share of contributions, between March 31,
1975 and July 1, 1977, Lastly, the bill waives interest and penalties
with respect to contributions due for these periods for both employee
and employer.
Departmental position
The Treasury Department does not oppose the bill but will recom-
mend minor modifications.
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3. S. 616—Senators Dole and Thurmond

Income, Gift, and Estate Tax Deduction for Contributions for the
Construction or Maintenance of Buildings Housing Fraternal
Organizations

Present law

Under present law, a deduction is allowed for Federal income tax
purposes (with certain exceptions not relevant here) for contribu-
tions to certain specified types of organizations. In the case of contri-
butions to a domestic fraternal society, order, or association, operating
under the lodge system, a charitable income tax deduction is allowed
only if the contribution or gift is to be used exclusively for religious,
charitable, scientific, literary, or educational purposes, or for the pre-
vention of cruelty to children or animals. In the case of the Federal
estate and gift taxes, a transfer or gift to a fraternal society, order, or
association operating under the lodge sYstem is deductible only if
(1) the transfer or gift is to be used exclusively for religious, chari-
table, scientific, literary, or educational purposes, or for the prevention
of cruelty to children or animals, (2) the fraternal society, order, or
association would not be disqualified for tax exemption under section
501(c) (3) by reason of attempting to influence legislation, and (3)
the fraternal society, order, or association does not participate in, or
intervene in (including the g;lblishing or distributing of statements),
an%' political campaign on behalf of any candidate for public office.
n addition, certain types of organizations are exempt from Federal
income tax (other than unrelated business income tax). One of the
types of organizations that is exempt from income tax are domestic
fraternal societies, orders, or associations, operating under the lodge
system if its net earnings are devoted exclusively to religious, chari-
table, scientific, literary, educational, and fraternal purposes and it
does not provide for the payment of life, sick, accident, or other bene-
fits (Code sec. 501 (c) (10) ). Thus, while the net earnings of an exempt
fraternal society can be used for religious, charitable, scientific, lite-
rary, educational or fraternal purposes, a deduction is not allowable
for a contribution to such a society if the contribution may be used for
fraternal purposes. The Internal Revenue Service has ruled that con-
tributions to an organization or fund for the purpose of acquiring,
erecting, or maintaining a building to be used by a fraternal organi-
zation in carrying on its activities are not deductible even though
some of its activities may be of a charitable nature. Rev. Rul. 56-329,

1956-2 C.B. 125.

Issue
The issue is whether a deduction should be allowed for Federal

income, gift, and estate tax purposes for the contribution or gift to a
domestic fraternal society, order, or association, operating under the
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lodge system, for the construction or maintenance of a building which
is principally used to house the organization.
Explanation of the bill
The bill would allow a deduction for Federal income, gift, and
estate tax purposes for a contribution or gift to an organization de-
seribed in section 501(c) (10) for the construction or maintenance of
a building the principal purpose of which is to house the organization.
Effective date
The provisions of the bill would be effective for gifts or contribu-
tions made after the date of enactment.
Revenue effect
It is estimated that this bill will reduce budget receipts by $5 to $10
million annually.
Departmental position
The Treasury Department opposes the bill.
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4. S. 687—Senators Chafee and Pell
Tax Treatment Under Rhode Island Indian Claims Settlement Act

Present law

In 1975, the Narragansett Indian Tribe brought suit against the
State of Rhode Island and private landowners based on the Tribe’s
claims to certain land in Charlestown, Rhode Island. The Tribe argued
that these lands had been alienated by it in 1880 in violation of the
Trade and Intercourse Act of 1790. The Interior Department has held
that the Tribe’s claim is “credible.” Prior to trial, the parties to the
suit entered into a settlement agreement which required both State
and Federal legislation for its implementation. Pursuant to the settle-
ment, the Tribe’s land claims have been extinguished. A public corpo-
ration (which is not a part of the State government) has been created
under Rhode Island law with 5 directors to be appointed by the Tribe
and 4 by State and local officials (the “Corporation”). The Corpora-
tion is to receive 1,060 acres of land now belonging to the State. Also
pursuant to the settlement, a fund of $3.5 million has been established
in the U.S. Treasury for the purpose of purchasing 900 acres of pri-
vately held land in Charlestown at fair market value from its owners.
()})t ions have already been secured on 550 acres of this land. The land,
when acquired by the Secretary of the Interior with the proceeds of
the fund, is to be conveyed to the Corporation.

All land owned by the Corporation is to be held in trust for the
henefit of the Tribe. All of the land contributed by the State, and at
least 75 percent of the land acquired from private owners, is to be
permanently dedicated to conservation purposes. It is anticipated that
the Tribe may use the remaining land in other ways which reflect its
heritage, or to provide housing for poor or aged members of the Tribe.

The settlement agreement further provided “That the parties to the
Lawsuits will support efforts to obtain deferral of both State and Fed-
eral income taxes resulting from the conveyance of privately held por-
tions of the Settlement Lands.”

The Federal Government’s participation in the settlement is under
the authority of the Rhode Island Indian Claims Settlement Act,
passed in 1978. That law provided for the extinguishment of aboriginal
Indian title, creation of the fund for the purchase of the privately
held land, and transfer of that land to the corporation to be formed
under the settlement agreement. It did not deal with any of the tax
consequences of the settlement.* :

' As introduced, the bill (H.R. 12860, 95th Oongress) contained tax provisions
identical to the provisions of §. 687. It is understood that these tax provisions
were eliminated from H.R. 12860 to expedite passage in the brief time which
remained in the 95th Congress after consideration of the legislation in 1978.

While the Federal Government was not directly involved in drafting the
settlement agreement itself, the Administration (through the White House, the
Office of Mapagement and Budget, and the Interior Department), the staffs of
the House Interior and Insular Affairs Committee, the Senate Indian Affairs
Committee, and the staffs of the Rhode Island Tongressional delegation took
part, along with the parties to the settlement agreement, in drafting the 1978
Settlement Act. Thus, these participants supported, with certain exceptions the
entire agreement of the parties, including the tax provisions.
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It is unclear whether, as the facts and circumstances develop, the
Corporation could qualify for general exemption from Federal income
tax (Code sec. 501). Also, the Corporation’s receipt of land in settle-
ment of the Tribe’s damage claim might not be subject to income
taxation,

Gain on the sale of property which is involuntarily converted (e.g.,
sold under threat or imminence of condemnation) may generally
deferred if the taxpayer, for the purpose of replacing the property,
purchases property similar or related in service or use to the converted
property, 1f the cost of the replacement property at least equals the
amount realized in the conversion. (Code sec. 1033.) Generally, the
replacement must occur within 2 years after the first year in which
gain is realized. However, in the case of certain real property held for
groductive use in a trade or business or for investment, up to 3 years

or replacement may be permitted.

Issues

The issues presented by the bill are:

(1) the extent to which the settlement land received by the Corpora-
tion should be exempt from tax;

(2) whether the private landowners who sell land pursuant to the
settlement should be permitted to defer recognition of gain; and

(3) to what cxtent this bill should serve as precedent for the tax
treatment of settlements of other similar suits brought by Indian
tribes in other states.

Explanation of the bill

The bill generally would provide that the settlement land and any
moneys received by the Corporation from the Treasury fund shall not
be subject to any form of Federal, State, or local taxation. Thus, for
example, the Corporation would not realize income on receipt of the
land and the land would be exempt from local property taxes. (An ex-
emption from local property taxes is also provided in the Rhode Island
legislation creating the Corporation.) However, the general exemption
rule would not apply to any income-producing activities occurring on
the settlement lands, and nothing in the bill would prevent the imposi-
tion of payments in lieu of taxes on the Corporation for services pro-
vided in connection with the settlement lands. The bill would not affect
the question of whether the Corporation generally qualifies for exemp-
tion from Federal income taxation.

"The bill contains detailed rules as to the circumstances under which
amounts received by the Corporation from the Treasury fund would be
cxempt from tax. However, under the mechanism actually adopted to
implement the settlement, the Secretary of the Interior will use the
fund to acquire land and will transfer the land to the Corporation,
rather than transferring amounts from the fund to the Corporation
to enable the Corporation to purchase the land directly. Accordingly,
the Committee may wish to delete these provisions since they appear to
be unnecessary.

The bill also would provide that, for Federal income tax purposes,
any sale or disposition of private settlement lands pursuant to the
terms and conditions of the settlement agreement is to be treated as an
involuntary conversion. This would permit the sellers to defer gain
on the sale to the extent allowed by section 1033,
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Effective date
The provisions of the bill would be effective upon enactment. -

Revenue effect

It is estimated that this bill would reduce budget receipts by a
negligible amount annually for fiscal years 1980 through 1983.

Deparimental position
The Treasury Department does not oppose the bill.
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5. S. 736—Senator Dole
“Employment Tax Act of 1979”

Present law

a. Determination of status

Under present law, the classification of particular workers as
employees or independent contractors for Federal income and employ-
ment tax purposes gencrally is determined under common law rules.
Under the common law, if a person engaging the services of another
has “the right to control and direct the individual who performns 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 to be accom-
plished,” the relationship of employer and employee is deemed to
exist.

In the late 1960’s, the Internal Revenue Service increased enforce-
ment of the employment tax laws. As a result, many controversies
developed between the IRS and taxpayers concerning the proper
classification of workers. These controversies affected a wide variety
of workers, including insurance agents, direct sellers, pollsters, oil
jobbers, and real estate agents, If the IRS prevailed in reclassifying a
worker as an eniployee, the taxpayer became liable for employment
taxes (withholding, social security, and unemployment) with respect
to the reclassified workers. In many cases, these reclassifications
involved a large number of workers and several tax years.

b. Employer—employee

(1) Social Security (FICA) tares.—For calendar year 1979,
employers and employess are required by the Federal Insurance Con-
tributions Act (FICA) to pay social security (FICA) taxes of 6.13
percent each on the firs, $22,900 of the employee’s wages, for a maxi-
mum of $1,403.77 cach and a total of $2.807.5¢ per employee.

(2) Federal Unemployment Tax Act (FUTA) taxes.—The FUTA
{ax is levied on covered employers at a current rate of 3.4 percent on
wages up to $6.000 per year paid to an employee. Generally, however,
a maximum 2.7 percent credit is provided to employers who pay taxes
under State unemployment compensation programs. The self-employed
are not taxed by, nor included in, the Fe({eral unemployment compen-
sation program.

(3) Income tax withholding.—In addition to the responsibility for
FI1CA and FUTA taxes, an employer who pays wages to individual
employees must withhold for each pay period a portion of the wages
to satisfy all, or part, of the employee’s Federal income tax.

e. Self-employed individuals

Compensation paid to individuals who are self-emFloyed is not sub-
ject to Federal income tax withholding. Rather, self-employed indi-
viduals must make quarterly payments of estimated tax directly to

L))
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the Treasury. For calendar year 1979, self-employed individuals with
net self-employment earnings of $400 or more are required by the
Self-Employment Contributions Act (SECA) to pay social security
(SECA) tax of 8.10 percent on earnings up to $22,900. for a maximum
SECA tax of $1,854.90.
d. Interim rule: Revenue et of 1978

The Revenue Act of 1978 provided interim relief (until 1980) for
certain taxpayers involved in controversies with the IRS concerning
the proper classification of workers for employment tax purposes, In
general, the Act terminated taxpayers’ potential liabilities for Fed-
eral income tax withholding, social security and FUTA taxes in cases
where taxpayers have a reasonable basis for treating workers other
than as employees. In addition, the Act prohibited the issuance of
Treasury re u'y;tions and Revenue Rulings on common law employ-
ment status before 1980,

Issue

The issue is whether statutory standards should be adopted for use
in the classification of some workers as independent contractors for
emplovment tax purposes.

Explanation of the bill

The bill would create a statutory test for determining whether an
individual would not be classified as an employee. To be an independ-
ent contractor under the bill, the following requirements would have
to be met:

(1) the individual must control the aggregate number of hours
actually worked and substantially all of the scheduling of the
hours worked ; ‘

(2) the individual must not maintain a principal place of busi-
ness, or, if he does so, his principal place of business must not be

rovided by the person for whom such service is performed, or,
if it is so provided, the individual must pay such person rent for
it. For purposes of this requirement, the individual would be
deemed not to have a principal place of business if he does not
perform substantiallv all the service at a single fixed location;

(3) the individual either must have a substantial investment
in assets used in connection with the performance of the service,
or must risk income fluctuations because his remuneration with
respect to such service is directly related to sales or other output
rather than to the number of hours actually worked;

(4) the individual must perform service pursuant to a written
contract between the individual and the person for whom service
is performed which was entered into before performance of the
service, which provides that the individual will not be treated as
an employee for purposes of employment taxes, and which pro-
vides the individual with written notice of his responsibility for
payment of self-employment and income taxes; and

(5) the person for whom service is performed must file required
information returns.

The bill would permit contracts entered into before January 1, 1981,
to satisfy the written contract and notice of tax responsibilities require-
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ment if the contract clearly indicates that the individual is not an em-
: Eloyee and notice of tax responsibilities is provided to the individual
y the payor before January 1, 1981,

The provisions of the bﬁ{l would not apply to individuals who are
designated in Code section 3121(d) (3) as employees (certain agent-
drivers, commission-drivers, life insurance salesmen, home workers,
and traveling or city salesmen).

Effective date

The govisions of the bill would ap‘ply to services performed after
December 31, 1979,

Revenue effect

The revenue loss of this bill cannot be estimated because it generally
affects individuals whose employment tax status under the present
common law rules is the subject of dispute. Therefore, the effect of the
bill on FICA, SECA, and FUTA tax liabilities and any effect of the
bill’s withholding changes on income tax collections are uncertain.

Departmental position

The Treasury Department opposes S. 736, because it would place an
increasing number of workers outside of the existing system of with-
holding and thereby result in significant revenue losses due to the lower
social security tax rate imposed upon independent contractors and the
high rates of noncompliance in the payment of income and social secu-
rity taxes that have been proven to exist among workers who are not
subject to withholding. These revenue losses would be in addition to a
revenue loss of at least $1 billion which the Treasury Department has
estimated exists under present law from high noncompliance by inde-
pendent contractors.
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6. S. 945—Senators Mathias and Boren

Tax Treatment of Annuities Purcl{ased for Employees of the
Uniformed Services University of the Health Sciences

Present law

If an annuity is purchased for an employee by an exempt organiza-
tion described 1n section 501 (c) (3) of the Code or by a public school
system, the employer’s contributions for the annuity contract are,
within certain limitations, excludable from the employee’s gross in-
come and not subject to tax until the employee receives payments
under the annuity contract (sec. 403(b)). Subject also to limitations
generally applicable to tax-qualified retirement plans, the amount
excludable in any year cannot exceed 20 percent of the employee’s
current annual compensation times the number of years of service,
less amounts contributed tax-free in prior years.

In P.L. 92426, Congress authorized establishment (under the De-
partment of Defense) of the Uniformed Services University of the
Health Sciences in order to train medical students for the uniformed
services. This legislation authorizes hiring civilian faculty and staff
members at salary schedules and with retirement benefits similar to
those given to the faculty and staff of medical schools in the Wash-
ington, D.C. area. On July 15, 1975, the Secretary of Defense approved
a tax-deferred annuity program for the faculty, similar to annuities
available at certain medical schools in the Washington area and
throughout the United States. However, because the University is a
Federal instrumentality and is not an exempt organization described
in section 501(c) (3), the annuities do not qualify under present law
for tax deferral pursuant to section 403 (b).

Issue
The issue is whether annuities purchased for the civilian faculty
and staff of the Uniformed Services University of the Health Sciences
should qualify for income tax deferral in the same manner as annui-
ties purchased for employees of exempt organizations described in sec-
tion 501(c) (3) or of public school systems.

Explanation of the bill

The bill would treat otherwise qualified annuities purchased for the
civilian staff and faculty of the Uniformed Services University of the
Health Sciences in the same manner for income tax purposes (sec.
403 (b)) as employee annuities purchased by section 501(3’ (3) orga-
nizations or by public school systems. Any qualified annuity purchased
by the University would be subject to the same limitations as other
annuities described in section 403 (b).

53-8450 - 79 - 4
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Effective date

This bill would apply to annuities purchased for service gerformed
after December 31, 1977, in taxable years ending after that date.

Revenue effect
The bill would decrease budget receipts by less than $1 million per
year.
Departmental position
The Treasury Department does not oppose the bill.
Prior Congressional action

In the 95th Congress, an identical bill (H.R. 126068 passed the
House, but was not acted upon by the Senate Finance Committee or
considered by the Senate,
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7 S. 1514—Senators Byrd (Va.) and Warner

Tax Treatment of Interest Paid on Certain Government Obliga-
tions Issued for Facilities That Convert Solid Waste Into Energy

Present law

Under present law (Code sec. 103), interest on State and local gov-
ernment bonds generally is exempt from Federal income taxation.
However, with certain exceptions, interest on industrial development
bonds* is not exempt from Federal income taxation.

One of the exceptions permits tax-exempt industrial development
bonds for solid waste disposal facilities (Code sec. 103(h) (4) (E)).
While not defined by the Code, the regulations define sohd waste dis-
posal facilities as any property or portion thereof used for the coilec-
tion. storage. treatment, utilization, processing, or final disposal of
solid waste, In addition, the fact that a facility which otherwise quali-
fies as a solid waste disposal facility operates at a profit will not, of
itself, disqualify the facility as an exempt facility. A facility which
otherwise qualifies as a solid waste disposal facility will not be treated
as having a function other than a solid waste disposal merely bceause
material or heat which has utility or value is recovered or results from
the disposal process. Where materials or heat are recovered, the waste
disposal function includes the processing of such materials or heat
which occurs in order to put them into the form in which the materials
or heat are in fact sold or used, but does not include furthe» processing
which converts the materials or heat into other products. For example,
soltd waste disposal facilities includes the cost of facilities used to
burn the solid waste and to convert the resulting heat into steam in a
marketable form. However, the cost of transportation pipes or clec-
trical generation equipment 2 used to convert the steam into clectricity
would not qualify.

In addition, the Internal Revenue Service takes the position that
tax-exempt industrial development bonds cannot be used to finance
facilities that are used by the United States or its agencies. Tax ex-
emption is deried because the bonds would, in substance, be backed by
the Federal Government and, thus, the bonds would be both tax-ex-
empt and Federally insured.

! Under Code section 103(b), a State or local government obligation is an
industrial development bond if all or a major portion of the proceeds are to be
used directly or indirectly in a trade or business of a person (other than a gov-
ernment unit or a tax-exempt organization) and payment of the principal or
interest on the obligation is secured by an interest in, or derived from the pay-
ment with respect to, property used in a trade or business.

* Under present law, tax-exempt industrial development bonds can be used to
finance electrical generation equipment where the facilities are used in the local
furnishing of electric energy or gas. (Code sec. 103(b) (4) (E) ). Local fucnishing
of electric energy is defined generally to mean furnishing solely within two
contigous counties or a city and a contiguous county.
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Issues

The issues are:

(1) Whether tax-exempt industrial development bonds should be
used to finance electrical generation equipment (or other energy-
producing equipment which functions after the energy or materials
derived from solid waste disposal process has been put into its first
marketable form) operated by a govermmment which 1s located on the
same site as, or adjacent to, the solid waste disposal facilities where the
fuel used to power the electrical generation equipment is solid waste,

(2) Whether tax-exempt industrial development bonds for selid
waste disposal facilities should be permitted where the user of the
facilities 1s the United States Government or its agencies.

Explanation of the bill

The bill would make basically two amendments to the provisions
of the Code permitting tax-exempt industrial development bonds for
solid waste facilities. First, the bill defines the term “solid waste dis-
posal facilities” to include any facility which has the function of re-
covering material from solid waste and any facility, operated by or
on behalf of the governmental unit, which has the function of produc-
ing gas, heat, or energy, directly or indirectly, from the solid waste
disposal process and which is located at the same place as, or adjacent
to, a solid waste disposal facility.

Second, the bill provides that industrial development bonds used to
finance solid wastg disposal facilities may be tax-exempt where the
facility or any materials, gas, heat or energy that is recovered or results
from the disposal process is to be used by, or for the benefit of, an
agency or instrumentality of the United States Government or where
the payment of the principal or interest on the bonds is to be derived,
in whole or in part, from payments made by an agency or instrumen-
tality of the United States Government. ’

Effective date
The provision of the bill would apply to obligations issued after
June 30, 1979,
Revenue effect ‘

. It is estimated that this bill will reduce budget receipts by $3 mil-
lion in fiscal year 1980, $14 million in 1981, $39 million in 1982, $81
million in 1983, and $125 million in fiscal year 1984.

Departmental position
The Treasury Department opposes the bill.
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Senator Byrp. The hearing:cwill begin with testimony of Mr.
Donald C. Lubick, Assistant retary for Tax Policy, the Depart-
ment of the Treasury.

I understand that, in addition to the testimony, the representa-
tive of the Department of Treasury will be available throughout
the hearing to answer further questions which may emerge during
the testimony of other witnesses.

Mr. Lubick, you are most welcome, and you may proceed with
your observations.

STATEMENT OF DONALD C. LUBICK, ASSISTANT SECRETARY
FOR TAX POLICY, DEPARTMENT OF THE TREASURY

Mr. Lusick. Thank you, Mr. Chairman.

If you please, I would like to submit the written statement for
the record.

Senator Byrp. Yes. It will be published in full.

Mr. Lusick. I would like to talk primarily about the problem of
independent contractors, Mr. Chairman, and a brief word at the
end about fringe benefits, and then we would be pleased to answer
questions on any of the bills before you.

Senator Byrp. If you would delay a moment, that is, S. 736?

Mr. Lusick. Right, and the fringe benefit bill is 224, if I am not
mistaken.

Senator BYrp. 224, yes.

Which one do you want to discuss first?

Mr. Lusick. S. 736, independent contractors.

We are dealing here, Mr. Chairman, with an area where we have
had a great deal of difficulty in classifying workers as employees or
independent businessmen. The workers involved are in a broad
spectrum of areas of employment; persons performing the same
tasks may be variously classified in those industries as independent
contractors, or employees.

We have cases that involve entertainers, salesmen, construction
wortkers, fishermen. The consequences of classification are signifi-
cant.

First of all, if a worker is classified as an employee he is subject
to wage withholding at graduated rates on the payments that he
receives as compensation.

Second, the taxation of his wages for social security purposes is
different. If he is an employee, the payor of the compensation pays
6.13 percent of the wage base. There is withheld from his wages a
comparable 6.13 percent, making an aggregate payment to the
social security trust fund of 12.26 percent.

On the other hand, if he is an independent contractor, nothing is
withheld by the payor. Nothing is paid by the payor. He files a
return of self-employment tax and pays 8.1 percent. So there is a
different burden.

Thus, there is an incentive in dollar terms to avoid employee
status. There is the savings to the employer of the payroll tax cost
or an avoidance to the worker of the necessity of withholding.

Senator BYyrRp. When you say “payroll tax cost” you are speaking
primarily, I assume, of social security?

Mr. Lusick. That is correct.
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Senator BYRp. By the same token, they do not participate in the
benefits of social security, do they?

Mr. Lusick. No, they get the same benefits, Mr. Chairman, based
upon their taxable compensation. The benefits are identical but the
contribution, the premium, is substantially higher going into the
trust fund if the worker is classified as an employee, because there
is 6.13 percent paid by the employee and 6.13 percent by the
employer, a total of 12.26.

The 8.1 percent self-employment tax was arrived at originally as
a way to more or less equate the fact that the employer who pays
his 6.13 percent gets an income tax deduction for it, whereas none
of the self-employment tax is deductible.

So originally, you had the self-employment tax running at a rate
of 1.5 times taking into account a 50-percent deduction of the
employer portion. It has gotten out of line, although there is a
schedule to bring it back towards that ratio again in future years.

Senator PAckwoop. May I ask a question, Mr. Chairman?

Senator BYRD. Senator Packwood.

Senator PAckwoob. I started to read your statement, Mr. Secre-
tary. Two things.

I am looking at page 2 of your statement. You presume that all
the social security tax paid by the employer, in essence, is really
paid by the employee on the theory that there are that many
wages that that employee gets?

Mr. Lusick. Basically, that is the economic analysis that we
believe is accurate.

Senator PAckwoob. Do you take the same philosphy against any
fringe?benefit that the employer trades off against the wage in-
crease?

Mr. Lusick. I hesitate to say “any.” That is a correct analysis,
because these are costs that the employer takes as a part of his
compensation base. In the long run, they reflect themselves in
lower cash wages.

Senator PAcCKwoob. Second, I see this statistic. I want to make
sure I understand it. Forty-seven percent of the workers whoare
independent contractors report none of their compensation for in-
come tax purposes.

Mr. Lusick. Basically, Senator Packwood, we are dealing with a
study of a selected group of independent contractors, where we
_ have a gray area as to their classification as employees, or inde-
pendent contractors.

The survey did not purport to deal with a plumber who runs
around all day doing various jobs, because nobody has ever serious-
ly considered him to be an employee, but in the type of worker we
are talking about, in the gray area of employee-independent con-
tractor, the study that we undertook this year demonstrated that
47 percent of the workers in this area reported none of their
compensation for income tax purposes. They may have had other
income that was reported, but we are dealing only with the com-
pensation paid to them as workers with respect to where a doubt
arises whether they are an employee or independent contractor.

Senator Packwoop. They reporte«g none of it as income?

Mr. Lusick. That is correct.
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Senator Packwoop. You are not talking about the problem of
social security taxes, but the whole tax structure?

Mr. Lusick. With respect to social security, the zero noncompli-
ance rate was 62 percent. I have some charts that I will ask Mr.
Lerman to unveil here that show the results of this survey.

Do you want to show chart 1 first?

Chart 1 shows the percentage of workers with zero compliance by
the size of their compensation. You will notice that there is a
tendency, as the amounts of compensation get larger, to have a
better, although still not a good rate, of compliance.

You will notice that in the very smallest ranges -we have non-
compliance rates that run over 75 percent.

Senator ByRrp. But practically no money is involved.

Mr. Lusick. There is a lot of money involved, as far as the
overall revenue is concerned. For any one individual, the amount is
not much, but even when you get iuto amounts—take, for example,
the $2,000 to $5,000 compensation, you will have close to 40 percent
noncompliance of persons that are receiviny payments that aggre-
gate between $2,000 and $5,000.

Senator Byrp. Is it not correct that if you eliminate those very
small amounts where you get to $1,000, then the noncompliance
rate would not average any such figure as 47 percent?

Mr. LuBick. Mr. Chairman, I want you to understand that these
are not figures that refer to the incomes of those individuals. It is
not adjusted gross income. They may have other income that puts
them into significant tax brackets, hut the noncompliance problem,
even at $1,000 in that category, $1,000 to $2,000, more than half of
this income—51.5 percent—more than half of this income is not
being reported at all. And when you look at the social security
aspects of it—I do not have that broken down into these catego-
ries—the overall noncompliance, the overall zero compliance rate
with respect to amounts going into the social security trust fund
was 62 percent.

That, of course, is very serious with respect to, in some cases, the
entitlement of low-paid workers to beneifts; they may not get bene-
fits. In any event, it certainly affects the integrity of the fund.

Senator Byrp. If they do not pay into the social security fund,
they do not get the benefits, do they?

Mr. Lusick. That is true if a worker is classified as self-em-
ployed. It is not true if he can establish that he should have been
classified as an employee. :

There i8 some doubt on that score, but that is true. Generally
speaking, if a person is really an independent contractor he may be
cutting off his own nose to spite his face and may end up a welfare
burden, as far as we are concerned, because he does not have social
security.

Senator Byrp. Mr. Secretary, I do not want to indicate, in any
way, that I feel individuals who owe a tax ought not to pay the tax.
I think by all means they should.

My only quarrel with your chart is that you get that overall
figure of 47 percent, which you have been quoting, is achieved by
using de-minimis figures. You are talking about less than $100—I
do not see that that is a matter of grave concern.
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Technically, it should be reported, and I should like to see it
reported; but to talk about changing this whole system just because
of somebody who got less than $100 and did not report it as an
independent contractor, that does not seem to me to be very logi-
cal. When you get into these higher figures, I think you raise some
good points. -

Mr. Lusick. Mr. Chairman, I think if you cross out those first
two lines you have a totally unacceptable noncompliance ratio. If
you are talking about payments of $200 to $500, you have a non-
compliance rate of 66.6 percent. This is zero necncompliance. I am
not talking about total noncompliance, which is even greater. .

If you had a worker who reported half of his income, there is still
some noncompliance. We have not even taken that into account on
this chart.

I might also add, Mr. Chairman, in the survey, there were a
number of workers who went into the original sample that we were
not able to find. We did not count them, either.

The odds are if a worker disappears, a no-show and you cannot
find him, he is not going to have a better record of compliance than
those people whom you are able to place and put your hands on.

What we are trying to show is that these figures indicate a
shockingly high rate of noncompliance that permeates all income
brackets. If you look at persons receiving payments between
$20,000 and $50,000 and you have a noncompliance rate of 11
percent, that is extremely high, and unjustifiable.

If you would look at compliance ratios where we have wage
withholding by employees, you are dealing in the 98-percent com-
pliance bracket.

To have figures where you have payments received between
$1,000 and $2,000 and have more than half of it not reported I
think is a shocking example of noncompliance.

If we move to chart 2 which is a variation of the same theme—
and I would also like to show chart 3—Chart 2 shows that noncom-
pliance by adjusted gross income and again shows these high non-
compliance rates up the iricome scale and chart 3—these charts,
incidentally, Senator Chafee, are attached as exhibits to the state-
ment if you want to refer to any of them which are not on display.

If you look, industry by industry, the only industry that comes in
anywhere near a respectable showing is the insurance industry,
but by and large, we can see that this problem is pervasive all
through industries.

Now, the basic test that has been in effect has been the common
law test involving some 20 factors, designed to determine whether
a worker is an employee or an independent contractor, tests that
were derived from the English common law of master and servant.
We have had great pressure during past years for the Service to
classify workers as employees and for employers to resist that
categorization for the reasons that I explained.

Last year, the committee and the Congress placed a moratorium
and washed out liability with respect to the back years in order to
deal with this problem. The question was raised last year, was
there really a noncompliance problem? Is there a serious problem
that deserves attention? And in response to that, we did this sur-
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vey. We believe that it has been demonstrated conclusively that
there is a problem, and it is not only we who believe this.

Our materials were reviewed by the GAO to give an independent
appraisal of the situation and the GAO has recently concluded its
review of our technique and our survey and has concluded that our
results are an accurate reflection of a very serious noncompliance
problem in this area.

Last year, the industries that were involved suggested that at-
tempts by us to reclassify workers as employees have very serious
consequences aside from the tax law. It could affect their labor
relations if we called them employees for tax purposes. It might
affect how they were treated for labor law purposes. It might affect
workman’s compensation liabilities. It might affect minimum wage
problems.

We have no desire to intervene one way or the other to try to
influence the outcome in areas other than the collection of the
revenue and the security of the social security fund.

Senator PAckwoob. If I may ask a question there so I can under-
stand, on chart 3, the percentage of workers with zero compliance
by industry is 69.5 percent in logging and timber, which is an
industry, I know.

That figure does not mean that 69.5 percent of the people who
work ?in the logging and timber industry. What does the figure
mean?

Mr. Lusick. We are dealing only with those groups of employees
who are in the gray area as to whether they are employees or
independent contractors. For those timber operations where you
have further classification of the workers as employees, I assume
the rate of compliance has probably got to be exactly the same as it
is across the country, roughly 98 to 99 percent.

We are only dealing with those areas where some timber opera-
tors may try to classify their workers as independent contractors,
so that they are not under the law subject to wage withholding.

In the area of that segment of workers, you have a degree of
noncompliance. This is not a figure of noncompliance of all the
workers in the logging industry or any other industry.

Senator Packwoob. It would not include, for example, most of
the people involved in independent contracting, reforestation,
where they bid for the Forest Service or bid on the warehouse or
bid on reforestation and then they go out and plant. They would be
independent contractors?

Mr. Lusick. I am not clear. Are they completely independent
contractors? There has been no question about their classification?
I am not sure.

Senator PAckwoob. I do not think there would be any question,
or for those who cut timber in a certain area for somebody.

Mr. Lusick. Our survey primarily, as I understand it, deals with
timber cutters where you have a company that says we are going
to have 100 people and we will pay you so much a tree, or what-
ever it is, to cut down. You are in an area where they tell them
where to cut and when to show up and they claim you are inde-
pendent contractors.
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As I understand it, there are variations as to how the employers
treat these workers. Some workers, doing the same thing, paid the
same wage, will be classified as employees; others will not.

Senator Packwoop. What I want to know is this. I know the kind
you mean. A major company will contract with X Logging Compa-
ny to cut timber for them. You can have a serious argument as to
whether they are independent contractors or not, but presuming,
as far as the employee contract, or company, is concerned, if they
call them independents and do not withhold anything, you are
telling me that roughly 70 percent of those people who receive
payments from the timber company have not paid any tax on it?

Mr. Lusick. They are not reporting any of this. They are not
paying any tax on this compensation. That is correct.

nator CHAFEE. Mr. Lubick, one problem, it seems to me, is
that, despite what you say on page 2 of your testimony that the
independent contractor’s social security contribution is lower than
the tax for an employee of a corporation, it does not seem that way
to the independent contractor. If he is working for an employer, he
is paying only 6.13 percent.

Mr. Lusick. The direct withholding is less, except that the direct
withholding of 6.13 is based on his direct compensation. The 8.1 is
based on net. He can deduct his expenses. There is some narrowing
of the gap there.

Senator CHAFEE. If he is an employee, presumably he does not
have expenses, or at least they are minimal compared to those of
an independent contractor.

The point that I am making, is that an independent contractor
might feel he ought not to pay this tax because he is really being
discriminated against in that he ends up paying a higher tax than
if he was on a warehouse payroll.

Mr. Lusick. The economics, as I indicated earlier to Senator
Packwood, are that ultimately this is reflected in the amount of
the compensation package to him. The economists have demon-
strated pretty well that the payroll tax that the employer pays, the
6.13 percent, the employer has to take into account as a part of his
wage burden. It may be that somewhere, the difference between
the 8.1 and the 12.26 is split between the employer and the employ-
ee, but certainly the employer, in setting his total compensation
package has to take into account the fact that he makes a payroll
tax contribution to the social security trust fund of 6.13 percent
that is excluded in the income of the employee.

The result, in any event, Senator Chafee, is that premiums being
paid to own social insurance are going in—to the extent that there
is an actuarial tie—are going in at a lower rate.

As I indicated, our first test was to demonstrate that there is a
serious noncompliance problem. It has been reviewed by our spe-
cial study, by our general study of the underground economy, by a
GAO study, and the GAO review of our study. The GAO has
concluded that the most serious area of noncompliance is, indeed,
in the area of self-employed persons, of whom the independent
contractors who are involved in this particular study are a very
significant segment.

At the same time, as I indicated, we do not want to interfere
with business practices and we recognized that the industries in-
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volved wanted to maintain the integrity, or the independence, of
their workers as independent businessmen, and therefore, rather
than pursuing the approach that was being explored last year by
the Internal Revenue Service on audit, of trying to reclassify work-
ers as employees and to get graduated rate withholding, we
thought we would try a different approach that would accommo-
date their needs and, at the same time, help deal with this problem
of massive noncompliance. -

So we suggested that the centerpiece of a program to deal with
this problem ought to be, instead of graduated withholding, instead
of reclassifying these persons as employees, that we would recog-
nize their independent status, but apply a flat rate, 10 percent
withholding. Certainly 10 percent is about as easy a number to
work with in determining the withholding on the wage base as one
could arrive at. It is certainly much simpler than graduated with-
holding that goes up the scale on rates.

Furthermore, in the case of those workers who file with the
payor a certificate stating that they will be overwithheld with
respect to their obligations to pay the 8.1 percent and income tax,
they would be exempted from withholding, so we would not have
overwithholding on those workers.

Furthermore, in the case of those persons who may or may not
present a noncompliance problem but who work, or perform the
same line of services for five or more different payors, we would
exempt them from the system. Essentially we are trying to get the
very serious problem area without achieving Valhalla and trying to
deal with all of the problems.

We are dealing with those cases where a worker is performing
services for four or less payors, so essentially, he looks a lot more
like his brother employee.

At the same time we would strengthen the information report-
ing, and it is my understanding that the industries involved have
not objected to information reporting. Information reporting re-
quires the payor to get the name, the social security number and
the address of the worker, and therefore he has got all of the
information to furnish him with a withholding certificate and an
information withholding certificate. All he has to do is withhold
the 10 percent of the wage base.

So it appears to us that this involves né additional work of any
consequence whatsoever. As a matter of fact, any cost would be
more than compensated by the fact that the payor would have the
use of the withheld funds for whatever period is required until
they have to be paid over to the depositor. And, therefore, we
believe we have come up with a system that the American Insti-
tute of Certified Public Accountants has already said is workable,
it is feasible, it will deal with this noncompliance area. It recog-
nizes the concerns of the industry to maintain the independence
and the system under which they have been operating with respect
to their workers. There really seems to be no reason why we should
not take this step to demonstrate to the American people—to those
people who are fully paying their tax liability because they are
withheld—that we are not going to condone a large segment of our
economy not paying taxes on their compensation and we are going
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to do it in such a way as not to impose burdens on the industries
involved, so as not to affect longstanding relationships.

We believe that this approach will move in that direction and
will be a significant step that this committee can take to show that
all Americans have to bear their share of the burden that we will
not tolerate simple tax evasion or noncompliance, whether it be
deliberate or inadvertent through misunderstanding.

Senator ByrRp. Mr. Secretary, under your proposals, as I under-
stand it, the status of the independent contractor would not be
changed?

Mr. Lusick. That is correct.

We have tried not to disturb that relationship at all. The inde-
pendent contractor would still be different from the employee. The
independent contractor would not be subject to graduated with-
holding. He would be subject, instead, to the 10-percent rate.

And, in the event that we had a situation where the worker was
reclassified as an employee, we have proposed reducing the penal-
ty. Formerly that was a pretty. horrendous step for the employer,
because he became liable for 100 percent of the payroll taxes, the
employee’s share and the employer’s share.

We suggest that if he withholds the 10 percent and it turns out
that he was erroneous, that this fellow should have been an em-
ployee and he should have withheld at a graduated rate, we will
not collect anything more than the employer’s share of the social
security tax that he would have been liable for anyway.

We, in effect, by putting this 10 percent withholding on inde-
pendent contractors believe that we have eliminated the incentive
to misclassify.

First of all, the Service is not going to go out and try to press for
the very doubtful cases because it will not stand to pick up any-
thing significant. The employer is not going to have the incentive
to misclassify because his workers have been subject to withhold-
ing, and perhaps and probably they may owe a difference over and
above the withholding, but that is very different than coming up
with the entire amount.

In that case, we believe that both the industries involved and the
workers will not have the incentive to misclassify. We believe we
will have taken all of the tension out of this problem that allows
the industries to operate without significant cost to them, that
allows us to protect the revenue, and it gives the worker the
information reports that they need to prepare their tax returns.

Really, Mr. Chairman, it looks like a perfect solution, one that
hurts no one and yet establishes the principle of compliance.

Senator BYrp. Mr. Secretary, I think it is very important that
independent contractors pay their just share of the tax burden. I
think that is very important. I think they are obligated to do so,
and they should do so. But now you have stepped up your audits of
indepg’ndent contractors. Do you find that has made a difference,
or not?

Mr. Lusick. The step-up in audit, of course, Mr. Chairman, led to
the terrible difficulties that we had over the past few years and led
the Congress to put the freeze on that is in effect at this time.

Certainly it makes a difference.
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Senator BYRp. If an independent contractor evades taxes that he
is ls(;b}igated to pay, he is subject to penalty just as much as anybody
else is.

Mr. Lusick. That is true, Mr. Chairman. Unfortunately, the
resources of the Service for audit are limited. It is well-known that
the audit coverage of the Service is roughly 2 percent of the re-
turns.

In allocating its resources the Service will tend—although not
entirely—to deal with those areas where the dollar amounts are
the largest. So you will find that the ability of the Service to
allocate resources on audit to solve these problems is just not there.
I do not think you would want the Service to be going around and
chasing hundreds and hundreds of people with respect to $100 and
$200 payments to collect 10 percent of that amount.

It would not be economic. It would be regarded as harrassment
by the Internal Revenue Service. It is a system that we have not
been willing to impose with respect to employees.

Indeed, the withholding system is essential to the self-assessment
system, which is the cornerstone of our tax collections and there is
no reason why the simple flat rate withholding should not produce
the same salutory results in the independent contractor area. It is
really the only way that is practical to deal with this noncompli-
ance problem.

Senator Byrp. Let me ask you one final question. Is it the Treas-
ury’s ultimate, long-range goal to make all workers employees?

Mr. Lusick. No, sir, and we have deliberately avoided that ap-
proach. That is exactly the direction in which we do not want to go
and we think the proposal that we have made avoids that trap and
avoids that approach.

It seems to us, Mr. Chairman, whether a person is an employee
or an independent contractor, whether the law as developed in
ancient England in the 15th century whether the person is liable
for the torts of another has no relevance to an obligation to pay
ft_aag(ziels. That obligation exists, regardless of how a person is classi-

ied.

Therefore, we do not want to interfere with these doctrines of
classification of employee-independent -contractor which may have
meaning in a number of areas, but not in the area of taxation.

Therefore, we have suggested an approach that avoids going
down that road of classifying more people as employees. Let them
be called independent contractors. Let them continue to have that
independence. For all purposes, they will be recognized as such, by
having a separate, flat, 10-percent rate of withholding, easy to
calculate.

Information returns will be given. The whole existing system of
employment will continue in exactly the same way, but yet we
would have solved our revenue problem which has no relevance to
that of the classification problem. We would have eliminated a red
herring from this whole area.

Senator Byrp. What would be the revenue gain?

Mr. Lusick. We have conservatively estimated that we should
pick up at least $600 million from the institution of this withhold-
ing system. We have conservatively estimated that we are losing
over $1 billion in revenue at this time and I want to stress that we
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have tried to be as conservative as possible. It is very likely that
the noncompliance and the loss is much higher than that, but we
have been making this proposal to you to be on the conservative
side. We would be glad to go over that with you.

We have tried to make every assumption on a conservative basis
80 as not to overstate the magnitude of the problem.

Senator BYrp. Senator Packwood?

Senator PaAckwoob. No questions.

Senator BYrp. Senator Chafee?

Senator CHAFEE. A couple of quick questions, Mr. Lubick.

Are you trying to collect social security taxes, or are you trying
to collect income taxes. You are trying to do both?

Mr. Lusick. The latter, both. The 10 percent would be applied
first to the social security obiligations and the balance to the
income tax obligations.

Senator CHAFEE. This $600 million figure, that is the total?

Mr. Lusick. That is the total.

; Sglolator CHAFEE. All of it would not go to the social security
und?

Mr. Lusick. No; It is about two-thirds income tax and one-third
social security.

Senator CHAFEE. It seems to me if you are trying to do both, a 10-
percent figure is probably lower, is it not, except it is on gross?

Mr. Lusick. That is correct, Senator Chafee. It is low. We wanted
to avoid a significant amount of overwithholding. We also believe
that if we get the 10 percent that the worker will have relatively
little difference to put himself—when you take into account his
exemptions and deductions and so on—to put himself to full com-
pliance. And where he has to go from 10 percent to a few more
dollars to be in compliance, the desire to be a law-abiding, compli-
ant citizen will get him that distance. Whereas if you have no
withholding whatsoever and no paper in his hand as to what his
obligations are, even without any regard to evading, it is much
more difficult for a worker to report fairly.

He does not even have—if he is not a recordkeeper—the informa-
tion to report on his return that you have when you go about to
make out your tax return.

Senator CHAFEE. It is important to remember we are not just
talking about the sturdy, independent woodcutter somewhere. We
are talking about some very high-priced independent contractors
here. Of course, all lawyers in a partnership that is not incorpo-
rated, a group that has not chosen to incorporate.

Mr. Lusick. Most of the lawyers, Senator Chafee, would probably
perform work for at least five clients and then we would take them
out of the system. ‘

Senator CHAFEE. I see. 1 was not seeking to defend them. I was
trying to catch them.

Now, I suppose there are some counterarguments. I suppose
those will come from the gentlemen with you at your panel?

Mr. LuBick. The gentlemen with me, I think, have worked hard.
I have put them to work for weeks to think of counterarguments
and they have failed. They have not come up with anything.

Senator CHAFEE. So we can just assume by their silence tnday
that they are in accordance with your views.
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Mr. Lusick. Their silence indicates acquiescence.

Senator CHAFEE. | have no further questions. Thank you, Mr.
Chairman.

Mr. Lusick. Mr. Chairman, may I spend about 1 or 2 minutes on
S. 224, which would permanently extend the prohibition on the
issuance of fringe benefit regulations which is scheduled to expire
this year on December 31, 1979, and which the Ways and Means
Committee has recently proposed to extend to June 1, 1981. This is
a bill which would prohibit the issuance of regulations—it does not
change the statutory rule as to what is included in income and
what is not. The rule still is that compensation paid in kind unless
explicitly exempted, as a number of provisions do, is still taxable.

nator Packwood knows the list. As a matter of fact, he has a
long list of additional ones that he would like to enact into the
substantive law. If one wishes to arrive at that result, I think
enactment of substantive changes in the law is the way to do it,
not riders on appropriations bills or prohibitions on regulations,
but basically the payment of compensation in kind is still taxable.

There is still a recognition that, generally speaking, it is equita-
ble that one pay tax on his compensation received in kind. Indeed,
Senator Packwood’s bill stresses exceptions only where there are
broad, nondiscriminatory plans which I think is a different situa-
tion.

There is also a question of the revenue. If all manner of fringe
benefits are allowed to go untaxed, then we move toward a barter
system. As a matter of fact, on one occasion recently I jokingly
proposed that the way things were moving these days, we ought to
provide an exemption for wages paid in cash as an incentive to get
employers back to that mode of compensation.

But we have pledged ourselves not to make significant changes
in the IRS administrative practice with respect to fringe benefits
and we believe one ought to recognize there are a number of
noncompensatory, business-related types of benefits that ought not
to be taxed.

We do not want to be a nuisance and go after small, de minimis
items that do not cause problems.

Senator Byrp. Now, what do you want to tax. Let’s have a list of
what you want to tax.

Mr. Lusick. What I would like to do, Senator Byrd, is to be free
to undertake a project and to lay it all out in a notice of proposed
rulemaking so everybody can see exactly what we think the rules
ought to be.

nator Byrp. Why do you not present it to this committee, and
we could consider it right now?

Mr. Lusick. I am not prepared to do that right now, because it is
a very difficult question, but I would suggest that this piece of
legislation would prevent us from doing it because it puts a freeze
on us even coming up with proposed regulations.

What I would like to do is come up with the proposed regulaticns
sometime next year, put them out so that——

Senator BYRD. Give it to this committee. Why not make the
proposal to this committee? This is nothing new. Why do you not
have something to present to us now?
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Mr. LuBick. We have been operating under the freeze and as we
started to work on the problem, a few other pressing matters came
along. Since we were under a freeze, there was not any particular
rush to do it, to get it out.

We would like to be able to come out with a proposal, let the
committee look at it, make what changes in the law you think are
appropriate, but we think to have a complete freeze permanently
on our even working on the problem or coming out with any rules
is just going to lead to chaos in administration.

Senator Byrp. What would you think about changing the pro-
posed legislation, that the freeze would continue until such time
you submit your proposal and your proposal is approved by the
Congress?

Mr. Lusick. I think that Congress has the right to change the
law any time it wants. I do not think—we are obligated to enforce
the law as it exists. Whether we have a regulation or not, the
Internal Revenue Service is still obligated to enforce the law. That
means they may be enforcing the law differently in Norfolk, Va.,
from Portland, Oreg., or Peoria, Ill., or Topeka, Kans.

You are going to have different resuits in the situation we have
now; the purpose of a regulation is to let the public know and to
set forth some standards as to what the rules ought to be. It would
go out in proposed form.

Senator ByYRp. I am trying to be helpful to you. I think we are
.entit.le((il to know—the Congress is entitled to know—what you have
in mind.

Mr. LuBick. You are absolutely right. This bill would prevent us
from telling you.

Senator ByRrp. I do not think the bill prevents you from telling
us. If it does, I will introduce an amendment to permit you to tell
us what is going on.

Mr. Lusick. In other words, you would permit us to put out the
proposed regulations?

Senator Byrp. I would permit you to submit the information to
the Congress.

Mr. Lusick. We do that. We traditionally interpret the statute
by putting out the proposed regulations and that has rarely es-
caped the attention of the Congress, and that is really the orderly
way to interpret the statute, which imposes an obligation on us to
enforce it.

We think that is the appropriate way. We are not going to put
anything into effect, either retroactively or without the Congress
having a full chance to pass on it.

Senator Byrp. I do not see why you are opposed to what I have
suggested, if that is the case. ,
Mr. Lusick. I am not sure I am opposing what you are suggest-
ing. I am suggesting that I think we are probably in accord. We
would come out with a notice of proposed rulemaking. The world
would see it. The public would see it. The Congress would see it.

We would not make it effective until a substantial period after it
has been put out, certainly not during 1980.

Senator Byrp. Could you give us some examples of what you
have in mind in the way of taxing fringe benefits.
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Mr. Lusick. Basically, there are two areas that are the problem
areas, Mr. Chairman. They involve payments by employers in kind
of the product of the employer. It might be that General Motors
would decide to compensate its employees by passing out to them
Chevrolets and if that is intended to be compensation, they perhaps
may be taxable on the fair market value.

Senator ByRb. Is that being done now.

Mr. Lusick. It is being done, to an extent.

Senator Byrp. Passing out Chevrolets?

Mr. Lusick. Not totally. Chevrolets, Cadillacs, Buicks, Oldsmo-
Files, at cost. I think that that is one area that is a serious prob-
em.

Senator Byrp. Senator Packwood?

Senator PAckwoobp. Mr. Secretary, you and 1 have discussed this
Ehilosophy for years and I notice that there is one statement in

ere that the IRS is not going to try to collect taxes on inconse-
quential employee benefits. Although this subject, as far as I am
concerned, started 4 years ago when IRS attempted to collect taxes
on the value of the premiums paid on prepaid legal insurance from
members of the Laborers Union and the value of those premiums
were $60 a year and the laborers are not among the higher paid of
the building trades.

I thought that was about as de minimis as you could get, yet that
is where the problem started. In your mind, if you are going to go
that low, as $60 a year, then I can think of very few fringe benefits
that fall under that figure.

Mr. Lusick. I do not know that I want to commit myself at this
time to any appropriate number. That is certainly one of the areas
that is important to study.

I think that we have to know what is an appropriate number and
if, indeed, there is a uniform number, depending on the type of
benefit. The situation that you were dealing with, Senator Pack-
wood, whether I agree basically with the legislation or not, certain-
ly on the merit of requiring a nondiscriminatory plan it followed in
the pattern, the longstanding pattern, of statutory exemption for
health plans; I guess it went even further, because it had nondis-
crimination.

Last year, it went even further because it had nondiscrimination.
Last year, you had a similar proposal with respect to education
plans. Those situations, I can assure you, particularly in the way in
which you packaged those proposals with the conditions and re-
strictions, do not present the same problems of equity or danger to
the revenue that involve a lot of the problems that we are dealing
with in this area, and I believe from some of the remarks that you
have made that when one is dealing with discriminatory devices to
restate compensation to minimize tax in the form of compensation
in kind, on a barter system, that is not in accordance with the
objective that you want to achieve in this area.

Senator PAckwoob. You and [ are as one at that point. I have no
desire to support a fringe benefit system that says those who make
$25,000 and up will be entitled to certain benefits; those below, will
not. On that I agree with you.

If that was the only point of difference, I could give you a whole
list of benefits that I would like to exempt and put nondiscrimina-
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tion clauses on all of them. I would start with airline travel, day
care and meals and transportation provided by employers other
than vanpooling, Metro tickets to encourage people to get out of
their cars; if the administration wants to go down that line with
me on a whole series of these, I will be happy to agree on the
nondiscrimination.

Mr. Lusick. I am not going to accept your invitation at this time,
but in connection with our studies in this area, on many of the de
minimis fringe benefits, one of the lines that we have talked about
includes just that line that you have suggested. If you are talking
about de minimis benefits on a nondiscriminatory basis, our atti-
tude would be very, very different and would be much closer to
yours. I think what we want is the elbowroom to work through this
whole problem and come up with a proposal that will give you
ample opportunity to respond and to achieve the result which the
Congress believes is equitable and administerable and upholds the
integrit }y of the tax system.

But if we follow S 224, we do not even have the opportunity to
do that, and we will have our agents going all over the place in all
different directions. There will be no uniformity. Nobody will know
what the rules are. We will not be able to tell anybody.

Gradually, over 10 or 15 years, it will work its way up through
the courts and you will have a body of decisions, but it is not a very
orderly way to proceed.

Senator Packwoop. I have no further questions, Mr. Chairman.

Senator Byrp. Senator Dole? -

Incidentally, Treasury bestlmony on independent contractors was
considered just a few moments ag

Senator DoLE. I have arrwed a little late, but I assume Mr.
Lubick favored my legislation.

Senator BYrD. His enthusiasm was restrained.

Mr. Lusick. I think, Senator Dole, if you had heard what I had
to say, you will see that what we are proposing is certainly com-
patible with your objective. I am looking forward to the opportuni-
ty to talk with you about some of these problems. I think we have
found a way to keep all the affected industries from having any
undue burdens and to secure compliance with the tax laws and to
pr%mote all of these good and glorious things that you and I both
endorse.

Senator DoLE. I may want to keep you on after the next election.

Mr. Lusick. I had better not make any reply to that one.

Senator DoLE. I have read the statement. I appreciate your
views. However, it also seems to me there have been some rather
serious charges leveled. Some speak about honest taxpayers and
then about independent contractors.

I’'m sure it is not your intent, to indicate that all those people out
there who are of independent contractors are somehow evading, or
avoiding, taxes. There may be an honest difference of opinion, at
least, I ope that is not the intent of the statement.

Mr. Lusick. The better word would be compliant.

Senator DOLE. As you understand, there is some strong feeling on
both sides of this issue, I hope we can work out some satisfactory
solution on S. 736. Do you also endorse S. 616?

That was the little techmcal bill that I put in.
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Mr. Lusick. Somehow we were not able to muster up the courage
to endorse the bill, Senator.

I did not go into it in my oral presentation.

Senator DoLE. Your written statement indicates your reasons?

Mr. Lusick. Yes, it does.

Senator DoLe. Thank you.

Senator BYRD. Senator Chafee?

Senator CHAFEE. I have no questions.

Senator Byrp. Thank you, Mr. Lubick, and gentlemen.

Mr. Lusick. Thank you, Mr. Chairman.

[The prepared statement of Mr. Lubick follows:]
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STATEMENT OF
THE HONORABLE DONALD C. LUBICK
ASSISTANT SECRETARY OF THE TREASURY (TAX POLICY)
BEFORE THE
SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
OF THE SENATE FINANCE COMMITTEE

Mr. Chairman and members of the Subcommittee:

My testimony today relates to seven bills: §S. 224,
S. 401, S. 616, S. 687, S. 736, S. 945 and S. 1514. I shall
discuss each of these bills in some detail. But I would
like to devote the bulk of my statement to the Administration's
proposal for resolving the employee-independent contractor
problem and to the alternative proposal contained in S. 736.
This problem and its solution are Qf major importance to the
integrity of our income and social security tax systems.

I. EMPLOYEES AND INDEPENDENT CONTRACTORS (S. 736)

Some workers bear more than their share of the income
tax and social security tax burden. This is so because all
workers are not treated alike for purposes of Federal pay-
roll taxes and income tax withholding. The vast majority of
the Nation's workers are employees who pay taxes on their
compensation through regular withholding of a portion of
their pay. Still, there is another large group of our
workers who are outside the withholding system simply
because they are classified as independent contractors under
common law standards developed hundreds of years ago.

Substantial numbers of these so-called independent
contractors do not pay their fair share of tax each year
because they fail to report the full amount of their income.
This noncompliance diminishes public respect for the opera-
tion of the tax system and jeopardizes our system of voluntary

M-53
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compliance. Moreover, such conduct is patently unfair to
honest taxpayers who must, as a result, bear a larger share
of the tax burden.

In a recent study conducted by the Internal Revenue
Service ("IRS") of compliance in reporting payments for
services, at least 47 percent of workers treated as inde-
pendent contractors did not report any of the compensation
in question for income tax purposes. An even greater
percentage, 62 percent, paid none of the social security tax
due on their compensation.

Moreover, independent contractors bear less than their
fair share of the social security tax burden even when they
report all of their income. Although employees and independent
contractors receive identical social security benefits, the
social security taxes imposed on independent contractors
under the Self-Employment Contributions Act (SECA)} are lower
than the social security taxes an employee must bear under
the Federal Insurance Contributions Act (FICA). (Al)though
one-half of the FICA tax is technically paid by the employer
and one-half by the employee, in an economic sense the
entire burden of this tax is borne by the employee.)

On the one hand, the opportunity for lower social
securit{ taxes and no withholding (accompanied by widespread
noncompliance) constitutes a strong financial incentive for
payors and workers to avoid "employer-employee"™ status. On
the other hand, a primary goal of our tax system is to
insure that everyone pays a fair share of the income and
social security tax burden. These are the roots of the
employee~independent contractor problem.

Summary of the Administration's Proposal

Prevention of large-scale noncompliance by independent
contractors is a common goal of the Administration and the
Congress. We believe that a system for withholding tax on
compensation paid to independent contractors is the only
effective way to achieve this goal.

We propose that a flat rate of 10 percent be withheld
from payments made in the course of a trade or business for
services provided by an independent contractor. Exceptions
would permit individuals who work for five or more payors or
who would be overwithheld to elect out of the system. The
withheld taxes could be credited first to the worker's SECA
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tax liability and second to his or her income tax liability.
To complement this simplified withholding system, we are
also proposing measures to strengthen the information
reporting requirements of present law.

In addition, we believe that correcting the disparity
between the FICA and SECA tax rates should be considered in
the future as part of the broader issue of social security
financing, and we would be pleased to work with the Congress
to this end.

We also recommend a provision to ameliorate the financial
impact upon payors whose workers are reclassified as employees.
Under our proposal, in lieu of the payor's liability under
present law for income and FICA taxes which should have been
withheld, payors will be liable only for a penalty tax of 10
percent of the amount of wages not withheld apon. This
penalty tax would be abated if it were reasonable for the
payor to conclude that a worker was an independent contractor
and the payor withheld a flat rate of 10 percent from the
worker's compensation {or was excused from withholding
because the worker elected out of the system).

We believe that our proposal addresses the major issues
involved in the employee-independent contractor problem: the
noncompliance by workers not subject to withholding, the
FICA/SECA rate differential, and the burden of large liabil-
ities in employment tax cases for withheld taxes. It is
not, however, a one-sided proposal. While we have attempted
to protect the Federal fisc, at the same time, we have tried
to be responsive to the concerns voiced by taxpayers about
so-called "retroactive" assessments and the importance of
being an independent businessperson.

Now, I should like to discuss our specific proposals in
some detail. Before doing so, however, I shall briefly
review the IRS' independent contractor study and other
evidence of noncompliance. A more detailed description of
the independent contractor study is contained in the Appendix
to my testimony.

Noncompliance

There is considerable evidence that the noncompliance
among so-called independent contractors who are outside of
our withholding system is unacceptably high. A specific IRS
study of noncompliance by certain so-called independent
contractors, a separate and more general IRS examination of
the underreporting of income, and a report by the General
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Accounting Office ("GAO") on persons who fail to file tax
returns establish beyond a reasonable doubt that substantial
numbers of persons who are currently outside our system of
withholding are failing to report their income and bear
their share of the tax burden.

The Independent Contractor Study. In order to prcvide
a complete picture of compliance in this area, beginning in
the fall of 1978 the IRS undertook a comprehensive study of
income and social security tax compliance by workers treated
as independent contractors. The study focused specifically
on industries in which disputes between taxpayers and the
IRS as to the employment status of workers have frequently
arisen. To begin with, a list of the workers from all open
examination cases involving the employee-independent con-
tractor issue was obtained. A sample of more than 7,000
workers, representative of specific industries and occupa-
tions, was then randomly selected from this list. Next, the
returns of those workers who could be located were fully
audited by IRS agents.

Before going further, it is important to note that 21
percent of the workers in the sample could not be located.
These workers were excluded in compiling our statistics on
compliance. Noncompliance would be even greater if these
workers were taken into account. Thus, our estimates of
noncompliance are conservative.

The study does, in fact, demonstrate that there is
widespread noncompliance by independent contractors. At
least 47 percent of the workers reported absolutely none of
the compensation in question for income tax purposes. This
tax evasion clearly cannot be tolerated. Social security
tax compliance was even worse. About 62 percent paid none
of the social security tax due on their compensation.

A further finding was that noncompliance rates do not
have much to do with the industry classification of the
worker. Rather, the most important factors which explain
noncompliance are the worker's income and the size of the
payment for services. The greater the worker's income and
the larger the amount of the compensation, the higher the
compliance rate, This should not be interpreted to mean,
however, that low compliance was confined to low paid workers.
For example, over one-third of the workers with adjusted
gross incomes of between $15,000 and $20,000 failed to
report any of the compensation in question for income tax
purposes, and over 50 percent of them failed to pay the
social security tax due on such compensation.
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At the request of the House Subcommittee on Select
Revenue Measures, the GAO has reviewed the methodology and
results of this study. Upon completion of its review, the
GAO concluded that the results of the IRS study are accurate
and indicate a serious compliance problem exists among the
independent contractors examined in the study.

The revenue loss from this noncompliance is substantial.
A conservative estimate of the annual revenue loss is §1
billion.

This widespread noncompliance not only deprives the
Treasury and the social security system of revenues, but
often deprives workers of social security coverage. The
highest rates of noncompliance {(and thus the greatest loss
of social security coverage) are found among low paid
workers, who are those most likely to need the protection
afforded by social security benefits.

IRS Report on Unreported Income. On August 31, 1979,
the IRS released a report on the underreporting of income
entitled Estimates of Income Unreported on Individual
Income Tax Returns. 1The report estimates that in 1976
Iindividuals failed to report 6 to 8 percent of their income
from legal sources, amounting to $75 to $100 billion.

The worst area of noncompliance uncovered by the IRS
report was the failure of self-employed persons who are not
subject to withholding to report the full amount of their
income. The report estimated that between $33.0 and $39.5
billion of self-employment income was unreported for income
tax purposes alone, reflecting an unacceptably high non-
compliance rate for these persons of 40-46 percent. This
amount was greater by far than the amount of omitted income
from any other legal source.

GAO Report on Nonfilers. Similarly, a recent report by
the GAO on taxpayers who do not file tax returns* underscores
the fact that an undue portion of noncompliance is attribut-
able to self-employed persons. The GAO report focused only
on nonfilers and did not include income that is unreported
by individuals who file tax returns, as did the IRS report
on unreported income. Nevertheless, the GAO report showed
that in 1972 self-employed workers accounted for 17 percent
of all nonfilers, while the self-employed represented only 8
percent of taxpayers who filed returns.

¥ Who's Not Filing Income Zax Returns? IRS Needs Better
Ways to Find Them and Collect Their Taxes, July 11, 1979

(GGD-79-69) .
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While many who oppose our withholding proposal may
continue to deny that a compliance problem exists, the
findings of the IRS study on independent contractors, the
recent IRS report on unreported income, and the GAO report
on nonfilers demonstrate beyond a reasonable doubt that
substantial numbers of so-called independent contractors
are failing to report the full amount of their income and
pay their fair share of the tax burden. It is time for a
responsible and effective legislative response. We believe
that an expansion of the system of withholding which has
served us so well in the past is the only effective way to
combat this noncompliance. By taking this important step
now, we can show the American people that we will simply not
tolerate this tax evasion. .

Withholding on Independent Contractors

At present, with some statutory exceptions, compensation
is subject to withholding only if an employer-employee
relationship exists under common law. In general, a worker
is considered a common law employee if the person for whom
the services are performed has control over the worker.
Although the common law test has been used for many years,
and works well in the vast majority of cases, in fact it has
no direct relationship to whether workers should be subject
to withholding. The technical legal distinction between
"employees" and "independent-contractors" was developed in
England centuries ago for purposes of determining those
circumstances in which a master was liable for torts com-
mitted by his servants. For this purpose, the question of
whether one person controls another was, and is, of primary

mportance. However, the presence or absence of "control”
has little to do with whether a worker should be subject to
withholding (or, for that matter, to higher premiums for
social security benefits).

The most important consideration in developing a with-
holding system is to insure that the amount withheld approx-
imates the amount of tax actually due. We believe that the
common law works as well as it does only because it usually
has the effect of implementing this more relevant policy
consideration. In general, common law employees do not have
substantial business expenses, so that the gross payments
received by them approximate their income.

Instead of recommending that the existing system for
withholding on employees at graduated rates be expanded in
appropriate cases to cover independent contractors, we have



68

developed a simplified flat rate system for withholding
which we believe will promote a high degree of compliance.
However, if this simplified system is not successful in
ending the unacceptably high rate of noncompliance among
independent contractors we are willing to consider other
alternatives, including an expansion of the system for
graduated rate withholding on employees that has served us
so well over the years.

Under our proposal, a flat rate of 10 percent would be
withheld from payments made in the course of a payor's trade
or business for services provided by certain independent
contractors. To further simplify the system, an exception
would help assure the existence of a continuing relationship
between the payor and the worker. No withholding would be
required on payments to an individual who normally provides
similar services to five or more payors during each calendar
year. A worker would be entitled to rely on this exception
if he or she (1) performed similar services for five or more
payors during the preceding calendar year, or (2) objective
circumstances indicate that the worker can reasonably expect
to perform services for five or more payors during the year
in question.

Another exception would prevent overwithholding by
permitting a worker who expected to owe less tax than the
amount to be withheld (taking into account any taxes being
withheld by other payors) to elect out of the system simply
by checking a box and signing a form that would provide the
payor with the worker's name, address and social security
number that it is required to obtain for information report-
ing purposes under present law. A payor could also have a
worker who claims to be exempt from withholding under the
five payor exception so indicate on the same form. A payor
who obtained this information would not be subject to any
penalties for failure to withhold if it were subsequently
determined that the worker should have been withheld upon as
an independent contractor.

Flat rate withholding would also apply to salespersons
whose compensation for services is based upon the difference
between the price to them of merchandise sold and its resale
price. Compensation, for purposes of withholding upon these
workers, would be measured by the difference between the
"suggested" selling price (or estimated, if there is no
"suggested" price) to the customers for the products and the
purchase price paid by the worker. Regulations would be
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issued requiring appropriate arrangements to be made by the
payor for the collection of the withholding tax. Similar
requirements apply under present law for withholding income
and social security taxes from employees, like agent-drivers,
who are compensated in this manner.

Since the information necessary to implement a system
for flat rate withholding on payments to independent con-
tractors must be obtained by payors to comply with the
information reporting requirements of present law (the
worker's name, address and social security number), the
additional costs associated with flat rate withholding
should not be significant.

The feasibility of flat rate withholding on independent
contractors is further evidenced by the fact that it has
beer supported by the federal tax division of the American
Institute of Certified Public Accountants ("AICPA") in a
July 23rd letter to the Subcommittee on Select Revenue
Measures, as well as in recent testimony.

Flat rate withholding will also lessen the burden on
the worker. Withholding is a simple and relatively painless
way to pay taxes when compared to budgeting for large
estimated tax payments.

Finally, our proposal will deal directly with a sub-
stantial segment of the unreported income outlined in the
recent IRS report. Income unreported by independent con-
tractors accounts for at least 20 percent, and possibly 30
percent or more, of unreported self-employment income, which
that report found accounts for more than one-third of all
unreported income from legal sources. Adoption of our
withholding proposal is an important first step that Congress
can take immediately to let the American public know that we
do not intend to permit large numbers of taxpayers to escape
paying their fair share of taxes in the future.

Strengthening the Information Reporting Requirements

For a number of reasons, information reporting can
never replace withholding as a means of achieving satisfac-
tory compliance. First, although much nonreporting is
deliberate tax evasion, some of it is due to inadvertence,
forgetfulness and. failure by taxpayers to keep records. Any
attempt to close the entire gap of unreported income by
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means of information reporting and audit procedures would
require millions of telephone calls, letters and visits,
many involving small amounts of tax, which would almost
inevitably be regarded as harassment of "little people.” A
drive of such proportions could generate taxpayer resentment
so great as to seriously hamper the IRS' current enforcement
efforts and jeopardize the very foundation of our system of
voluntary compliance. Second, the cost of following up the
millions of apparent discrepancies in the reporting of
compensation would be demonstrably uneconomical. Such an
unbalanced enforcement effort could not be reconciled with
any sound concept of tax administration. Third, even
extensive pursuit of taxpayers would not achieve full
collection of unpaid taxes. As demonstrated by the IRS
independent contractor study, there would be many unfruitful
investigations where taxpayers cannot be reached by telephone
or traced if they have moved. Even after the taxes have
been assessed, it may be impossible or uneconomic to collect
them.

For these reasons, as well as others, we believe a
system for withholding on independent contractors is prefer-
able to a system of reporting, matching and enforcement. On
the other hand, since a number of workers still will not be
subject to withholding it is necessary to complement the
withholding system with an effective information reporting
system. Consequently, we propose three measures designed to
strengthen the information reporting requirements of present
law.

First, we recommend that penalties for failure to file
information returns be increased to 5 percent of payments
not reported, with a minimum penalty of $50. The penalties
under present law for failuro to file information returns of
$1.00 per failure to file a return, with a maximum penalty
per calendar year of $1,000, are inadequate. The IRS
estimates that fewer than 60 percent of the required in-
formation returns for nonemployee compensation are actually
filed.

Second, to remind independent contractors of items of
income not subject to withholding when preparing their tax
returns, we propose that payors be required to provide
copies of information returns to workers. Penalties for
failure to provid: these copies would be the same as for
failure to file the returns.

Finally, information reporting should be extended to
compensation for services performed by salespersons based
upon the difference between the cost and selling price of
goods sold.
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Revenue Estimates

Our proposals for withholding and strengthened informa-
tion reporting will result in a significant increase in
compliance in the reporting of income by self-employed
workers. A conservative estimate of the annual revenue gain
is $600 million.

Differences in Social Security Tax Burdens

Although not central to the issue of compliance, in
considering this question it is important to bear in mind
the effect of the differing social security tax rates for
employees and the self-employed.

FICA taxes are paid at a higher rate than SECA taxes on
the same amount of compensation =-- currently the first
$22,900 of earnings. (Moreover, earnings subject to tax
under FICA are gross wages, and earnings subject to tax
under SECA are net income.) Under FICA, the employee is
taxed at a rate of 6.13 percent, and the employer is taxed
at the same rate. Thus, the combined employer-employee tax
rate under FICA is 12.26 percent. In contrast, the self-
employed pay SECA taxes at a rate of only 8.1 percent. In
1981, the combined FICA tax will rise to 13.30 percent,
compared to a SECA rate of only 9.30 percent.

Despite these different tax rates, both employees and
the self-employed are entitled to the same social security
benefits. The self-employed do not receive less Medicare
coverage or lower retirement or disability benefits than
those who worked as employees.

Although technically the burden of the FICA tax is
shared by employer and employee, in an economic sense, the
entire burden is borne by the employee. In calculating the
costs of labor, an employer includes not only payments made
directly to employees or which are credited to their account,
but also any payroll tax payments that the employer must
make as a result of hiring the employee. Economists are
almost universally agreed that the wage the employee receives
is lower than it would be in the absence of the payroll tax.
In effect, the employee pays the employer share of the
payroll tax in the form of lower gross wages. The fact that
employees may exclude from their income the amount of social
security taxes paid on their behalf by employers in effect
narrows the difference between the FICA and SECA tax rates,
but only partially.
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The very fact of a lower tax rate on the self-employed
may cause distortions in work decisions. This is true
regardless of whether there are compliance problems, although
the lack of compliance by independent contractors certainly
exacerbates the gituation. Even when an employer~employee
relationship is more appropriate and the better alternative
on all other grounds, the fact of the higher FICA tax rates
can make independent contractor status more attractive for
both parties.

It would be possible to reduce the tax advantages
inherent in independent contractor status by a combination
of more nearly equal social security tax rates and tax
deductions for income tax purposes. Such changes could make
the decision as to whether to become an independent contractor
or an employee more neutral and relieve much of the pressure
on the question of employment status. These changes would
also have the effect of increasing revenues to the social
security and medicare trust funds.

We believe correcting the disparity between the FICA
and SECA tax rates should be given consideration in the
future as part of the broader issue of social security
financing, and we would be pleased to work with the Congress
to this end.

Substitution of a 10 Percent Penalty Tax for Employer's
Withholding 7ax Liability

Under present law, when workers who were treated as
independent contractors are reclassified as employees, in
addition to their own liability for FICA and FUTA taxes,
payors are liable for all income and FICA taxes which should
have been withheld from workers. This withholding tax
liability has been a major aggravation in employment tax
disputes. Although the liability for income taxes not
withheld may be abated if the payor furnishes evidence that
the workers paid the proper amount of tax, nften such
evidence cannot be obtained, or when it can the burden of
doing so is time consuming and costly. Furthermore, the
liability for FICA taxes not withheld cannot be abated
unless the worker paid SECA taxes and is prevented by the
statute of limitations from claiming a refund of the er-
roneously paid SECA taxes.

To eliminate the problems associated with the payor's
withholding tax liability, we propose substituting for this
liability a penalty tax equal to 10 percent of the amount of



73

wages not withheld upon. Payors whose workers are reclas-
sified as employees would remain liable for the employer's
half of FICA taxes and FUTA taxes. The worker would be
liable for the employee's half of FICA taxes.

Furthermore, if it were not unreasonable for the payor
to treat the worker as an independent contractor and the
payor also withheld a flat rate of 10 percent from the
worker's compensation (or was excused from withholding
because the worker elected out of the system), the 10 per-
cent penalty tax would be abated and the payor would only be
liable for its own share of FICA taxes and for FUTA taxes.

The 10 percent penalty tax would both reduce the
employer's potential withholding liability and eliminate
entirely the costly and burdensome need for employers and
the IRS to determine whether the worker paid income or SECA
taxes, in order to abate any of the payor's withholding tax
liability.

Additional Considerations

We recognize that under the proposed system for flat
rate withholding it still will be necessary for a business
to rely on common law standards to decide whether to with-
hold at a flat rate (on independent contractors) or at a
graduated rate (on employees}) and pay the employer's share
of FICA and FUTA, and that the lack of clarity inherent in
these standards has been responsible in part for some of the
problems in this area in the past. However, extending flat
rate withholding to independent contractors will lower the
stakes that turn on this definition for both taxpayers and
the government, and therefore the number of disputes involving
employment status should be reduced. Substituting a penalty
for the large assessments against payors whose workers are
reclassified as employees should further relieve the pressure
on the common law definition of employment status. lMoreover,
if the inequality in FICA and SECA taxes were also eliminated,
the remaining pressure on the common law test would be
removed and disputes as to employment status for income and
social security tax purposes should largely disappear.

Nevertheless, if absolute certainty is considered
paramount, objective standards to supplement the common law
and assist payors in making determinations of withholding
status could be provided as part of a flat rate withholding
system. However, we strongly urge that any such criteria
provide certainty by erring only on the side of classifying
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workers as subject to graduated rate withholding; in no
event should any new test allow workers who unquestionably
are common law employees to escape graduated withholding and
be treated as independent contractors. We must not in an
effort to provide certainty also increase the number of
workers who are outside of the graduated rate withholding
system that has worked so well over the years. Of course,
absent flat rate withholding on independent contractors, a
test that placed more workers outside of any withholding
system would be highly objectionable in light of the high
rates of noncompliance for independent contractors. 1In
addition, any test that would permit workers who are widely
recognized as employees under present law to be reclassified
as independent contractors could result in depriving them of
many of the protections upon which they depend, such as
state unemployment compensation coverage.

Alternative Solutions

Instead of a simplified flat rate system for withholding
on independent contractors, another effective way to combat
noncompliance would be to replace the common law test and
require graduated rate withholding on all workers paid other
than on a wage or salary basis, unless the gross payments
received by a worker would not approximate his or her net
income and it is likely the worker would provide services to
multiple payors.

For example, graduated rate withholding could be required
on compensation paid to these workers unless a worker had
(1) a separate place of business (other than a home office),
(2) a substantial investment in assets (other than transportation
vehicles used in a nontransportation business), (3) employees
of his or her own who provided a substantial portion of the
services for which compensation is received, or (4) substantial,
continuing expenses and concurrently performed services for
more than one payor.

Such a system would effectively combat noncompliance by
extending withholding to cases in which withholding of
income taxes is appropriate. In addition, because of the
economic dependence that would exist between payors and
workers covered by withholding under these criteria, inclu-
sion of these workers within the group of workers subject to
FICA would be appropriate. Indeed, if flat rate withholding
is not adopted, the noncompliance problem can only be solved
by this or a similar alternative.
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Finally, I would like to comment on S. 736. In light
of the demonstrably high rate of noncompliance among workers
not subject to withholding, we oppose S. 736 because it
moves our tax system in precisely the wrong direction by
placing an increasing number of workers outside our existing
system of withholding.

In essence, S. 736 would provide a safe harbor test for
independent contractor status. Under the bill, a worker
could be treated as an independent contractor if the follow-
ing five requirements were met: (1) the worker controls the
aggregate number of hours worked and substantially all the
scheduling of the hours worked; (2) the worker does not
maintain a principal place of business or maintains a principal
place of business which is either not provided by the payor
or is rented from the payor; (3) the worker has a substantial
investment in assets used in connection with the performance
of services or risks income fluctuation in that his or her
remuneration is directly related to sales or other output
rather than the number of hours worked; (4) the worker (a)
performs services pursuant to a written contract which was
entered before the performance of services and which provides
that the worker will not be treated as an employee for FICA,
FUTA and income tax withholding purposes, and (b) is provided
written notice in such contract or at the time of the contract
of his or her responsibility with respect to the payment of
self-employment and Federal income taxes; and (5) the payor
files information returns required in respect of such service
under Code section 6041 (a).

First, it is noteworthy that S. 736 would permit workers
in all of the industries in which there have been disputes
as to employment status -- and in which the IRS study
demonstrates high rates of noncompliance -~ to be treated as
independent contractors.

Second, the bill would go beyond its stated purpose of
clarifying the distinction between employees and independent
contractors by permitting workers whose status as employees
is well established to be treated as independent contractors.
For example, long-standing employer-employee relationships
could be manipulated quite easily to meet the requirements
in S. 736. Employees whom payors light attempt to classify
as independent contractors would include any type of repairperson
(for instance, someone who works for a gas, electric, or
appliance company), piece workers and agricultural workers.
Loss of status as an employee for some of these workers
could also mean loss of state unemployment compensation
coverage.

53-8450 - 79 - 6
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Third, the five-factor test in S. 736 is fairly complex
to apply. Innumerable new questions will be raised about
what constitutes "control of hours,”™ "rental" of a "principal
place of business,"™ a "substantial investment in assets" or
“income fluctuation."

We simply cannot afford legislation like S. 736 which
would increase the opportunities for tax evasion by placing
more workers outside our system of withholding and add
significantly to the estimated revenue loss under present
law of at least $1 billion.

Conclusion

As the members of the Subcommittee consider this problem
in the next few weeks, we are certain you will realize that
there is no easy solution to this problem. A choice must be
made between flat rate withholding on -independent contractors,
expanding our system of graduated rate withholding in cases
where it would be appropriate to do so, or continuing to
permit a great many taxpayers to avoid paying taxes.

Withholding is the cornerstone of our tax system.
Withholding benefits not only the government, but also
taxpayers by providing them with a gradual and systematic
way to pay their taxes and insuring that they receive social
security coverage. The thrust of our proposal is to expand
this tried and true method of collecting taxes where it
makes good sense and where there is good reason for doing
so.

High noncompliance by independent contractors who are
outside of our system of withholding has been proven to
exist. The time has come to provide the American people
with a responsible and effective legislative response. We
believe that our proposal for flat rate withholding on
independent contractors is responsive to the concerns of
both the Government and taxpayers. We urge its adoption.

IXI. FRINGE BENEFITS (S. 224)

S. 224 is designed to prohibit permanently the issuance
of income tax regulations relating to fringe benefits. This
bill would not only extend indefinitely a regulations
moratorium now scheduled to expire December 31, 1979, but
would also expand the scope of the moratorium to preclude
even the issuance of proposed regulations for public comment.
We oppose its adoption.
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The bill does not affect the substantive statutory
rules governing taxation of fringe benefits. The Internal
Revenue Code defines "gross income"™ broadly, subject to
specific statutory exemptions for such employee benefits as
pensions and health insurance plans. When called upon to
interpret the Code language, courts have almost invariably
held that compensation furnished by an employer "in kind" is
taxable.

Few persons quarrel with the general principle of
fringe benefit taxation reflected in the Code. Our tax
system could not remain viable if the tax base were limited
to cash transactions. The obvious result of a wholesale tax
exemption would be the creation of a potent inducement for
non-~cash forms of compensation. The impact on taxpayer
equity would be severe; individuals with similar economic
incomes could have vastly different tax liabilities, depending
upon the particular form of employee compensation. And
Government revenues would be eroded significantly unless tax
rates were raised even higher on cash wages.

There is also a consensus that implementation of the
general fringe benefit tax principles must be tempered by
practical considerations. Noncompensatory business purposes
of the employer should be recognized. Taxpayers should not
be expected to account for items of small value. IRS
resources should not be expended to collect taxes on incon-
sequential employee benefits.

Yet, in spite’'of this general agreement on the objectives
of fringe benefit taxation, administration of the law in
this area has been unsatisfactory. Application of the
principles to real life situations has resulted in disturbing
inconsistenciaes, with treatment of individual taxpayers
varying widely across the country. Some of the problems are
attributable to apparent conflicts in published IRS positions
through the years. Other problems result from the paucity
of national guidance on critical administrative issues;
taxation is determined in large part by the particular views
of local IRS agents.

S. 224 would preserve this disarray. Its enactment
would bar any efforts to develop a more rational, evenhanded
approach to administration of fringe benefit taxation.
Current fringe benefits would remain subject to inconsistent
treatment, and the IRS would be unable to respond sensibly
in the future to new fringe benefit practices and to other
changes in circumstances. The net result would be to compound
che confusion for employers, employees and IRS agents.
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We recognize the need for time to consider the fringe
benefit issue. Congress should have ample opportunity to
determine whether, and to what extent, a Code amendment is
needed. For our part, we can assure you that any fringe
benefit regulation representing significant departures from
current administrative practices would not become effective
until the public and Congress had sufficient time to review
the details of any such proposal. Accordingly, any extension
of the current legislative moratorium on fringe benefit
regulations is unnecessary. A permanent prohibition, as set
forth in S. 224, is devastating; it would forfeit any
opportunity to reach a satisfactory resolution of the basic
tax problem.

Mr. Chairman, in concluding my remarks on this bill,
let me mention a disturbing trend in tax legislation -- a
trend of which §. 224 is a part. During the past two years,
Congress has favorably considered a number of measures
designed to prohibit tax administration in specified areas.
One-year moratoria were enacted in 1978 with respect to the
fringe benefits and independent contractor issues. Even
more disturbing is the 1979 attempt to use appropriations
bills to prohibit certain IRS enforcement efforts.

Without a doubt, the tax questions involved in these
areas are exceedingly difficult and controversial. The
administrative approach must quite properly be guided by the
substantive decisions on tax policy made by Congress. But
severe problems arise if there is no means to answer the
questions of taxpayers and revenue agents about specific
cases. The tax system fails when Congress has neither pro-
vided legislative answers nor permitted the IRS to provide
national guidance as to the administration of existing law.
We hope that the Subcommittee will reject S. 224 and other
efforts to use this type of Congressional response to tax
issues.

IXII. TERMINATION OF WAIVER OF
SOCIAL SECURITY TAX EXEMPTION (S. 401,

In general, employees of tax-exempt organizations
described in section 501(c)(3) of the Internal Revenue Code
are not covered under the social security program. A section
501 (c) (3) organization may obtain this coverage for its
employees by filing Form SS-15, Certificate Waiving Exemption
from Taxes Under the Federal Insurance Contributions Act,
together with Form SS-15a, containing the names of employees
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who concur in the filing. Individuals who are employees at
the time Form SS-15 is filed have an option of electing
coverage by signing the Form SS-l15a or by signing a Form SS-
15a Supplement within 24 months of the date the Form SS-15
is filed. Individuals who are hired after the quarter in
which the Form $S-15 is filed are automatically covered
under the Form SS-15.

Once the certificate has been filed and is effective,
it remains effective for all future years unless a request
for termination is made. Such request may not be made
unless the certificate has been in effect for at least 8
years. Then the election may be terminated, with 2 years
advance notice.

S. 401 is concerned with the application of these
waiver rules in the case of the Manhattan Bowery Corporation.
Several errors gave rise to difficulties for the Corporation.
First, the Corporation incorrectly believed that it had not
filed Forms SS-15 and SS~15a electing FICA coverage prior to
1975, even though it had routinely paid the employer's share
and collected and paid the employees' portion of the FICA
taxes. Based on this erroneous belief, it elected coverage
in 1975 and filed for a refund of social security taxes for
those employees not electing FICA coverage. The Corporation
had, in fact, filed a previous waiver in 1968. Second, the
Internal Revenue Service relied on the information provided
by the Corporation without making certain a previous waiver
had not been filed and incorrectly granted the requested
refund. Third, the Corporation, being unaware of its previous
waiver, did not collect the employees' share or pay the
employer's share of social security taxes on the employees
not concurring in the 1975 waiver.

S. 401 would relieve the Corporation of any liability
to repay the employees' portion of FICA taxes with respect
to employeas who had elected in 1975 not to be covered by
social security, with respect to wages paid prior to the
filing of the erroneous waiver in 1975, 1In addition, the
Corporation is relieved of such liability with respect to
taxes on wages paid after the filing of the waiver and prior
to July 1, 1977 to individuals no longer employees on July 1,
1978, if such taxes were not withheld. The wages with
respect to which the liabilities are forgiven would not
constitute wages for purposes of social security benefits,
unless the employee qualified for benefits prior to enactment
of S. 401. The Corporation is not relieved of liability
for the employer's portion of the taxes, but is relieved of
interest or penalties on such taxes with respect to wages
paid prior to July 1, 1978.
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In view of the Corporation's equitable basis for relief
on the facts, the Treasury Department does not oppose enact-
ment of S. 40l. However, certain technical amendments are
suggested. First, subsection (b) (3) (A) should be revised.
As now drafted, that subsection would include, for social
security benefit purposes, the wages on which liabilities
are forgiven as long as an individual enters into an agree-
ment with the Secretary of the Treasury to pay an amount
equal to the forgiven liabilities. The bill should explicitly
require that such an amount actually be paid to the Treasury
before the benefit credit becomes applicable.

Second, in regard to these individual payments, the
Treasury Department does not feel that the rulemaking procedure
should be employed to deal with such a relatively small
group of employees of a single employer; the Secretary
should simply be directed to prescribe the manner of effecting
payment without reference to the regulatory process.

Third, since the Corporation became aware in April 1977
that a waiver was filed in 1968, and since the Corporation
knew by the end of 1977 that it should be collecting and
paying social security taxes on employees who had not
concurred in the 1975 waiver, the bill should provide that
no interest or penalty is due with respect to such wages
paid by the Corporation "prior to January 1, 1978" rather
than "prior to July 1, 1978" as subsection (a) (2) (B) now
provides.

Fourth, the bill needs to be clarified so that references
to the Secretary of the Treasury refer instead to the
Secretary of the Treasury or his delegate.

The determination of an individual's benefits under the
Social Security Act is within the jurisdiction of the
Department of Health, Education and Welfare. Accordingly,
the Treasury Department expresses no opinion with respect to
those provisions of the bill that concern an individual's
benefits under the Social Security Act.

IV. CERTAIN CONTRIBUTIONS
TO FRATERNAL ORGANIZATIONS (S. 616)

Code sections 170, 2055 and 2522 allow a deduction for
income, estate and gift tax purposes for contributions or
gifts to a domestic fraternal organization, operating under
the lodge system, only if the contribution is used exclusively
for charitable purposes. Under the bill, a deduction would
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be allowed for Federal income, estate and gift tax purposes

for a contribution or gift to a tax-exempt domestic fraternal
organization for the construction or maintenance of a

building the principal purpose of which is to house the
organization. Since tax-exempt domestic fraternal organizations
engage in both fraternal and charitable activities, S. 616
would permit a deduction for certain contributions to these
organizations that are not used exclusively for charitable
purposes.

Under present law domestic fraternal organizations
already receive special treatment by virtue of the allowance
of a deduction for income, gift and estate tax purposes for
contributions that are used exclusively for charitable
purposes, even though these organizations themselves are not
organized and operated exclusively for charitable purposes.
By contrast, a deduction is generally allowed only for a
charitable contribution to an organization organized and
operated solely for charitable purposes. We believe that
the deduction for contributions to domestic fraternal
organizations should be limited, as under present law, to
contributions that are used exclusively for charitable
purposes; therefore, we oppose the expansion of Code sections
170, 2055 and 2522 as proposed by §. 616. There is no
reason to allow a charitable contribution for funds used to
construct a building used for fraternal purposes.

V. RHODE ISLAND INDIAN CLAIMS SETTLEMENT (S. 687)

The purpose of S. 687 is to finalize implementation of
a settlement agreement among the Narragansett Indian Tribe,
the State of Rhode Island and private landholders in Charlestown,
Rhode Island, concerning the Tribe's claims to certain land
within the town of Charlestown and for damages for trespass
on such lands. The major part of the implementing legisla-
tion was passed by the Congress and signed into law by the
President on September 30, 1978, as the Rhode Island Indian
_Land Claims Settlement Act of 1978 (the "1978 Settlement
Act"), P.L. 95-395. The present amendment to the 1978
Settlement Act restores two sections of the original bill
(H.R. 12860), pertaining to taxation, which were eliminated
by mutual agreement of all affected parties solely to
expedite passage in the brief time which remained in the
95th Congress after consideration of the legislation in
1978.
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The first part of the bill would provide a limited tax
exemption to the quasi-public State Corporation which, as
gspecified in the 1978 Settlement Act, would receive, hold
and manage the settlement lands.

The second part provides for special tax treatment for
private landholders who have agreed to sell their land to
facilitate the settlement. This treatment would allow them
to defer paying taxes on the profit they realize from the
sale of their land, as long as this money is reinvested in a
similar asset.

The legislative solution set forth in the 1978 Settlement
Act was based in part on a finding that the Narragansetts
had presented a credible claim to the lands involved.
Moreover, it was recognized "that the mere pendency of
Indian claims may result in severe economic hardships from
the clouding of land titles and that it is proper for the
Federal Government to aid the States in settling legitimats
Indian claims.” H. Rep. No. 95-1453, pp. 7-8.

Under Code section 1033, gain can be deferred in certain
instances where condemnation or the threat of condemnation
has resulted in the involuntary conversion of a property
holding into a similar property holding. The private land-
holders argue that providing them with section 1033 deferral
is proper, because the facts and circumstances are within
the statutory policy governing "involuntary conversions.”
They say that since the Federal Government determined that
the "credible claim™ of the Narragansetts justified a
legislative settlement, then sale of their land has, in
effect, been compelled for a valid public purpose. The
sales are viewed as being closely akin to a public taking.

The 1978 Settlement Act was a response to a unique set
of factual and legal circumstances. We understand that the
1978 Settlement Act, and the present amendment thereto, are
not intended to serve as a precedent for the proper Federal
treatment of different Indian land claims in other parts of
the country. Each such claim must obviously be evaluated on
its own particular facts and circumstances.

In view of this background, the Treasury Department
does not oppose the bill. We would suggest, however, that
the language in the bill exempting moneys to be received by
the state corporation from the Federal Government be deleted
because it is not needed. Although it was at one time
contemplated that moneys might be so received, the 1978
Settlement Act does not provide for any such payments.
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VI. CERTAIN EMPLOYEE ANNUITIES (S. 945)

Under current law, an employee of a tax-exempt organi-
zation described in section 501(c) (3) of the Code, or an
employee of a public school system, may participate in a
tax-exempt salary reduction annuity plan. In general,
employer contributions for the purchase of an annuity
contract under such a plan are excludable from the employee's
gross income and are not subject to tax until the employee
raceives payments under the annuity.

S. 945 would extend the availability of these tax-
exempt salary reduction annuity contracts to the civilian
faculty and staff of the Uniformed Services University of
the Health Sciences., It is our understanding that the bill
is intended to allow the Uniformed Services University of
the Health Sciences to attract civilian faculty and staff by
offering retircment benefits and salary reduction plans
similar to those given to the faculty and staff of medical
schools which are tax exempt under section 501 (c) (3) or
which are part of a public school system.

S. 945 is substantially identical to H.R. 12606, which
was introduced in the 95th Congress. As we testified before
the Subcommittee on Miscellaneous Revenue Measures of the
Committee on Ways and Means on June 14, 1978 with respect to
H.R. 12606, the Treasury Department does not believe that
section 403(b) reprasents sound tax policy. However, in the
context of the present law, the Treasury did not oppose
H.R. 12606 and does not oppose S. 945.

We do suggest a change in the effective date of the
bill. S. 945 provides, as did H.R. 12606, that it will
apply to services performed after December 31, 1977, in
taxable years ending after such date. We do not believe it
is appropriate to provide for a retroactive effective date,
and we urge revising S. 945 to provide that it would be
effective with respect to services performed after the date
of enactment in taxable years ending after such date.

VII. SOLID WASTE DIPOSAL FACILITY
INDUSTRIAL DEVELOPMENT BONDS (S. 1514)

Under section 103(b) of the Code, intexest on industrial
development bonds is generally taxable. An exception is
allowed, however, for bonds which provide solid wasta disposal
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facilities. S. 1514 would amend this exception in two ways.

Pirst, it would expand significantly the definition of a
so0lid waste disposal facility eligible for tax-exempt
financing. Second, it would permit bonds issued to provide

qualifying solid waste disposal facilities to be tax-exempt

got:ighstanding the fact that such bonds are federally-
acked.

Expansion of Qualifying Faciliites

S. 1514 provides that solid waste disposal facilities
include

“any facility, operated by or on behalf of the govern-
mental unit, which has the function of producing gas,
heat, or energy directly or indirectly from the solid
waste disposal process and which is located at the same
place as, or adjacent to, a solid waste disposal
facility.”

This provision would include as a solid waste disposal
facility eligible for tax-exempt financing any facility
which produces gas, heat, or energy from the disposal
process and which is located in close proximity to the solid
waste disposal facility. It is our understanding that this
part of the amendment is directed primarily at facilities
which generate electricity using solid wastes as fuel.

We are opposed to expanding the definition of qualify-
ing solid waste disposal facilities. The use of tax-exempt
bonds to finance solid waste disposal facilities is neither
a desirable nor efficient means of subsidizing solid waste
disposal. Subsidies provided through tax-exempt financing
are highly inefficient. It takes considerably more than §1
of federal revenues in order to provide $l1 of subsidy with
tax-exempt bonds since, among other reasons, the costs of
using tax-exempt bonds as a subsidy mechanism include
substantial transfers to wealthy taxpayers. Thus, even if
we assume that the facilities described in S. 1514 deserve a
{aderal subsidy, tax-exempt bonds are almost certainly one
of the least efficient means to deliver that subsidy.

Moreover, we believe that before any federal subsidy is
provided, a strong case must be made for federal interven-
tion. While we take no position on the merits of integrating
energy production with solid waste disposal, we would urge
the Committee to evaluate carefully whether such process is
desirable, and, if so, whether any federal program is needed.
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If the Committee agrees that a federal program to assist
this form of energy production is needed, there are, of
course, a great variety of means to do so. For example,
what in fact is being proposed here is a form of interest
subsidy. If the Committee were to decide that an interest
subsidy is appropriate, there are methods of delivering that
subsidy at far less cost to the federal government than by
issuing tax-exempt bonds. In fact, Congress has on a number
of occasions provided for low-interest Federal loans or
direct Federal interest subsidies on taxable municipal bonds
for various housing, transportation, community facilities
and other programs.

S. 1514 also provides that "any facility which has the
function of recovering material from solid wastes" will be a
solid waste disposal facility eligible for tax-exempt financing.
If read expansively, this provision could include as a solid
waste disposal facility any integrated manufacturing process
which includes solid waste as an input at any stage, since,
taken literally, such facility would have the function of
recovering material from solid wastes. We assume, however,
that S. 1514 does not contemplate an expansion of tax-exempt
financing to so broad a category of property. Consequently,
it is our assumption that this provision is intended merely
as a codification of the applicable regulations since the
regulations now permit tax-exempt financing of facilities
used for the collection, storage, treatment, utilization,
processing, or final disposal of solid waste. (For this
purpose, solid waste must have no market or other value at
the place where it is located.) 1If this is the objective, a
statutory change would appear to be unnecessary.

Federal Guarantee

S. 1514 would also provide that interest on bonds
issued to finance a solid waste disposal facility will
remain tax exenpt ever though the credit underlying those
bonds is that of the federal government. In other words,
this part of the bill supports the use of federally-backed
tax-exempt bonds to finance solid waste disposal facilities.

Although the federal guarantee provided by S. 1514 is
indirect, it is no less real or effective than a direct
_e:e*al g=arantee. T“e zill wguld allow tax-exempt financing

Ii3 waste disgpesal :ac;:;*v where that facility or
Governzent, ané the payments
siedged O secure the bonds
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would occur, for example, where the U.S. Government (or any
of its agencies or instrumentalities) enters into a long-
term contract to purchase all o1 a substantial portion of
the output of the facility. Once that contract is signed
and then incorporated as security for the bonds, a potential
purchaser of the bonds is relying on the credit of the U.S.
Government to secure the payment of principal and interest.
This arrangement is indistinguishable economically from a
sicu;tion in which the U. S. Government directly guarantees
the loan.

It is generally recognized that tax exemption of
municipal bonds is an inefficient means of public financing
because the revenue loss to the Treasury substantially
exceeds the interest savings of the municipal borrower.
Consequently, it is far more efficient to finance federal
programs with taxable bonds. Accordingly, the Public Debt
Act of 1941 prohibits the exemption of interest on Treasury
or federal agency debt from federal income taxes. Consistent
with the spirit of that Act, Congress has generally determined
in recent years that federal guarantees should not be used
to finance federal programs indirectly with tax-exempt
bonds. In fact, on no less than 19 occasions since 1970,
Congress has adopted statutes which prohibit federal guarantees
of tax-exempt obligations.

Congress has rejaected the combination of a tax exemption
and a federal guarantee even in the case where the financial
survival of a major city was at stake. In the New York City
Financial Assistance Act, Congress determined that it was
inappropriate to provide both tax exemption and a federal
guarantee.

Federally-backed tax-exempt obligations pose major
problems for federal debt management. Combining tax exemption
with a federal guarantee creates an obligation which is
superior to obligations the United States may issue itself.
Consequently, Treasury has consis*ently opposed creating
such obligations since their proliferation could seriously
interfere with the marketing of U.S. Government debt obliga-
tions, particularly if the practice became widespread.

Federally-backed tax-exempt bonds also threaten the
municipal bond market. They are superior to all other state
and local government bonds because they are virtually risk-
free. If such bonds become widespread, they will tend to
increase muncipal interest rates and to crowd out conven-
tional tax-exempt bonds designed to finance roads, schools,
municipal buildings, and other essential public projects.
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Finally, specifically authorizing indirect federal
guarantees of tax-exempt bonds will further impede efforts
to control federal credit programs. Such control is vital,
but nonetheless difficult to achieve, even where direct
federal guarantees are present. As federal commitments
become more difficult to trace, it becomes increasingly
difficult for the federal government to manage its budget.
It makes little sense for the government to be striving to
improve federal credit control and, at the same time, making
it more difficult to achieve such control.

For the reasons set forth above, Treasury opposes
S. 1514.



88

Appendix

IRS Eaployee/Independent Contractor Compliance Study

The objective of the 1979 Internal Revenue Service
Enployee/Independent Contractor Compliance Study (the Study)
was to determine the extent to which workers who the IRS
believed were employees (but who had been treated by their
payors as independent contractors) vere actually ceporting
their compensation for income tax and for social security tax
purposes. Basically, the Study was pecrformed by tracing a
sample of payments from payor records to the income tax
returns of the workers. Workers were audited in orderz to
determine whether they had recsived the paynents and whether
all, a portion, or none of the payments had been reported on
their income tax returns.

Summary Conclusions from the Study

The data from the Study show income and social security
tax compliance rates in terms of both compensation received
and numbers of workers, as classified by the workers'
incomes, by the amounts of the p:gl.nts, by the industry of
the payor, by the occupation of the worker, and by several
other classifications. The data show varying compliance
rates between the various categories. The Office of Tax
Analysis of the Treasury ODepartment has made an attempt to
analyze the causes and the significance of these varying
compliance rates. While this analysis is still in its early
stages, several conclusions can be drawn.

-] Approximately 47 percent of all workers who are
treated by payors as independent contractors do not
ceport any of their compensation. Another §
percent_raeport some of their compensation. Only 48
percent repocrt all of their compensation.

o Only 76.2 percent of all payments are raported for
income tax purposes, resulting in a noncompliance
rate of 23.8 percent.

-] There is a significant, positlve correlation
between the size of compensation payments and the
compliance rate: the larger the conpensation
payment, the higher the probability that it will be
tepocted. There are indications that for each

i
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additional $1,000 of compensation received, the
compliance rate increases by about one-=half of one
percentage point.

-] The compliance rate also increases with adjusted
gross lncome (or adjusted gross income laess income
from compensation payments). FPor each additional
$1,000 of income other than compensation payments,
the compliance rate increases by about 0.2
percentage points,

-] A large proportion of the variation in compliance
cates between industry and occupation cactegories is
accounted for by the distributions of the sizes of
the compensation payments and of the workers'
adjusted gross incomes within a particular indusery
or occupation category.

) Most wocrkers either fully report their income or
ceport none of it. Roughly, S50 percent of workers
teceiving about 70 percent of the total paymencs
fully ceport their incomes. Another 5 percent with
between 5 and 10 percent of the payments ceport
part of their compensation, with most reporting
over 80 percent. The remaining 45 percent of all
workers (with 20 to 25 percent of tsotal payments)
report absolutely none of their compensation.

-] Reporting for social security purposes is lower
than for income tax purposes. This difference may
be largely sxplained by the amount of payments
repocrted as "v7ages and salaries” and as ‘other
income” cracher than as hHusiness cecejpes.

Tables and Charss from zhe Studv

This appendix conzains 13 cables from the Study which
suxmarize its findings in regard o compliance rates.

Tables ! through 4 summarize income reporzing and social
security =ax sompliance caces >y size of the conpensacion
Paymenss o the worker, by iacsme class, by :=he payor's
industzv, and Sy the worker's sccupation. Thess =ables show
the Fropocrtion of income regorsed £ar incime tax pucyoses,

e propoction of SECA sax .iabili:sy shown on :tie ctesirn, and
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the proportion of workers fully reporting, pactially
reporting, and not reporting for both income tax and SECA
purposes.

Charts 1, 2, and 3 show the proportion of workers who
did not report any of their compansation for income tax
purposes, classifiled by the size of the compensation
p;ya.nes, by adjusted gross income, and by the industry of
the payor.

Tables § through 8 show repocrting for income tax
purposes as to both the proportion of workers cepocting and
the amounts of compensation ceported. Data are shown for
full repocrters, partial reporters (underreporters), and
nonceporters. There are separate tables showing the data by
amount of compensation, adjusted gross income, industry of
the payor, and occupation of the worker.

Table 9 shows coapliance rates in tarms of the
percentage of payments ceported crass-classified by industry
and occupation.

Tables 10 through 13 show social security tax compliance
rates for the same four classifications as in Tables 1
through 4. Compliance rates are in terms of the proportion
of proper social security tax actually paid and the
propocrtion of workers who paid at least some of theizr social
security tax. The tax compliance rates are shown in two
ways. The compliance rate in the first column is based on
the social security treataent of compensation as shown on the
worker's tax creturn. If the worker reported the income as
income from a business, lt was treated as subject to SECA
tax. If the worker reported the income as wages or salary,
it was treated as subject to the employee's share of PICA
rax. The compliance rate in the second column is based on
the assumption that all payments were business income and,
hence, subject to SECA tax.

Methodology

The Study attempted to measure the extent to which
payments known to have been made were actually reported for
both income tax and social security tax purposes.

As part of its reqular audit program, the Inteznal
Revenue Service audits employers for compliance with the
income tax and social security tax (FICA) withholding
provisions. These audits attempt to verify that the proper
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amounts have been withheld from employees (and, as
applicable, matched by employers) and paid to the IRS.
Attempts are also made to determine vhether payments to
persons who are not treated by the employer as employees
(i.e. those treated as independent contractors) should
actually have been trested as payments to employees. The
sample for this Study was drawn from a list of payments which
the IRS had proposed to reclassify from payments to
independent contractors to payments to esployees.

Late in 1978, all such "open” audit reclassifications
for tax years 1976 and 1977 were collected. Prom these
cases, a stratified random sample vas selected from those
wvhich contained sufficlent information to provide a
ceasonable possibility of follow=through. The selection
process vas randoa oxcore for' stratification to provide a
sufficiently large sample in various occupation and industry
categories.

The selected sanple consisted of payments by 2,600
etployers to 7,109 individuals. Attempts were zade to locate
and contact these workers, %o locate their tax returns, and
to obtain tax returns from those wvho had not already filed
them. As Table 14 shows, 5,152 (72.5 peczcent) of the workers
with 89.9 percent of the compensation reportedly paid were
located and audited. The remainder vere not audited for
various reasons, predominantly because the payor records
contained incorrect information or did not contain sufficient
information to locate the workers. Actempts 9 locate these
individuals were abandoned only after the IRS had expended
consideczable efforts and it had been deterained that
additional effocrts would not have beer fruitful. About §
percent of workers with 1 percent of the ccmpensation were
not audited because it was deterained =hat their otal income
level wvas below both the income tax and the self-employment
f£iling requirements, so that ThEre vould Se 0 tax
consequences stemming frsm the payments involved.

ror each worker vhosa return was audited, an audit
checksheet vas conpleted (see Attachment I) which shoved the
amounts of compensation ceceived by the wvorker and the amount
initially ceporsed on =he =ax return, soth for iacome and
socCial securizy tax purposes. Infsraaction on the tax
conseqguences 52 <he cscopensatian vas also included. The fora
8280 sontained addisisnal infsra3aticn abous t=e income and
saxes 3% ihe vorcer, 250:% 28 payor's imdusizy and worker's
2CSUFat.n  as Jefined oy 3ol cse javers and e workers), e
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payor's size, the workar's geographic region, etc. An
additional form indicating the size of the payor was also
completed (see Attachmont II) and associated with each
worker's cecord.

For purposes of analyzing the results of the Study, the
infornation from these two forms for each audited worker has
been processed-into tables which show the cesults in the
aggregats and for various subgroups according to several
different classifications and cross-classifications. The
tables represent simple tabulations of the craw data. No
attempt has been made to weight industry, occupation, and
income groups to represant their relative frequencies in the
population because the tests of weighting which have been
performed indicate that weighted data would not differ
materially from unwaighted daca.

The most lmportant conclusions in terms of compliance
rates are summarized in Tables 5 through 13, mentioned above.
In addition, some preliminary attempts to analyze the
significance of various factors in affecting compliance rates
have been made using statistical techniques such as linear
regressions. Ffurther analyses along these lines will be made
in the near future.

Wherever possible, the data have been tabulated and
presenced to give consecvative measures of noncompliance.
Por example, omittTAJ tne <1 peccent of sampled workers with
about 8 percent of the income who could not be located can be
expected to caise the reportad cate of compliance. Common
sense and experience would suggest that the types of people
who cannot be located despite dilegent searches by the
Intecrnal Revenue Service have lower than average tax
compliance rates. In addition, the workers who could not be
located generally received small payments, and small payments
are associated with higher than average noncompliance races.

Orawing the sample from a selection of payor returns
actually subject to eaployment tax audits does produce a
cepresentative sample for the purposes of this Study. The
initial employer audits were random and were only to
detaraine if the employers had properly paid their employment
taxes and if payments made to independent contractocs
actually should have been treated as payments to eaployees
subject to rICA taxes and income tax withholding. 1In
selecting :he employers for audit, no deteramination was made
sbout the recipients of these payments.

BEST COPY AVAILABLE



Table }
tuplovea/Indepandent Contractor Compliance Study

Comuliance Katus -- By Amount of Commensation Received v

v Income Tax Compllanca Rata X Soclal Security Tax Compliance Rale
Amount of +: Percentage of :: Percentage of Payees with .... Percentage 13
Compensat jon 11 Compensation I v Partlal ero 1+ Of «BECA e or 0 Nome of
{es cocrrected) i3 Repor t od 1:Comp) lanceCompliance:Conpl lance 15 Tax Paid Y] of SECA Tex [ SECA Tax
teus than $100 25.0% 2).5% [ 76.5% 2/ 2/ 2/
$ 100§ 200 24.6 25.1 ° 4.9 i/ ¥ 3/
$ 200 to § 500 3.6 3.¢ i.s 66.6 H 4 k% i/
§ 500 to § 1,000 2.0 .1 3.0 s8.1 2.9 2,60 1.4
$ 1,000 to $ 2,000 48.4 45.5 3.0 51.5 3.7 30.7 69.)
$ 2,000 to $ 5,000 60.8 54.3 6.9 38.9 4. 4.7 55.3
$ 5,000 to 510,000 70.8 63.0 a8 28.2 58.0 59.% 40.5
$10,000 to $15,000 80.5 4.1 7.2 18.6 1.6 73.3 26.7
$15,000 Lo $20,000 2.0 86.) 6.9 .9 88.0 86.2 1.8
$20,000 to $50,000 86.6 5.0 13.6 1.4 88.3 5.3 14.2
$50,000 and over 96.4 92.0 8.0 [ 66.2 66.7 33.)
LYY S 74 76.2% aa.n 4.9% 46.9% 66.0% 3s. 1% 61,9
Ol€ice of the Secretary of the Treasury June 19, I79

Office of Tax Analysis

1/ Al percontages are based on returns aGtually audited. Data for payees who could not be identified, located, or contacted
are excluded. This omlssion has the effect of raising compliance rates.

2/ Hot meaningful hecause malf-employment Income of less than $400 is not subject to self-employment (SECA) tax.

!/ Based on simple tabulation of raw duta. Weighting does not affact results substantially,
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Table 2
Employes/Indapendent Contractor Compliance Study

Compliance Rates -- By Adjuated Grosa Income 1/

[x] Income Tax Compllance Rate X Soclal Security Tax Complliance Rate
1+ Percentage of :: Porcenta ol Payees with .... 14 Parcentage s 4 av ..
Adjustod Gross I 11 Comp tion ..—ﬁn—’% Partial ¢ Zero 313 of 8ECA 11 or 1 None o
11 Reported 11Compliance CompiiancesComplionce 31 Tax Pald 31 of SECA Yax 1 SECA Tax
less than $ S5.000 51.0% ' 0.6t 2.2% 67.2% 42,68 22,18 77.9%
$ 5,000 to § 10,000 62.8 42.2 6.4 5k.4 52.1 35.¢ 64.6
$ 10,000 Lo $ 15,000 72.8 50.0 5.0 45.0 64.2 41.2 58.8
$ 15,000 to § 20,000 03.2 60.5 5.1 3.4 17.0 49.6 50.4
5 20,000 to § 10,000 86.0 64.1 7.1 2.8 8.7 56.6 3.4
$ 30,000 to $ 50,000 3.0 8.1 ‘4.7 17.2 87.8 0.4 ) 29.6
$ 50,000 to $100,000 94.6 7.9 7.8 14.3 9.0 .5 18.5
$100,000 and ovar 9.9 8.9 ° 1.1 66.7 €6.7 33.)
AL 2/ 76.2% 48. 2% 4.9 44.N 6€6.0% 3810 1.9

OFflce of the Sacratary of the Treasury June 19, 1973
Oftlice of Tax Analysis

1/ All percentages are based on returns actually audited. Data for payeas who could not be identified, located, or coatacted
are excluded. This Omission has the effect of raising compliance rates.
2/ Basod on simple tabulation of raw data. Weighting docs not affect results substantially.
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Tabla ) .

Eaployea/Indepandent Contractor Compliance Study

Compliance Rates -- Av Industry 1/
!

] Tncome Tax Compllance Rate ) fSoclal Becurlty ¥ax Tlance Rats
13" Parcentage of i1 _Perceatage of Dayess WIth .... 1 F tage 33

1ndustry s: Compensation Yl 11111 v Factia ] Texo sa of BECA s or ) None o
i Reportad 11Compl lance CompliancesCompliance s3  Yax Paid s of SECA Tox 3 SECA Yax

Real Fatate TR 5.0

“Nn 20.20 M.n .M 30.n
Insurance 98.) .8 4.0 6.2 9.5 7.9 . 12.1
Direct Sales 6.0 s1.0 s.7 433 $3.) 3.3 66.7
Othexs Sales 4.1 40.2 4.7 47.1 66.6 36.9 63.1
yging and Timber s2.1 22.9 7.6 69.5 49.2 26.9 3.1
¥ranchise Operations 7.0 38.) 10.0 51.7 67.1 3.1 4.9
Barbar and Beauty Shops 90.0 133 6.2 20.0 2.2 £6.7 33
Trucking 66.7 40.9 4.9 54.2 61.4 5.1 64.9
Taxicabs 43.5 32.4 2.9 64.7 4a1.1 29.4 70.6
Home Improvement 0.2 39.8 4.6 55.5 s8.0 32.0 67.2
Real Estate Construction 63.7 31.3 6.0 €2.7 58.1 29.6 70.4
“arehocusing s4.0 16.0 4.0 80.0 $4.7 1%.0 e.0
Eating and/or Drinking

Places 58.5 33,1 8.0 58.9 6.2 25.4 4.6
Entactainment 27.9 54.0 4.0 41.9 0.7 46.4 53.6
Exempt Organizations 97.8 76.1 2.2 21.7 7%.1 3.4 6.6
Hodical and Health
Services 90.1 67.4 4.6 20.0 7.0 49.1 50.9

Consudt ing 6.3 55.6 3.2 41.3 60.7 6.0 64.0
Other 2/ 2.5 45.0 4.1 30.7 61.1 33.5 66.5
LYY S V4 7.2 48.2% 4.9 46.9% 66.0% 3e.s 61.99
H¥flce of the Secretary of the Treasury June 19, 1%

Office of Tax Analyals

1/ All percentages are based on returns actually audited. Data for payees w10 could not be identified, located, or contacted
are excluded. This omission has the effect of rafaing compliance rates.

2/ Includes all other industries not separately tabulated. Examples of industries reported imclude farming, manufacturing,
Janitorial service, messenger service, security service, ofl exploration, legél services, nursery, market ressarch, modeling
agency, CPA review, opinion’ survey, snow removal, data processing, funeral homa, and landscaping.

)/ Based on simple tabulation of raw data. Welghting does not affect results substantially.
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Yable ¢

Emgloyee/Independent Contractor Complisnce Study

Cosmliance hates -- By Ocouvation 1 V4

o 11 Income Tax Compllance Rale 1" Soclal Beocurlty Tax
++ Parcentage of i1 Percentage of Pa ees with .... i Percentage i1
Oucupation 11 Compensation [T w 1 Partia ) 0 11 of BECA or

. 313, Reported 11Compl lancaComplianceiCompllance 3¢  Tax Patd of SECA Tax Tax
Manayor, Distributor 5.7 7.3 6.4 15.38 91,58 75.3% 24.5%
Sk ) led Labor €9.6 42.6 5.4 $1.9 60.1 35.4 64.6
sk bl led labor -~

Cauual 43.0 25.3 5.5 69,2 27.% 18.0 82.0
tnakitied fabor --

Noncasual 40.5 27.1 1.6 69.) 3%.0 21.0 7%.0
1 lver 66.5 4$3. 4.5 50.2 60.7 3.5 62.5
Sales 86.1 71.2 5.0 230 20.0 $0.5 41.5
Protessional 2.4 2.1 5.7 22.2 83.3 54.9 45.1
Cler ical 75.2 47.8 6.2 4.9 64.) 37.3 €2.7
Entustadnoc 5.8 52.4 .o’ o7 62.) 3. €2.1
OLher 7.8 51.1 2.1 6.8 7.8 32.¢ 62.4
LY N I 74 6.2 468.2¢ 4.9 v 46N §6.00 3. 61.9

Oftlco of the Bocroltar
Office of Tax Analys

1/ Al porcentages are Lased on returns a
are oxcluded. This omission has the effect of ralsing the compli

2/ Based on simwle Labulation of raw data,

¥ of the Treasury
.

Ctually audited.

Dats for

Wulghting does not affect reaults substantially.

June IS, 1373

payses who could not we identified, located, or contacted
ance cates.
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- Chant 4
PERCENTAGE OF WORKERS WITH ZERO COMPLIANCE
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Chast 2
PERCENTAGE OF WORKERS WITH ZERO COMPLIANCE

by Adjusted Gross Income
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Chart 3 '
PERCENTAGE OF WORKERS WITH ZERO COMPLIANCE
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Table 3
Employee/Independent Contractor Compliance Study

Pexcentage of Compensation Reported and Percentage of Horkers Reporting Their Compensatioa for
Income Tax Purposes -~ Ry Amount of Componsation Received 1/

f

Amount of
Compensat ion
(as corrected)

[X] s hro.ntlg. orCmuE{on on Yax Returns wiEh.. T nrcon!m of Pa s with ...
11 N ’ RPartial ¢ g " 0 Partia 1lance 1
1:Caompliance 008 - 1000;: O\ - 8OV ¢ Zero 13 Pull 3 [ s lero

1 s = T -
13 Rate :Co-:“lue-n All uConpllmco:Cocpll-ncnmumn|Co-plhm: All :ComplianceiCompliance iCompliance

Less than $100 25.m 25.04 [ 2 ) [ 20N ¥ [ 2N ¥ 75.0% 23,548 [ 2N [ 2N 3 [ 2 76.5%
§ 1J100c0$ 200 24.6 24.6 ] [} [} 5.4 25.1 [} [ [ 74.9
$ 200t0$ S00 33.6 32.1 2.0 0.6 1.4 63.9 .4 1.9 0.6 1.4 £6.6
£ 500 to § 1,000 42.0 3.0 4.1 1.2 2.8 $6.9 8.1 .8 1.3 2.5 58.1
$ 1,000 to § 2,000 48.4 5.8 3. 2.0 1.1 51.1 45.5 3.0 1.9 1.1 1 51.%
$ 2,000 to § 5,000 60.8 55.2 6.9 4.0 2.1 37.9 54.)3 6.9 4.7 2.1 3.9
$ 5,000 to $10,000 70.0 6.6 9.0 5.8 ). 2 27.5 63.0 8.8 5.7 3.1 28.2
$10,000 to §15,000 0.5 4.8 6.0 4.7 2.1 18.4 74.1 7.2 4.9 2.3 18.6
£15,000 to 520,000 2.0 85.0 7.3 s.7 1.6 6.8 86.3 6.9 5.3 1.5 6.9
$20,000 to $50,000 0.6 75.8 13.3 .7 4.9 10.9 75.0 1).6 9.9 3.8 1.4
$50,000 and over .4 81.9 s.1 4.9 3.) [} 2.0 .0 4.0 4.0 [}
AL 2/ 76.2¢ 64,24 .63 5.7% 2.9 22.2% a.n &N J.on 1.9 6. N
OffIce of the Secretary of tha Treasury June 15, 1903
Oftice of Tax Mulvn!u

3/ All percentages are based on returns actually audited. Data for payees who could not be identiflied, located, or contacted

are excluded .

2/ Based on simple tabulation of raw data. Weoighting does not affect rasults substantially.

This oalasion has the effect of zaising compliance rates.

)
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Table 6
Employee/Independent Contractor Compliance Study

Potcentaye of qunn-n fon Reported and Percentage of Workers upotunq Thelr Compensatioa for
Income 'l'ux rposes -~ By Adjusted Giross Iucome 1/

I T 3 ﬁroon'lﬂ_ of Compensation on Tax E!uum vltl..u 13 of Payees with ...

Adjust el Grons bwoma 11Compll-

" ance 1808 - 1008: 0% - 808 - sero u rull u ‘ﬂ fm “ W s 3ero

t: Rato l&:.pﬂ»eu All 1ComplianceiConpliance sCompl lances iCompl lancei! All iCompliance:Compliance:Compl fance

tasnwn than $ 5,000 51.0% 4.0 .0 LN 0.8 48.5% J0.68 2. 1. .. %N €7.2%
¢ %.000 to § 10,000 62.8 55.0 9.2 6.7 2.5 5.2 42.2 6.4 4.1 3:’ 51.4
$ 10,000 tu § 15,000 2.9 4.9 9.3 7.0 2.3 25.9 50.0 5.0 31 1.9 4.0
3 14,000 to $ 20,000 a2 7.3 0.1 5.7 2.3 15.6 s0.5  s.) 3.7 1.4 .
7 20,000 te $ 10,000 8.0 4.9 14.0 s 5.2 11.0 64.1 7.1 4.0 3.1 2.8
S 18,000 to § %0,000 2.0 4.0 7.0 2.3 4.8 e.9 7.1 4.2 1.7 3.0 17.2
$ 98,000 1o $100,000 9.6 2.8 2.) 1.8 0.5 4.9 7.9 7.8 3.9 3.9 14.3
$100,800 awl ovor 9.3 9.9 L] ] . ° 0.1 8.9 [ ] - [} [} na.a
ALL. 2/ T6.28 9. 20 0.6 3.7 2.9 22.2% 40.2% 4.9 3.0% 1.9 46.9%
offlco of the ﬁm'l’nklt! of the Treasury June 15, 137
ol lco of Tax Analys

1/ ALl puscuntages aro based on returns actuslly eudited. Data for payees who could not be identified, located, or coatacted
Are ancludud. This omission has the elfect of raislng compliaace rates.

2/ Bansad on simple Labulatlon of raw data. Haighting does not affect results substantially.
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Yable 7
Employea/Indepandent Contractor Complilance Study

Peccentage of Compensation Reported and Percentage of Horkere Reporting Their Compensatioa for
Iacome Tax Purposes -- Ry lndustry 1/

'

153 t_Parcentage of Compensatlion on Tax Raturns with.. s Perceptage of Payses with ...
11Conpli-, : pactial C s

empllance |
Industcy i1 ance 1808 - 1000: OV - 8O ¢ 2er0 35 Pull 3 s s Zero

Fuj) 8 - N -
s Rate :Cn-pﬂumﬂ All iCoapliance:CompliancesCompliancesiCompliances ALL $Conpliance:Conplisnce iConpliance

Roal Estate 89,50 . Ln 2.0 4.5 s.00 A N 1.9 2.0 20.2%
Insurance 99.3 9.6 2.9 2.4 as 3.5 o8 4o 2.7 13 6.2
Direct Salas .8 62.5 *s s e 2.0 s1.0 5.2, e 2 a3
Ochar selee 2.3 0.4 “? 2.6 2.0 24,9 w2 e 2.2 2.4 a0
Loggling & Timber 5201 M1 a7 15.7 1.7 .6 2.9 1.6 6.2 1.0 6.3
Vraachise Onerstions  13.0 9.7 238 255 . 22.4 8.3 100 . 17 51.7
parber & Beauty Shops  90.0 2.3 Y Y ° s 3 62 6.2 ° 20.0
Trucking 66.7 548 130 1009 2.1 2.1 s 4 @3 ) se.2
faxicans als 9.5 6.2 o 6.7 5.8 2.4 29 o 2.9 6.2
Homo Improvement 7.2 0.6 10,6 10.0 o6 2009 8 a6 39 0.8 55.5
Real Estat

Conteact bon €1.7 $2.6 132 s.3 .1 1.7 N3 &0 2.1 2.9 62.7
Wacohousing 54.0 22,2 a2 ° an 20.6 6.0 40 o e 0.0
rati nd
e king araces 8.5 s0.5  1l.s “s 1.2 1.2 0.1 s 3.4 “s se.9
Enterte inment 7709 .5 303 0.4 2.9 1.2 540 4.0 0.8 12 als
Enemot Organizations  97.8 ¢ o.2 0.2 ° 2.2 % 2.2 2.2 ° 2.7
Medical & Health

popitel il 0.1 8.3 s.2 2.3 2.8 3.0 7.4 46 2.3 2.3 .0
Conaulting 76.3 614 o8 s N 22.9 s5.6 3.2 3.2 ° as
ther 2/ 2.5 6.2 5 5.0 L2 25.5 0 e 2.6 1.5 50.7
Ly 7%6.20 @.2n a6 s.; 2.3 22.2¢ wn an 3.0 1 )
Oftice of the Sscratary of the Treasury June 15, 1979

Office of Tax Analysis

1/ All percentages are bessed on returms actually audited. Data Cor payess who could not be fdentified, located, or coatacted
are excluded, This omission has the effect of raisiog comollance rates.

2/ 1Includes all other industries not separately tabulated. Examples of industriss reported include faraming, magufacturing,

T janitorial service, messenger service,,securitv narvice, oil exploration, legal services, mursery, market resesrch, modeling
agency, CPA review, opinlon survay, snow removal, data processing, funeral home, and landscaping.

3/ Based on simple tabulatiom of raw data. Weighting does not affect resulta substantially.

(1)



. Table 8
Employes/Indapendent Contractor Compliance Study

Parcantage of Compessation heported and Percestage of tlorkers Reporting Thair Compensation for
Income Tax Purposes -- By Occupation 1/

7 1_Faicentage of Uonpansatlon on Tax Waturas with..s: ayees with .. ..
11Compl i~y s___partial Comollance — ¢ " I —Eappla) copeligaca T
Occupation i ance 'ﬂ' ' 3608 - 1000; O - 800 ¢ Zavro ¢ Pull 0 - 3 - s 3ero
t1 Rate Compllances ALl iComplianceiComplianceiComplliances:Conplisnces Al) sC mpl i Compl i Conpliance
) )

Manager, Distributor 95.7% 90.68 6.8 3.2 3.6 2.6 78.3% 6.4 L .5 1.
Skilled Labor 63.6 59.1) 12.% 9.6 2.9 as.4 42.6 5.4 3.7 3.7 1.9
Unskilled Labor --

Casual 4).0 38.7 s.0 6.2 2.2 55.4 25.) 3.5 3.5 1.9 €9.2
Unskilled Labor --

Noncasual 48.5 42.7 6.9 5.5 3.5 30.4 27.12 3.6 2.4 1.2 €9.1
iver 6.5 56.9 10.8 8.8 1.9 32.3 } 45.1 4.5 3.6 0.9 50.2
Sales 8.1 sl.0 6.3 2.9 3.5 12.6 7.2 5.0 2.3 2.6 2).0
®rotessional 94.4 86.0 8.9 6.6 ' 2.4 4.3 72.1 5.2 3y 2.4 ‘22,2 - .
Clerical 75.2 €8.? 11.0 $5.0 6.1 20.3 4.8 6.2 3.8 2.4 45.9
':nt';rtntnnt 5.8 4.0 3.4 0.3}’ 3.} 22.6 52.4 4.0 0.8 3.2 43.7
Other 71.8 5.7 2.7 1.4 3.2 21.6 si.1 2,1 1.1 1.1 46.8
LYY S ¥4 6.0 . 8.6% 5. 2.9 22.2¢ 4.0 4.9 3.0 1.9 46.9%
Office ol the Becretary ol the Treasury Juna 15, 1379

Office of Tax Analysis

1/ All percentages ars based on returns actually audited. Data for pavees who could not be identified, located, or contacted N
are excluded. This omission has the effect of ralsing comoliance rates.

2/ Based on simple tabulation of raw data. Weighting doss not affect results substantially.

801



Hllvca of the Soch ot ar
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I e T 1) ir 0 113D v 0 ’ . . '
. Manages, +8hiddedr Lalwc-- o Bakor-- & . iPcalen-s sEater-y )

- Bletributos, jalog j Ceswal foncswua);iDsivers Sales 4 2 M
el Eotate 1.5 sl.9n [T A1) “n 1.8 .00 .68 6.4 av.3n
[T ”.s 0.8 sl.¢ 02 .)
Blaemt Gabtus "n.e e w2 32 6).5% 76.3  83.3 0.0 3.0 e
s atus 7.7 3.6 “.. a.s 3.3 8.9 ) €3 an e .08
Vonpylor) ami Timlas 0.1 n. "”.e ”n.e 2.1
Voau hiaw s al long 2.9 .2 [ ] n.e . 3.0
Mshne amt Brauty Smgs .8 R 100.0 ”.0
ovwh bowy 1X) 2.0 6.7 612 e .3 ¢6.?
Tanbiake R (2N ] a.s
W Joges cvemnmt 34.2 .4 [} 8 ] 2.3 7.2 es.s .6 “.¢ 1.2
el futate Cinetrwmit fun ”.e .) n.e 31.) 8.0 s .. al.9 [3 N ]
s arboerman b oy 2.0 . 4.0
tat g aad/us e inking Places 2.8 4.2 3.9 “”.0 e . 63,1 0.6 9.3
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e i/ 5.2 s0.s n.e 30.) 3¢.6 3.6 2T 8027 a2 ae e
ath W n. 0o .18 8. 68 65.6% 3.8 2.3

69.8% 0.3 3334 26.2%
“of ‘tha ¥reasury .

Hlive of Yax Analyels

; .
47 AV pmrentagus ate based on Seluine autually andited. Dats for payess who cowld mot be idantitied, leceted, or comtacted
) Mo snclwiud.  This tmiselon hes Lhe aftect of ralelng cump ) lance rates. t

4/ leiwine all wtbes Sndwetsles not Suparataly tabulsted. Kxsaples of industries 4 leciu farsiang, ]

Jonltuilel emivive, mvssenyer service, Security service, 611 esploration, I.'-\ m—rvlo-., aucepry, market ressearch,
Sululing ayency, CPA seview, apinion ‘suivey, ehow + dota hoae, and Jandecaping.

¥V Baerd un slegple Lalmlat lon of raw data. Woiyht lny dues wut alfect resulte subetant lally.
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Table 10
Employee/lndapondent Contractor Compliance Study

Workes Social Security Tax Comnliance Pates -- by Amount of Compensation Received 1V4

10 Workera® Boclal facurlty Tax Compllance Rater: PFercentage of Workers Waving
Amninl ot Comgpongat ton ::__‘;‘. <t o:o.u:l ) :: - = t.ld: S
PO 18 SECA, as on Audit .« Subject to BECA 13 Soclal Security Tax s Soclal Secwrity Tax

larun than $ 100 2/ E74 F74 y
s toe - 200 2 y y oy
$ 200 ~$ S00 3y 2, 2 2/
$  ho0 - $ 1,000 26.6 % 22.9 % 22.6 ¢ 77.4 8%
§$ 1,000 - $ 2,000 342 30.7 30.7 69.3
$ 2,000 - $ 5,000 4.2 4.7 ' 4.7 5.3
$ ».000, ~ $t0,000 6.4 ss.8 59.5 40.5
$io, 000 - $1%,000 4.7 7.6 733 26.7
$15,000 - $20,000 90.7 8s.0 86.2 11.8
$20,000 - $5%0,000 89.5 88.) 5.3 14.7
$%0, b0 amt ovel 6.7 66.7 6.7 33.)
an v 10.0 % L 6.0 8 s 1.9 2

Offlen of (e gucretary of the Treasury June 15, 137%
Oftlce of Tax Analysls .

1/ ALl priconteagos are hasved on returns actually audited. Data for vayees who could not be 1dent ffied, located, or contacted
T mte oxéludoel. This omiesion has the offect of caising compllance ratas.

2/ Bol muaningfu) bucause sell-empluoyment income of less than $400 is not subject to eself-employment (SECA) tax.
3/ Buucd on singple tabulacion of raw data.

Malyliting doen not affect xesults subatantially.
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Table 11

Emp:loyee/Independent Contractor Compliance Study

tlorker Social Security Tax Compliance Pates -- by Adjusted Gross Income 1/

11 Horkers™ Soclal Securlty Tax Compliance Rate:: Fercentage of Workers Having
X Assuming: _ " Paids
Adjusted Gross Income 13 SubJect to FICA or 13 AlIl or Bome o ' None of t

1t SECA, as on Audlit 1 Subject to SECA 1t _Social Security Tax s Social Security Tax
Less than § 5,000 46.7 s 42.6 % 22.1 % 77.9 %
$ 5,000 - $ 10,000 56.4 52.1 35.4 64.6
$ 10,000 - $ 15,000 68.2 64.2 4.2 58.8
$ 15,000 - § 20,000 80.3 77.0 49.6 $0.4
$ 20,000 - § 30,000 06.8 81.7 56.6 .4
$ 30,000 - $ 50,000 90,2 - ar.8 70.4 29.6
$ 50,000 - $100,000 92.1 1.0 el.5 18.5
$100,000 and over 66.7 66.7 66.7 33.)
LYY 74 70.0 % 66.0 3 3o.1 s €2.9

Office of the Secratary of the Treasury

June 15,7137%
Office of Tax Analysis

1/ All percentages are based on returans octually audited. Data for payees who could not be identifiled, located, or contacted
are excluded. This omission has the effect of raising compliance rates.

2/ Based on simple tabulation of raw data. Weighting does not affect results substant lally.
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Table 12
EZmployse/Independent Contractor Compliance Btudy
Worker Soclal Securiiy Tax Complliance Rates ~ by Industry )/

tv HorkBra® Soclal Securlty Tax Compllance Rater: Tarceatage of Workers Having
s Assuming: " Paid:
Industry 11 BubJect to FICA or ¢ 11” AIT or Bome of the — None of the

33  SECA, as on Audit 1 Subject to SECA 13 Soolal Becurity Tax s Social Sccourity Tax
Real Estate 85.6% . [T 1Y 30.5n
Insurance 9.2 95.5 0.9 12.1
Direct Sales 7.4 53.3 33.) 66.7
Other Sales 70.2 66.6 3.9 €).1
ogging and Timber $3.6 49.2 26.% 3.1
Pranchise Operations 0.6 €7.1 5.1 €4.9
Barber and Beauty Shops 87.2 n.2 66.7 N
Trucking 65.2 61.4 35.1 64.9
Taxicablae 46.7 4.1 29.4 J0.6
Home Improvement 62.7 8.0 2.8 62.2
Roal Estate Construction 62.1 se.1 29.6 70.4
Harehousing 57.1 54.2 19.0 a1.0
Eating and/ox Drinking Places 50.8 46.2 25.4 4.6
Entertainment 4.6 0.7 46.4 5.6
Exempt Organizations 8%.0 79.1 1.4 60,6
Medical and Health Services 76.4 .0 4.1 50.9
Consulting 68.2 60.7 6.0 64.0
Othesr 2/ 64,2 61.1 3.5 66.5
an ¥y 70.0% 66.0% 3818 61.9¢
OIflcea of the Secratary of the Treasury . June 15, 1973

Office of Tax Analysis "
1/ All pecrcentages are based on returna actually audited. Data for payees who could not be ldentified, located, or contacted
are excluded. This omission has the effect of ralaing compliance rates.
2/ Includes all other industrias not separately ubuluax. Examples of industries reported include taraing, manufacturing,
janitorial service, messengar sarvice, sacuritv service, oll sxploration, legal servicas, aursery, matket ressarch, modeling

s agency, CPA review, oplnion survey, snow removal, data processing, funeral home, and landacaping.

Based on simole tabulation of raw data. Heighting does not affect results subatantially.
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Table 13}
- kmployee/Independent Contractor Compliance Study

Wokker Social Security Tax Compliance Rates --~ By Occupation‘l/

|
’

801

11 Uorkars' Boclal Securlty Tax CompITance Rates: Percentaca of Workers llaving
5 Assuming: [} Paid:
Occupation 11 BubJect tc PICKN or Y or ol e 1 °

11 SECA, as on Audit t_ Subject to SECA 11 Boclal Security Tax i1 Social Security Tax
Manager, Distributor 92.6 v 9.5 % 2.5 24.5 %
Skilled Labor 64.7 60.1 L LY | 6.6
Unskilled Labor -- Casual 30.0 27.5 18.0 82.0
unskilled Labor -- Noncasual 43.5 3%.0 21.0 79.0
briver ) 64.5 60.72 37.5 62.5
Sales 82.7 80.0 58.5 41.5
DlDfOlll().nll 6.7 3.3 54.9 . ‘ 45.1
Clerical 67.9 64.) 3173 62.7
Entertainer 67.5 62.) 37.9 62.1
Qther 79.8 73.8 37.6 62.4
All 2/ 70.0 % 66.0 % js.1 8 61.9 %
Offlce of the Sccrqtarl of the Treasury June 15, 1979

Office of Tax Analysis

1/ All percentages are based on returns actually audited. Dsta for payees who could not be identified, located, or contacted
are excludad. This omission has the effect of raising compliance rates.

2/ Based on aimple tabulation of raw data. Weighting does not affact results subatantially.
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Table 14
Employee/Independent Contractor Compliance Study

Explanation of Differences Between Sarple
Salected and Sample Auditad and Tabulated

tNumber :Percentage: Amount : Percantage
: of H of : of : of
:Returns: Returns :Compensation:Comnensation

Total Sample Selected 7,109 100 & $24,840,019 100 ]
Lass:
Unable to Locate 1,522 21.4 2,094,152 8.4
Onable to Contact 90 1.3 202,281 0.8
Not Liable for Taxes 333 4.7 204,783 0,8
other 12 0.1 16,848 0.1
Auditad and Tabulated 5,152 72.5% $22,322,318 89.9 %
3¥Tice of the Secratary of taa Treasury Juna 15, 1979

Office of Tax Analysis
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Employes/Independant Contractor Compliance Study
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Senator Byrp. Next, there will be a panel of witnesses dealing
with S. 736, which is Senator Dole’s proposal.

The panel will be Dr. Jack W. Carlson, executive vice president,
National Association of Realtors, accompanied by Mr. Gil Thurm,
legislative counsel, National Association of Realtors; Mr. Neil H.
Offen, president, Direct Selling Association, accompanied by Mr.
Arthur Rothkopf and Mr. John Beyer; Mr. Gustav J. Lehr, execu-
tive vice president, MFA Insurance Cos., Columbia, Mo.; Mr. Rob-
ert M. Dunville, Sr., president, Robert M. Dunville Bros., Inc,
Richmond, Va., representing the Associated General Contractors of
America.

If there are others, I would be glad for you to identify yourselves.

Senator DoLE. Mr. Chairman, I would like to submit a statement
for the record in support of S. 736. My statement points out some
of the areas that I consider to be important.

Senator Byrp. Yes, Senator Dole. That will be incorporated in
the record.

[The statement of Senator Dole follows:]

STATEMENT OF SENATOR BoB DoLk

Mr. Chairman, one of the bills before the subcommittee today is S. 736, the
Employment Tax Act of 1979. The legislation addresses a very important issue. If
enacted it will bring some certainty into a very controversial area of the tax law.

Independent contractors are distinguished from employers for tax purposes by the
common law. The common law rules and the application of these rules by the courts
have produced decisions and guidelines that until a few years ago were widely
understood and accepted. However, in the early 1970’s, the Internal Revenue Serv-
ice launched an aggressive audit campaign of employment taxes. The problem of
increased audits and the retroactive tax assessments which were issued by the IRS,
brought a number of complaints from many taxpayers, including direct sellers,
insurance salespersons, realtors, loggers, truckers, and many more.

Mr. Chairman, I need not remind members of the Finance Committee that the
distinction between the independent contractors and an employee is important
because employers do not have to withhold on wages of independent contractors, nor
pay social security or employment taxes. If the Internal Revenue service decides to
challenge the employment status and prevails, the employer becomes liable for
employment taxes which have not been withheld or paid to the Treasury. It is a
very serious problem.

Because the Internal Revenue Service had changed the rules of the game, in its
opinion of tax treatment of independent contractors, the 1978 Revenue Act con-
tained a provision which I sponsored to allow employers to continue to treat individ-
uals as independent contractors as long as there was a reasonable basis for treating
them as independent contractors in the past. Section 530 of the Revenue Act has
temporarily solved the problem. To demonstrate my commitment to find the right
solution, I have introduced S. 736.

The bill sets forth five requirements that, if satisfied, would result in a worker
being treated as an independent contractor. I believe it is a sound Eroposal. It
means legitimate businessmen and workers will be able to conduct their affairs
without undue restrictions or without harassment. I am concerned, as any Senator
who sits on this committee, about tax compliance. However, I do not believe we
should enact measures that would eliminate the status of the independent contrac-
tors.

The relief provided in the 1978 tax bill expires at the end of this year. If we
cannot satisfactorily resolve this issue, I believe that section 530 should be immedi-
atehl{ extended so that Congress will have the time to resolve the issue.

r. Chairman, I appreciate your scheduling this hearing.

Mr. CarusoN. If I may submit my longer statement for the
record, I would appreciate it, and I have a shorter one.
Senator Byrp. Certainly.
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STATEMENT OF JACK CARLSON, EXECUTIVE VICE PRESIDENT
AND CHIEF ECONOMIST, ACCOMPANIED BY GIL THURM,
VICE PRESIDENT AND LEGISLATIVE COUNSEL, GOVERNMENT
AFFAIRS, NATIONAL ASSOCIATION OF REALTORS

Mr. CArLSON. My name is Jack Carlson, executive vice president
and chief economist, and I am accompanied by Gil Thurm, vice
president and legislative counsel, government affairs of the Nation-
al Association of Realtors.

Senator BYRrD. As the witnesses know, the four witnesses will
have 5 minutes each.

Mr. CARLsoN. This association, with over 726,000 members, is the
largest trade association in the United States. We are concerned
with all facets of the real estate industry—residential, commercial,
industrial, and farm real estate.

We are pleased to testify today in support of the Employment
Tax Act of 1979, S. 736, introduced by Senators Dole, DeConcini,
grﬁl Matsunaga. We urge that the committee favorably report the

ill.

Over the last several years, the IRS has misapplied the long-
standing common law test to the point that it was attempting to
coerce independent contractors in the real estate industry into
employee status. That is, the IRS was trying to remove the freedom
of choice of business relationships.

We thank the members of the committee and Congress in gener-
al for providing the needed interim relief from unjustified IRS
harassment activity. This important relief provided by section 530
of the Revenue Act of 1978 will expire at the end of this year. That
is why it is important to focus now on reasonable legislative stand-
ards for next and future years.

The National Association of Realtors supports S. 736 for provid-
ing reasonable long-term standards which establish an alternative
method of determining whether an individual is an employee or
independent contractor. The bill provides a “safe harbor’ by giving
certainty as to tax status to independent contractors who are able
to meet the five strict requirements contained in the bill. At the
same time, by retaining the common law test, it will not foreclose
independent contractor status to an individual who may not meet
all five “‘safe harbor” provisions. :

The five requirements for “safe harbor” treatment in the bill are
very strict, and should be strict to prevent workers who should
obviously be classified as employees from inadvertently being re-
classified as independent contractors. The bill was not designed or
intended to allow massive switchovers and any objections on this
point can be addressed through an antiswitch amendment if this
objection proves to be a legitimate concern.

e Treasury Department proposal concerning the independent
contractor issue does not focus on the need to clarify the status of
workers as empl'cﬂees or independent entrepreneurs. Rather, the
proposal of the Treasury Department concentrated on the initi-
?ticértmo of a new 10-percent withholding system for independent con-

ractors.

This is greater than 14 percent of the effective tax as it is
imposed on the basis of an individual’s gross receipts. Inasmuch as
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ﬁross income is much greater than net income, you are going to
ave people overpaying under that system.

The basis for this proposal is an IRS tax compliance study pur-
portedly showing that a large percentage of independent contrac-
tors apparently do not pay their fair share of taxes. That IRS
study, however, is of dubious validity for a variety of reasons we
will set forth. Even though that study places the real estate indus-
try among the highest category of tax compliance, we will illus-
trate that our compliance is even better than indicated.

Accordingly, it is unwise, excessively costly, unnecessary, and a
restriction of the freedom of choice to consider a new, burdensome
and complex withholding scheme on the basis of an invalid study.

A limited amount of the tax return information on which the
IRS study was based was made available to the public on July 5
pursuant to the Freedom of Information Act. After a review of
even this limited data, we believe the study to be seriously defi-
cient because of problems associated with sample selection, sample
size, and other methodology used in the study. I used to be Assist-
ant Director of the Office of Management and Budget in charge of
evaluation. It is my professional judgment that I would be ashamed
to be associated with the Treasury Department given the kind of
sampling that they have in this study.

Nevertheless, even according to the figures presented in the
study, real estate salespeople have a compliance rate in excess of
96 percent. This compliance rate is much higher than that of the
average taxpayer.

Given this high degree of compliance by the independent contrac-
tors in the real estate industry, we do not see how compliance
could significantly improve if a withholding system were initiated.
Even if some compliance problem were proven to exist, it would be
premature to propose a new withholding system when simple and
available administrative remedies have not been utilized to address
the problem.

Let us make no mistake that a withholding system would be
costly and burdensome. Many real estate brokers do not have any
employees and therefore do not use any withholding system at
present. For these small businesspeople, a withholding system
would impose a new, unfamiliar and costly burden.

A conservative estimate of the cost to each broker to implement
and maintain such a withholding system is $500 per year. en we
take into account the more than 200,000 real estate brokers who
use independent contractors, which is 90 percent of all broKers, the
total cost of withholding in the real estate industry alone is $100
million per year, $1 billion over a 10-year period.

This is just the cost of taking care of the system; not any addi-
tional taxes that might be paid.

Ultimately, this additional cost must be passed onto homeowners
and other property owners and translates into an additional cost of
$25 for each home purchased and $150 additional for the average
household members during their lifetime. P

The additional cost of $500 must be compared with the maximum
possible increase of taxable income of $187 per real estate company
according to the IRS study, which would require 100 percent abso-
lute compliance. So, we have the Federal Government requiring
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people to s'?end $500 so that the IRS under perfect conditions could
collect $187.

And, since the $500 is a deductible business expense, and many
realtors may be paying a marginal tax rate of 38 percent or higher,
the Treasury could realize less net tax revenues from the real
estate industry if a withholding system is initiated, even under
perfect conditions.

In the most likely case, the IRS must expect less taxes from their
proposed withholding system. Realistically, 1 percent or possibly 2
percent higher compliance is the best that can be expected. Even
this amount would place compliance of real estate salespeople at 97
percent to 98 percent, above most sectors of the U.S. economy.

At this higher compliance level, an average of $50 more in taxes
may be collected but only by imposing a withholding cost and
burden of at least $500. Thus, the IRS would require $10 to be
spent by every broker for every $1 in additional tax receipts.

In the case of your home State of Virginia, Mr. Chairman, as
shown on table 6 in my written statement, the average real estate
business would be forced to spend $495 more each year to satisfy
IRS’s proposed reporting system which would ultimately increase
the cost of homes in Virginia by $24.75 each or a total of $2,500,000
higher cost for the homes expected to be purchased during 1980
and each year thereafter in Virginia.

For this huge increase in cost, the IRS may collect $47 from each
real estate business or $2.50 per home or $230,000 from the entire
State. Thus, realtors and homeowners in Virginia would have to
paiy $10 for each additional $1 collected by the IRS.

n summary, the IRS compliance study is not an accurate indica-
tor of tax compliance by independent contractors in the real estate
industry and, even if one accepts the figures in the study, the
compliance rates shown for these independent contractors are al-
ready extremely high. As a result, a withholding system is simply
not warranted or necessary or desirable.

However, we do need reasonable legislative standards for deter-
mining independent contractor status to substitute for arbitrary
determinations made by the IRS. Accordingly, we urge the commit-
tee to help resolve this problem and favorably report S. 736 to the
full Senate.

We appreciate this opportunity to present our views on this
matter of urgent concern. We will be happy to try to answer any
questions the committee may have.

Thank you.

Senator Byrp. Thank you.

Who is the next witness?

Mr. OrreN. I am Neil H. Offen, president of the Direct Selling
Association. With me is the president of our consulting firm, John
Belyer, and vur counsel, Arthur Rothkopf.

would like to submit our full statement, and an economic
impact study done by Robert R. Nathan for the record.

nator Byrp. Your full statement and the impact study will be
made a part of the official record.

Mr. OrrEN. Thank you, Mr. Chairman.

I would like to submit a two-page summary of the defects that
our economic consultants have found with the IRS study.
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Senator Byrp. The summary will also be inserted into the record.
Mr. OrreN. Thank you, sir.
[The material referred to follows:]

Derects IN THE IRS CoMmpLIANCE StuDY

The Treasury proposal to extend tax withholding to independent contractors is
based on an IRS compliance study of 5,162 individuals which concludes the tax
compliance for independent contractors is poor. This study and the conclusions
drawn from it are too seriously flawed to serve as the basis for such a fundamental
tax change.

THE IRS FAILED TO ESTIMATE COMPLIANCE RATES CORRECTLY

The IRS failed to compare taxes paid on independent contractor income to total
taxes owed. Using the IRS’s own data for the 5,152 workers in the study, it is
estimated that 90 percent of the taxes owed on this income have been paid. Failure
u!’ls meas;re this most basic and meaningful compliance rate is a serious flaw in the
IRS study. :

The IRS failed to utilize net income as the most appropriate measure for calculat-
ing compliance rates, resulting in an overstatement of non-compliance.

The IRS failed to include in the compliance estimate individuals whose total
income was below the level of that required for filing returns. This resulted in
further overstatement of non-compliance. .

The IRS failed to measure tax compliance where information returns (Forms
1099) are furnished to independent contractors. Such a correlation would have
indicated whether better information reporting would lead to increased compliance.

The IRS included as non-compliers a large number of workers (estimated to be
almost 20 percent of the sample) whom the IRS found had no tax liability as
independent contractors.

EVEN THE IRS DATA DEMONSTRATE THAT ADDITIONAL REVENUE FROM TAX
WITHHOLDING WILL BE SMALL

The Treasury has stated that withholding and strengthened information reporting
would raise the tax compliance rate to approximately 90 percent, but the IRS study
supports the conclusion that the tax compliance rate for independent contractors is
already at that level.

The IRS study shows that additional revenue would come from a very small
proportion of independent contractors.

Two-thirds of the audited workers had no unpaid taxes.

Four-fifths had an average unpaid tax of only $8.32.

Fourteen percent of the audited workers account for 87 percent of the unpaid tax.

THE OVERALL DESIGN OF THE STUDY I8 HIGHLY DEFICIENT

The sample of individuals audited is not representative of independent contrac-
tors.

The universe of independent contractors is not known, which the Treasury explic-
itly admits.

The sample of workers was drawn only from tax cases where employment status
was under dispute.

The sample of audited workers was drawn from a larger sample which the
Treasury has stated is not representative of independent contractors.

Over one-third of the workers were drawn from insurance salespersons, which
does not reflect the composition of the independent contractor population.

The “Direct Sales” category includes workers with occupations foreign to the
industry—entertainers, drivers and a large number of unskilled laborers.

The sample was not random. Over 21 percent of the original sample could not be
located and was not replaced, contributing to sample bias.

The large number of skilled and unskilled workers in the sample (almost one-half)
is not consistent with the known characteristics of independent contractors.

Acceptable measures of statistical reliability have not been provided, so that the
reliability of the compliance rates are not known.

For many industry and occupational groupings in the study, the number of
workers audited is too small to estimate compliance with statistical reliability.
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STATEMENT OF NEIL H. OFFEN, PRESIDENT, DIRECT SELLING
ASSOCIATION, ACCOMPANIED BY ARTHUR ROTHKOPF, ESQ.,
COUNSEL; AND JOHN BEYER

Mr. OrreN. Rather than indicate support for the Dole bill, which
we do, and outline our reasons for support, I would like to address
myself to the IRS withholding study and recommendations.

The Treasury Department has made some very serious proposals.
We think they are made in good faith. We understand the problem
that the Treasury Department is trying to solve.

In direct selling, there are over 4 million individuals involved, 89
percent work léss than 10, hours, 80 percent are women, 15 percent
are minorities, and another 10 percent are either senior citizens or
have some sort of handicap.

Our industry is open to all. We want to keep it that way.

The Treasury Department has criticized S. 736 as allowing sig-
nificant numbers of employers to switch the status of their employ-
ees to independent contractors. We believe that the Treasury has
vastly overstated this possibility.

Qualifying for independent contractor status under the bill
would require substantial changes in the traditional employer-em-
ployee relationship, changes from a business point of view that
would be undesirable and uneconomical.

The accounting firm of Touche, Ross & Co. has analyzed this
question and has reached a similar conclusion. We support S. 726
because it provides a ‘‘safe-harbor” for those companies desirin,
certainty against IRS challenge. Our support for the bill is b:
on the “safe-harbor” approach, in which we see the common law
test maintained.

The bill does not abandon that test.

We vigorously oppose the administration’s withholding tax pro-
posal for several reasons. We would rather see no ‘“safe-harbor”
legislation enacted if the price were withholding.

In the first place, the Treasury proposal is based on an IRS
compliance study which is seriously flawed. The Robert R. Nathan
Associates statement, which we have included in the record, ana-
lyzes the study in great detail. It concludes that the sampling used
in the study for the direct selling industry is not at all representa-
tive of the industry.

Moreover, it shows that even using the IRS's flawed data, actual
compliance rates, measured as a percentage of taxes paid, approach
90 percent.

This is as high, if not higher, than compliance with many other
types of income, including interest, dividends, and self-employment
earnings, generally.

Moreover, the proposed withholding system applied to direct
salespeople is unworkable. Most direct selling companies do not
pay commissions to sales people but operate through buy-sell rela-
tionships. There are further substantial numbers of direct sellers
who are a ggrt of multitiered sales and distribution systems where
goods are bought and sold through three or more more tiers of
direct salespeople.

In these circumstances, it would be extremely difficult to deter-
mine who should withhold what amounts, on which transactions.
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It would be nearly as difficult to the company selling through
hundreds of thousands of salespeople whose commissions are the
deposits they take when the sales occur. Furthermore, straight
commission companies will incur additional administrative costs
that are not justified, given the realities of the direct selling indus-
try.

The Nathan study indicates that implementing withholding in
the direct selling industry will cost direct selling companies $70
million annually. Yet, given the rate of tax compliance, even as
derived from the flawed IRS study, the withholding would only
produce a very small increase in revenue, estimated to be less than
$30 million. -

Thus, withholding is likely to cost direct selling companies much
more than it would bring into the Government in increased rev-
enues.

In addition, Mr. Nathan estimates that perhaps 800,000 income
opportunities would be lost in our industry alone.

We support S. 736 because it resolves the most important ques-
tion before the subcommittee—the question of the determination of
status of the independent contractor in a reasonableand judicious
manner. We urge its approval. .

Mr. Beyer may want to make some comments on the methodolo-
gy of the study.

Mr. Bever. Very briefly, Mr. Chairman, let me point out that,
after very considerable study of the IRS study and an examination
of its conclusions and methodology, we have very serious reserva-
tions about it and feel the conclusions that have been drawn from
it are inappropriate.

Most importantly, the measure of tax compliance that is most
meaningful for a fundamental tax change, namely, the percentage
of taxes paid to the taxes owed, is indeed very high, on the order of
90 percent.

As an illustration of this, Senator Packwood’s reference to it, the
de minimis example, taking IRS data itself, 80 percent, four-fifths
of those workers who are audited by the IRS show that they had an
unpaid tax of $8.12 which raises a serious question about the role
of the withholding.

More importantly, there are other dimensions of the measure-
ment of compliance that were inappropriately included, such as the
fact that people who did not have to file because they had incomes
below that required were excluded from the compliance rate when,
in fact, they are indeed compliers and therefore, again representing
an overstatement of noncompliance by the IRS.

The design of the study was flawed, as already has been men-
tioned by Mr. Carlson, in a variety of ways that leads to the
conclusion that a nonrepresentative sample was designed in a way
to reach a conclusion which we feel is simply not appropriate.
Careful examination of that study would show that it ought not to
serve as a basis for this tax change.

Senator Byrp. Thank you.

Mr. Lehr?
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STATEMENT OF GUSTAV LEHR, EXECUTIVE VICE PRESIDENT,
MFA INSURANCE COS., COLUMBIA, MO.

Mr. Leng. Thank you.

MX name is Gus {ehr. I am the executive vice president of the
MFA Insurance Cos., Columbia, Mo. I am appearing on behalf of
the National Association of Independent Insurers, which has filed a

detailed statement with the committee. I have also filed a state-
ment.

Accompanying me, but not testifying, is Mr. Willis Crane, an
independent contractor insurance agent from South Carolina who
hwjll respond to any questions, should the committee have any of

im, ,

It will be difficult to be more brief than the seven-page statement

submitted in view of the unsettling experiences of my companies
during the past 7 years, but I will try.
- We are convinced—our agents are independent contractors. We
always have been. From 1946 to 1972, the Internal Revenue Service
agreed. In 1972, the IRS changed its position and alleged our
agents to be employees.

By 1974, the gross assessments for allegedly unpaid taxes which
we were confident our agents had already paid, was $19,148,000.
An additional $9 million for 1976 and 1976 also came into issue.

This sum was required by State law to be shown as a contingent
liability in our published financial statements through 1976, which
cast a cloud on our company’s financial stability. Not until 1977
was the gross assessment abated to $10 million by our obtaining
4669’s from our agents, past and present, at tremendous cost. Inci-
dentally, the information contained in the 4669’s is readily availa-
ble to the Internal Revenue Service from its own records.

The IRS has refused to be of help in this respect and we have
continued to incur the cost of getting these forms from our agents,
in concern of future assessments. o .

In addition to our agent problem, the Internal Revenue Service
held our private pension plan to be discriminatory because our
agents were not included in it. As commission paid people, they
never were, and should not have been. Not only were our compa-
nies taxed additional amounts because of disallowance of business
expense deductions allowed as contributions to a qualified plan, but
our plan itself made up of employer-employee contributions wes
assessed over $1 million in allegedly unpaid taxes.

The 1978 Revenue Act has taken care of the past, and for this we
are grateful. The future remains in doubt.

I might make mention of the Internal Revenue Service witness’
stating that 47 percent of independent contractors do not comply.
In the insurance industry, we are proud that 98.3 percent of our
people do comply and on the assumption that the people pay for
everything, spending more to collect taxes than the taxes collected

_is uneconomic.

We do not know what the withholding pro Is would do to our
companies. We not only pay our agents as independent contractors,
but we pay literally thousands of other independent contractors in
the form of attorneys, physicians, and independent claims adjus-
tors.
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Consequently, we urge that the issues of the independent con-
tractor and withholding be kept separately.

In conclusion, Mr. Chairman, I would like to read the last three
paragraphs of my formal statement.

Our agents meet the five tests set out in S. 736. They would be
independent contractors under this bill. While we are convinced
that they are independent contractors under the common law and
IRS rulings and regulations and were so treated by the IRS for
over 25 years, without S. 736 expensive and protracted litigation
will be required to finally establish this.

We urge you to pass S. 736 and end the uncertainty we face. This
is not a request for legislation to enable us to create a new, differ-
ent or more advantageous classification for our agents, but a re-
quest to return us to the certainty we had for 25 years before the
costly, harrowing experience which began in 1972,

If the Congress should conclude that such a bill cannot be en-
acted this year, we strongly urge that the relief provisions of
section 530 of the Revenue Act of 1978 be extended through Decem-
ber 31, 1980, to permit the enactment of a definitive solution in the
next session.

Thank you.

Senator Byrp. Thank you, sir.

Mr. Robert M. Dunville, Sr., Richmond, Va.

STATEMENT OF ROBERT M. DUNVILLE, SR., PRESIDENT, ROB-
ERT M. DUNVILLE BROS., INC,, RICHMOND, VA, REPRESENT-
ING THE ASSOCIATED GENERAL CONTRACTORS OF AMERICA,
WASHINGTON, D.C.

Mr. DunviLLe. I am Robert M. Dunville, Sr., president of Robert
M. Dunville Bros., Inc,, a commercial builder in Richmond, Va. I
represent the Associated General Contractors of America and wish
to submit for your consideration the full testimony and the sup-
porting data attached thereto.

Senator Byrp. Thank you, sir. That will be made a part of the
official record.

We are glad to have you today.

Mr. DunviLLE. | wil{ briefly cover some of the points raised in
the testimony.

We emphasize that the purpose of S. 736 is to clarify the status
for tax purposes of as many independent contractors as possible so
that wasteful and unnecessary litiﬁ:tion and harassment will be
eliminated in the future. We also believe a necessary and proper
objective of these deliberations would be to provide consistency
among the various Federal agencies in their definitions of who is
and who is not an independent contractor.

We support the Dole bill, S. 736, and consider the “safe harbor”
contained therein as a refinement of the common law control test,
and, therefore should be enacted into law.

We feel that the Congress also has a definite responsibility and
an opportunity at this time to enact into law a refinement of the
economic reality or investment test which is included in section
3508(c) of the Crane bill, H.R. 5266 (see footnote 3). The investment
test is based on tax law (see footnotes 1 and 2) and must have equal
standing in this legislation in order for the results of these delib-
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erations to be rational and scrupulous. We feel the criteria for the
two “safe harbors” are a&parently incompatible and probably can-
not be merged into one. We outline why an owner-operator cannot
come in under the Dole ‘“‘safe harbor” on pages 11 and 12.

We support section 4 in H.R. 5266 which calls for a 4-year study
of the impact of this legislation on the tax compliance of the
independent contractor and urge its incorporation into S. 736. This
study would preclude the immediate, and perhaps permanent, im-
position of a withholding tax on independent contractors. Before
the Congress enacts a requirement that could force some small
businessmen to close shop, it would seem prudent to require a very
detailed and reliable study.

We do suggest that report language, regarding the compliance
study, instruct the IRS to develop a new, shorter, more efficient
reporting form and other information programs to be used in con-
nection with the study, perhaps along the lines of those used for
reporting interest income. In this regard, we note the GAO state-
ments that the “IRS needs to be more systematic and vigorous in
detecting and pursuing nonfilers,” and, “IRS has not taken the
action needed to get a good understanding of how many nonfilers
exist, who they are, why they fail to file, and what action will
prompt their compliance.”

We strongly urge the adoption of section 3508(eX2) of the Crane
bill, H.R. 5266, which would preclude the arbitrary and capricious
switching of employees to independent contractor. On this point,
we are in agreement with the unions.

We emphasize that the public and the Congress should not be
deceived by comments that the broad tax evasion problem will be
solved b%ea withholding tax on independent contractors. Even as
Senator Bellmon said on the Senate floor, September 10, the recent
disclosure “‘suggests that withholding is the most efficient method
for eliminating the problem of noncompliance,” but he did not say
the disclosure proved it. )

We stress that the consumer and the minorities will bear the
burden of a withholding tax on independent contractors and/or the
failure to define the investment test. In the construction industry
the contractor figures each of his elements of cost and arrives at a
total cost.

To this total cost he adds a hoped-for profit in order to arrive at
his bid to the consumer. His portion of the social security tax plus
that of the employee is included in the total cost and is paid by the
consumer in an increased contract price for the construction he
purchases.

In fact, when social security taxes are raised, many employers
increase their workers’ pay so that the take-home pay is not re-
duced. The consumer also pays this added cost. This 18 pure and
simple economics and nowhere is it more obvious than in the
construction industry.

We note that enactment of the investment test would protect
well over one-quarter million owner-operators of trucks of whom
approximately 20 Percent are nonwhite. The recognition of owner-
operators generally would be a very appropriate move for the

ederal Government in view of the high profile which Congress has
given to minority business enterprise, particularly in the construc-
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tion industry. The route provided to owner-oKerators of equipment
is one of the most common ways in which small businessmen,
including minorities, have been able to make successful entrances
into the construction industrg.
We urge the listing of the 20 common law factors (see footnote 5).
These can appropriately be included in section 3502(fX2) of the
Crane bill and the identical section of the Gephardt bili. The Dole
" bill does not have this section, but all of these provisions and the
common law factors should be included in S. 736. This will preclude
the IRS from at some time in the future reducing the scope of the
general common law definition of independent contractors not in
‘safe harbors.” Ideally, if Congress could comparatively weigh
. these factors now, all independent contractors would be in a “safe
harbor.” This would completely eliminate unnecessary harassment
and litigation which, as we understand it, is the ultimate goal of
this committee and the Congress. -
Senator Byrp. Thank you.
Mr. James M. Bodfish, president of Tax Executives Institute,
accompanied by Mr. Charles L. Dunlap, chairman, Subcommittee
on Employee and Independent Contractors, are also present.

STATEMENT OF JAMES M. BODFISH, PRESIDENT, TAX
EXECUTIVES INSTITUTE, INC.

Mr. BoprisH. Mr. Chairman and members of the subcommittee, I
appear before you today in my capacity as president of the Tax
Executives Institute. -

Tax Executives Institute, Inc.—TEI—is an organization with ap-
roximately 3,250 individual members representing 1,800 of the
argest corporations in the United States and Canada. Membership

in TEI consists of persons employed by corporations and other
businesses who are charged with the administration of the tax
affairs of their employers in an executive, administrative, or man-
agerial capacity.

Tax Executives Institute, Inc., is dedicated to the principle that
administration of and compliance with tax laws in accordance with
the highest standards of f)rofessional competence and integrity in
an atmosphere of mutual trust and confidence between business
managements and tax administrators promotes uniform enforce-
ment of taxes and minimization of the cost of administration and
compliance to the benefit of both Government and taxpayer.

One of the stated purposes of TEI is “To cooperate with Govern-
ment tax administrators in meeting and solving problems of tax
administration.”

TEI appreciates this opportunity to submit its ition and com-
ments on legislative proposals to clarify the rules governing the
classification of workers as either employees or independent con-
%g%cbors for Federal employment tax purposes and in particular S.

TEI agrees with the statement in the introductory paragraph of
the GAO report that the key elements of an efficient tax system
are that the tax laws be clear, unambiguous, and not subject to
arbitrary inter{)retation. The importance of these principles as ap-
plied to payroll taxes is underscored because many millions of tax
dollars are involved.
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TEI agrees completely that a problem does exist and applauds
the efforts of the Congress in seeking a solution. As noted above,
there are difficulties in making the determination of who is an
employee and who is an independent contractor. TEI members are
very much concerned about the harsh results of making an error in
this classification. When it is determined that persons have been
misclassified as self-employed when they were in fact employees,
the following consequences ensue:

One, the employer can be assessed retroactively emplo\{,ment
taxes for all open tax years—at least 3—including penalties. Worse,
he does not have available the procedures allowed in income tax
cases, whereby he can contest the assessment prior to payment.
Even if he can arrange for the litigation to cover only a token
employee, liens may be r;;laced against his business for the total
sum, seriously impairing his credit. In fact, this procedure seems to
be required by IRS Manual Supplement 5547. Sadly, the situations
where this is done are likely to be those in which the alleged
employer is in the worst position from the standpoint of survival.

Two, double taxation can occur when the employer and empll*ogee
pay income and social security taxes on the same income. IRS is
not allowed to offset self-employment payments under FICA unless
the employee is prevented by the statute of limitations from filing
for a refund and in no event is the alleged employer allowed to
offset the excess of the self-employment payments over the amount
of the employee FICA assessed.

Three, self-employment retirement plans established by individu-
al taxpayers will be declared invalid and, even more significant,
the qualification of the alleged employer’s pension and profit-shar-
ing plan may be placed in jeopardy because the addition of a
significant number of people to the employee category may cause a
failure to meet a safe-haven statutory participation test. )

Broader economic consequences are involved. Although not as
immediate and direct, they are nonetheless serious, because they
tend toward a constriction of economic activity. For example, if a
merchandising firm relying on independent sales agents is required
to assume a greater burden on account of those agents by having to
treat them as employees for tax purposes, then that firm is likely
to be less liberal in its selection of the personnel to whom it offers
the salesperson opportunity. In short, fewer people will be em-
ployed in such activities. As another example, if firms are required
to assume the burdens as employers for tax purposes, then they
logically will choose also the benefits of the employer status. Thus,
people who otherwise might have operated as independent busi-
nessmen will tend to become instead employees of major compa-
nies, thus significantly reducing the number of entrepreneurs. A
still further example is the independent businessman who has
availed himself of Federal benefits applicable only to small busi-
nesses, including loans, advisory services, et cetera, upon being
reclassified as an employee, would lose those benefits.

The complexity of the problem and the sericusness of these con-
sequences have n recognized by the Internal Revenue Service.
Indeed the Commissioner himself in his remarks to the Tax Section
of the American Bar Asscciation on August 6, 1977, stated the
following:

53-8450 - 79 - 9
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Revenue Ruli have been of little help in solving the problem. Currently, there
are 282 published Revenue Rulings relating to the employer-employee relationship.
In 1974, approximately 374 private letter rulings were issued in this area. Court
decisions often conflict among themselves and with the rulings.

If the prohibitions of section 530 are allowed to expire, audit
activity and proposed'assessments will again rush forward notwith-
standing the recognition given the gravity of this problem by Con-
gress when considering the Tax Reform Act of 1976, and the Reve-
nue Act of 1978. On September 13, 1976, the conferees urged the
IRS to refrain from further aggravation of the situation in the
following terms:

Because the status of individuals as independent contractors or employees for
Federal tax purposes presents an increasingly important problem of tax administra-
tion, the conferees to join in the request of the Senate Finance Committee (S.
Rept. 94-938, p. 604) that the staff of the Joint Committee on Taxation make a

eneral study of this area. The conferees also join in urging the Internal Revenue
rvice not to apply any changed position or any newly stated position which is
inconsistent with a prior general audit position in this general subject area to past,
as ogﬁosed to future taxable years until the requested staff study has been complet-
ed. Thus, the conferees agree with the statements on this aspect of the subject in
the Finance Committee’s Report (S. Rept. 94-938, p. 604), as amplified the
Chairman and ranking member of the Finance Committee on July 26, 1976, during
consideration of H.R. 10612 by the Senate.

The July 26, 1976, statement incorporated into the committee
report by reference reads as follows:

The committee did not intend to limit itself to retroactive revenue rulings but
intended to include positions taken in good faith by taxpafers, which, under general
administrative practice, the Service has allowed to stand. The committee intended
to urge that any chan%ed position be applied on a prospective basis, at least for the
time being. This would be true if the new position is reflected in a published
revenue ruling, a private ruling, or a change in what had been, for a long while, the
accepted, audited practice in an industry.

On August 23, 1978 the statement from the Congressional Record
reflects the following:

Beginning: in the early 1970's, however, the Internal Revenue Service began to
rescind a long standing rule in this area and to adopt new and harsh interpretations
of the common law in audit procedures. This produced great confusion in what had
been a reasonably well defined area.

Assessments involving millions of dollars have been made or proposed, and sever-
al businesses have ceased operations as a result. Millions of income-earning opportu-
nities are threatened. These adverse consequences were confirmed in recent testimo-
ny before the Subcommittee on Taxation and Debt Management where several
witnesses testified to the devastating economic consequences to small business re-
sulting from these retroactive assessments.

Mr. President, the widespread alarm resulting from the actions of the Internal
Revenue Service was recognized by Congress, and the Internal Revenue Service was
urged in the conference report accompanying the Tax Reform Act of 1976 to ‘not
apply any changed position or any newly stated position which is inconsistent with
a prior general audit position in this general subject area to t, as opposed to
future, taxable years’ until the completion of a study of the problem by the staff of
the Joint Committee on Taxation Despite this urging, testimony before the Subcom-
mittee on Taxation and Debt Management made clear that the IRS has continued to
rescind long standing rules and to adopt new and harsh interpretations of the
common law. .

Mr. President, this issue is enormously important. The Commissioner of Internal
Revenue recently has indicated that:

“At the present time in two districts of one region alone, there are three potential
assessments against taxpayers ranging from $6 million to $60 million, involving an
insurance company, an oil jobber, and a direct sales company.”

He has also stated that:

“There are situations where assessments exceed a taxpayer's net worth by a
considerable amount. Furthermore, testimony before the Committee cn Finance
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Subcommittee on Taxation and Debt Management has indicated that taxpayers
have already been driven out of business by IRS employment tax assessments

on reclassifying individuals as employees even though they had long been consid-
ered by all to be independent contractors. Given these dire circumstances, it would
be wholly inequitable to continue for another year to subject taxpayers to the
confusion and uncertainty which now exists in this area of the tax law.”

Further in the Congressional Record of the same date, the follow-
ing appears:

One can understand why the Treasury for J;urpoaes of effective administration,
would like to make employers do the withholding and do the bookkeeping so they
can more effectively collect their money.

But on the other hand, it is a great big burden on behalf of taxpayers to have to
do all of that, so you and I if we were in the real estate business and we had people
working for us would much prefer not to fgol around with that and let them do
their own accounting with Uncle Sam. But Treasury would like to make us regard
these people, whom we choose to regard as independent contractors, as our employ-
ees so they can make us withhold and account for it and do the bookkeeping for the
Treasury.

As can be seen from this colloquy, clear, concise legislation is
necessary to insure that the Internal Revenue Service stays within
the boundaries intended by Congress. Expressions of intent by
Congress will not corral the overly enthusiastic audit activities of
the Internal Revenue Service.

Thus, we have the IRS primed and ready to again pursue a
vi%fgrous enforcement procedure in an area where distinctions are
difficult to draw in the face of congressional admonitions to the
contrary and with serious consequences for perhaps well-inten-
tioned taxpayers. To ameliorave this acute aspect of the problem,
legislation is needed to temper the IRS pursuit to fill the Federal
coffers after the expiration of section 530. Such tempering should
be in the terms of S. 736.

TEI formed an ad hoc committee in 1977 to study this problem in
depth. Membership on this committee has involved representation
in practically every major industry group in the United States. We
believe that this multi-industry participation is important because
the comments and suggested solutions are not dominated by the
desires of any one particular industry group. The committee has
had a number of meetings internally as well as with representa-
tives of the Department of Treasury and the staff of the Joint
Committee. From these extensive discussions, there has evolved
four basic principles which we believe should serve as a guide to
analyzing the situation and developing a solution. These four prin-
ciples are:

One, the provisions of S. 736, with only minor modifications, will
provide the solution necessary to enable the Government to collect
the proper tax due without imposing an undue burden on corporate
taxpayers to handle administrative and collective matters which
properly belong with the Internal Revenue Service.

o, the criteria for determining whether a worker is self-em-
loyed or an employee under the common law should continue to

- an alternative which is available to taxpayers if the ‘‘safe-
haven” provisions of S. 736 are not applicable. It is crucial that no
action be taken, legislatively or administratively, which would jeop-
ardize the many areas of nontax questions which presently, under
existing law, find their solution by resolving the question of wheth-
er or not the individual is a common law employee or an independ-
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ent contractor. Such areas would include unemployment, unioniza-
tion, workmen’s compensation, liability for actions, and those relat-
ed to other tax areas.

Three, the consequences of misclassifying a person as an inde-
pendent contractor are so harsh that a procedure such as that
prescribed in S. 376 should be available whereby requirements are
set forth which, if they had been met, would provide a “safe
haven” for taxpayers to protect themselves from retroactive assess-
ments. Without these “safe haven” provisions, taxpayers can be,
and very often are, lulled into believing that their actions are
acceptable to the interpretation of the Internal Revenue Service
when subsequent interpretations have the far-reaching effects of
causing severe financial hardship upon corporate taxpayers.

Four, the legislative provisions should include the necessary re-
porting requirements to assure compliance with the tax laws by
independent contractors.

TEI is of the opinion that S. 736 could be improved, equitably, if
three provisions were added.

One, the first would be accomplished by adding a new subpara-
graph (d) to correspond to the language in H.R. 3245, to wit:

(d) No Inference.~If all the requirements of subsection (b) are not met with
respect to any service— ’

(1) nothing in this section shall be construed to infer that the service is performed

by an employee or that the person for whom the service is performed is an employ-

er, and
(2) any determination of such an issue shall be made as if this section had not

been enacted.

Two, the second would be accomplished by granting Tax Court
jurisdiction to employee tax disputes so that taxpayers could liti-
gate any controvergy without having to first pay the taxes in
dispute and ultimately suing for a refund. The jurisdiction which is
presently vested in other courts could continue in their present
posture. )

Three, a third equitable improvement to S. 786 would be accom-
plished by adding a provision requiring the Government to offset
already paid self-employment taxes against any alleged liability of
the corporate taxpayer. Quite often it is impossible for the corpo-
rate taxpayer to establish, to the satisfaction of the Internal Reve-
nue Service, that the individual has already paid self-employment
taxes and therefore a collection of the employment taxes from the
corporate taxpayer would be a double collection of the taxes in
g:estion. If the corporate taxpayer furnishes the Internal Revenue

rvice the taxpayer identification number of the payee, the Inter-
nal Revenue Service should use its resources to determine the
amount of self-employment taxes already paid by the individual.

As we have said before, TEI very strongly recommends retention
of common law test as an alternative to any legislative solution to
this tremendous problem of determining whether a worker is an
employee or self-employed independent contractor. Furthermore, if
the provisions of section 530 of the Revenue Act of 1978 are permit-
ted to expire, we recognize that the situation will deteriorate back
into one of chaos and injustice similar to that which existed prior
to the enactment of section 530. TEI believes that the enactment of
S. 736 will provide a practical solution in giving the business com-
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munity the framework which it needs to operate so that there is no
longer the exposure to huge liabilities from alleged past noncompli-
ance by a revenue agent who enters a business in which he is quite
often not familiar and attempts, several years subsequent to the
event, to second guess management as to whether certain vague
and uncertain events might have occurred to which the revenue
agent can point and make the accusation, very often without any
foundation, that such action is sufficient to make the individual an
em1ployee instead of an independent contractor.

he requirements under S. 736, which must be met with respect
to service performed by the individual, are adequate to prevent an
abuse of the relationship. If a long list of elements is used to
determine whether or not necessary control is present to make an
individual an employee, the parameters are so broad that abuse by
the Internal Revenue Service can readily exist whereby the Inter-
nal Revenue Service could deem that control does exist. Probably
no relationship exists without some infringement of the 20-factor
criteria. With the requirements proposed in S. 736, the uncertainty
-or vague areas governed by subjective opinions and measurements
would be avoided by the use of four objective tests which should
present little dispute as to whether or not they have been fulfilled.

TEI members believe that while S. 736 in its present form would
solve the questions and lay to rest the uncertainties in most of the
industries represented in TEI, in addition to the three mentioned
above, there are a couple of minor changes which TEI feels could
be made to S. 736 which would make it a more effective solution.
Consideration should be given to changing S. 736 as follows:

One, at the end of section (bX3XB) of the bill a new subsection (C)
should be added as follows: ‘“(C) The retention of service lacks
assurance of continuity.”

It is felt that longevity, or the like thereof, of the relationship
should be an alternative to the investment and risk of income
fluctuation since some independent contractor relationships are of
a short, one-time duration and there might not be any substantial
investment and there might not be any risk of income fluctuation.

Two, the title of section (3) would have to be changed to reflect
the addition of section (C) discussed immediately above.

Three, that subparagraph (bX4XB) should be revised by changing
the last portion to read, in part, as follows: “* * * contract is
executed, that it is his responsibility to pay self-employment and
Federal Income Taxes.”

It is felt that the present language is too broad in that it could
easily be interpre to mean that the company must give the
independent contractor tax and legal advice regardi%% his taxes.
This, of course, companies are prohibited from doing. The objective
is to be sure the independent contractor knows he, and not the
ccl)lmtginy, is to be responsible for the timely and proper payment of
a es.

Four, since this issue often involves huge sums of money and
often threatens the very solvency of the company, consideration
should be given to adding a provision to grant Tax Court jurisdic-
tion to cases involving employment taxes. In this way, if the issue.
cannot be resolved without litigation, the taxpayer can litigate the
issue without first paying the taxes in dispute and filing a subse-
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quent claim for refund followed by a suit for refund. It would
indeed be a grave injustice perpetrated by the tax system if a
taxpayer had to first face bankruptcy to be entitled to litigate the
tax issue and then have a court decision stating that its position,
and not that of the Commissioner, was correct. TEI presently sees
no reason to take jurisdiction away from other courts, but merely
is suggesting adding the Tax Court to the courts to which the
taxpayer can seek a remed{.

Five, to prevent the double collection of taxes, TEI believes that
a provision should be added to require the Government to check
the Government records and allow an offset against the alleged
liability of the company for all employment taxes paid by the
person who was believed to be an independent contractor. It is
essential that the Government be required to check its records and
not require the company to obtain signed statements from the
workers since, quite often, the workers are no longer associated
with the company and obtaining statements from them is impossi-
ble. Also, if the worker is still associated with the company, there
is a question of the propriety or legality of the worker giving the
company a copy of his tax return. The Government has this infor-
mation, and if the company furnishes the identification number—
social security or employee identification—to the Government, the
company should be allowed an offset of all employment taxes paid
by the worker without the company being required to contact the
worker for proof of the amounts he paid as employment taxes.

TEI believes that not many taxpayers are likely to ignore their
tax liabilities if the provisions of S. 736 are enacted and, as to those
who might, the means are provided to bring them to justice. Even
though TEI has been unable to substantiate the position of the
Internal Revenue Service that there is significant noncompliance
by independent contractors, we see no reason why the provisions of
S. 736 would produce any less compliance than presently exists in
the case of employees. Corporate taxpayers presently file 1099’s
with the Government. The Government has some obligations to
take information which it has and verify whether or not the inde-
pendent contractor actually reports the sums which are reflected
on the 1099’s. Since the Internal Revenue Service apparently, con-
tinually fails to use the resources at its disposal, TEI is at a loss to
see why any change should be made unless Congress concludes that
the complete administration of tax collection should be yoked to
the corporate community, serving as an albatross, in an effort to
improve the collection of revenue and the administration of the
Federal tax laws. Maybe the Internal Revenue Service intends to
make an effort in this area. The effectiveness of the IRS’s new
1099-—NEC should be studied in a couple of years to determine if
there has been any change in compliance by independent contrac-
tors.

With such a system in place, the problem of classification would
lose significance, and, along with it, the concern about manipulat-
ing the arrangement between the parties to produce an independ-
ent contractor categorization. The reasons for the concern would no
longer exist. The GAO report and the joint Treasury and IRS
response speak in terms of an IRS bias against, and taxpayer
incentive for, the categorization of independent contractor. But
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these adverse interests exist only if one assumes noncompliance on
the part of the independent contractor. If there is substantial or
full compliance, the Government will collect the appropriate reve-
nue. The GAO report on page 12 points to the fact that self-
employment tax was 7.9 percent, now 8.1 percent, whereas the
combined employer-employee rate was 11.7 percent, now 12.2 per-
cent. But these rates fail to take into account the deductibility for
income tax purposes of the employer portion of the tax, which in
most cases bring'the two situations very closely into equilibrium.

The Treasury's proposal as presen to the Subcommittee on
Select Revenue Measures of the House Committee on Ways and
Means on June 20, 1979, does not address the problem facing this
committee of clarifying the method of deferring the status of work-
ers as independent contractors or employees. While the testimon,
of the administration on June 20, 1979, contained results whic
were attention-getters on first sight, a further analysis and a more
indepth consideration of the testimonﬁ brings one to the realization
that the testimony does not support the drastic actions proposed by
the administration. In fact, TEI sees no basis for giving recognition
to the present administration assertion of high noncompliance than
the GAO gave the earlier assertions of the IRS.

The administration asserts that the alleged ‘“noncompliance di-
minishes public respect for the operation of the tax system and
jeopardizes our system of voluntary compliance. Moreover, such
conduct is patently unfair to honest taxpayers who must, as a
result, bear a large share of the tax burden.” This is probably the
crux of the entire problem which has mushroomed in the Internal
Revenue Service. Public respect for the operation of the tax system
and whether or not the system of voluntary compliance will be
jeopardized will not turn upon the noncompliance alone. The loss
of public respect and the jeopardizing of the system will result
when the administration fails to perform its obligation of enforcing
the tax laws by failing to enforce the existing tax laws and the
compliance necessary through the existing enforcement provisions
of the Internal Revenue Code. The unfairness to the honest taxpay-
ers results from the failure of the Internal Revenue Service to
properly prosecute the noncompliance cases. If the Internal Reve-
nue Service prosecutes to the fullest extent permissible under the
existing law, the 47 percent of workers who reported no compensa-
tion for income tax purposes and the 62 percent which paid no
social security tax, it is reasonable to believe that the comrliance
in the various categories of independent contractors will, as a
result of such cfn'osecutions, increase drastically.

Next, the administration attempts to show the unfairness of the
self-emgloyment contributions to Self Employment Contributions
Act—SECA—when compared to the Federal Insurance Contribu-
tions Act—FICA. What the administration fails to point out in
their analysis of the diverse percentalge due is the fact that the
portion paid by the employer—one half of the FICA tax—is deduct-
ible by the corporation from taxes it must pay with the net result
being that the SECA and FICA have an almost equal net effect on
the taxes collected with the net effect being the transfer of revenue
from the general fund to the social security-trust fund. Finally, the
administration’s introductory comments are based on the ill-found-

!
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ed conclusion that noncompliance is the ‘“root(s) of the employee-
independent contractor problem.” It is the failure of the adminis-
tration to properly enforce the existing tax laws through prosecut-
ing those who fail to comply. In fact, it is this failure to prosecute
that is the root of the employee-independent contractor problem.
This, in turn, fuels the disporportionate tax burden placed upon
honest taxpayers and the loss of public respect for the voluntary
tax system.

Tax Executives Institute supports 100 percent the goal of the
administration and the Congress, since we also desire to prevent
noncompliance by independent contractors or any other taxpayer;
however, we do not agree with the administration that the only
effective way to achieve that goal is with a system of withholding
tax from compensation paid to independent contractors. As we
have said earlier, proper enforcement of the present compliance
provisions in the Internal Revenue Code will, in our opinion,
achieve that goal, at least, to the extent which the administration
believe withholding will improve compliance.

There is no basis for the administration’s proposal that a flat
rate of 10 percent be withheld from payments since, obviously, this
might or might not correspond with the taxable income of the
individual after deducting all appropriate deductions from the
gross sums received. Apparently the administration is seeking to
force compliance from those receiving small sums of money, since
the higher the gross income the higher the compliance rate. If that,
in fact, is the objective of the administration, it has laid the
groundwork for defeating its own objective by permitting any indi-
vidual, whether they work for five or more payors or opt to elect
out of the withholding systemn, to escape the mandatory withhold-
ing. The results of the Commissioner’s study itself supports the
conclugion that the largest number of payees will escape withhold-
ing under the administration’s proposal if there are any exceptions
made to the withholding system.

With reference to the administration’s proposal to narrow the
rate of tax due between FICA and SECA, Tax Executives Institute
feels this is a very worthwhile objective, even if there is very little,
if any, difference in the rate, since, as discussed above, the payor is
permitted a deduction for the payment it makes under FICA with
the net contibution to the social security trust fund for FICA and
SECA being very near, if not equal to, each other.

The administration’s proposal to apply a penalty tax of 10 per-
cent of the amount of wages not withheld upon is meaningless—the
abatement would be based upon whether or not it was “reasonable
for the payor to conclude that a worker was an independent con-
tractor’”’—since the entire present problem finds its genesis in a
difference of opinion between the Internal Revenue Service and
payors as to whether or not is was ‘‘reasonable for the payor to
conclude that a worker was an independent contractor.” If the
Internal Revenue Service uses its present reasoning for determin-
ing whether or not something was “reasonable,” the present prob-
lem will continue as the Internal Revenue Service attempts to
assert that the payor was unreasonable in treating the worker as
an independent contractor.



131

In dealing with the problem, the administration continues to
confuse the “problem” with the “symptom” as it addresses this
question. The “problem” is not the noncompliance by workers to
the payment of tax—it is the “symptom” which results from the
true “‘problem” with the problem being the administration’s failure
to properly enforce the present laws. The administration is to be
applauded for its concern about retroactive assessments. The sin-
cerity of the administration’s concern will be shown by how respon-
sive it is to pursuing the appropriate person responsible for the
nonpayment of taxes—that being the independent businessperson
who fails to pay the appropriate tax and not how it pursues the
payor who makes the payments and properly reports such pay-
ments to the independent businessperson and Internal Revenue
Service. Under the reasoning of the administration, any underpay-
ment of tax by a payee should be corrected by an assessment
against the payor. This reasoning is incorrect even if the payee is
an employee. No interpretation of the Internal Revenue Code sup-
ports such a conclusion and, likewise, none supports the interpreta-
tion given by the Internal Revenue Service that the nonpayment of
tax by an independent businessperson is the responsibility and
liability of the payor.

With reference to the IRS study, one must observe that, even
with the clout enjoyed by the Internal Revenue Service, they were
able to reach less than 80 percent of the workers they attempted to
audit. This highlights a point payors have been making during the
recent audits by the Internal Revenue Service. When attempting to
verify whether or not the payee paid the appropriate income and
Social Security taxes, payor taxpayers quite often were unable to
receive any response from former payees and, in fact, from some
present payees. When payors were unable to make absolute verifi-
cation for the Internal Revenue Service, the Internal Revenue
Service refused to permit payors credit for any taxes which might
have been paid by the payees. Even though the Internal Revenue
Service study shows that 47 percent of the workers reported none
of the compensation in question, it does not show how much was
not reported from a dollar point of view. While an independent
businessperson may perform a service and be compensated $15,
that person would be part of the 47-percent statistic of the Internal
Revenue Service while the dollar amount would be very minimal if
compared to the other income which the individual reported on his
income tax return. Therefore, without complete details of the Com-
missioner’s study, it must be concluded that, even if the sampling
was unbiased, the results are extremely distorted when looking at
the tax actually paid by a given individual. The statistics from the
IRS study do not show, for example, how much tax was reported on
the adjusted gross income of the various categories which the Com-
missioner used since the report only shows the percentage of in-
come from self-employment which was not reported, and there is
no apgarent correlation between the income from self-employment
and the adjusted gross income categories used. This is important
since a distortion of these tables result if an individual is both self-
employed and an employee for another payor and reports wages
received as an employee but does not report self-employment in-
come. To be meaningful, the IRS survey would have to show the
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difference between adjusted gross income reported and adjusted
gross income not reported for a total of adjusted gross income
subject to taxation.

Likewise, there is no correlation between the percentage of com-
pliance for instances where 1099’s were furnished when 1099’s were
not furnished. _

TEI takes issue with the administration’s treatment of payees
whom the IRS were unable to locate. The IRS dropped these from
the sample and concluded that they would have increased the
noncompliance vote since they involved small sums. TEI is of the
opinion that, if they could not be located, the conclusion should be
reached that there was 100 percent compliance since the sums
were so small that probably no tax was due.

Also, TEI is unable to see why the 4.7 percent, determined to not
be liable for tax, was eliminated from the study instead of consid-
ered complying 100 percent since they paid all tax due, even
though none was due, and thus satisfied the compliance provisions.

The administration’s highlighting of another problem again is
not the problem itself but is a result of the problem. The fact that
an individual is depriving himself of social security coverage if he
does not pay his social security tax is not the problem but is the
result of the problem of the Internal Revenue Service not enforcing
the compliance laws it has with reference to social security taxes.

It is the administration’s failure to force compliance with Inter-
nal Revenue laws and not the evasion of taxes themselves which
place the unwarranted burden upon other taxpayers. The adminis-
tretion is correct in stating that “we simply cannot expect honest
taxpayers to tolerate proven, large-scale avoidance of taxes by oth-
ers,’ but it is the administration’s responsibility to enforce the
existing compliance laws to the satisfaction of these honest taxpay-
ers that the administration is not doing and thereby promoting and
tolerating large-scale avoidance of taxes by others.

The administration has eluded to the real argument which has
surfaced in this question. Whether or not an individual is an
independent contractor is not the issue as far as the Internal
Revenue Service is concerned because it has finally recognized that
the status of the individual is such that “in fact, it has no direct
relationship to whether workers should be subject to withholding.”
What the administration would like is to impose certain aspects of
the employee status upon independent contractors in an attempt to
relieve the administration of its obligation to administer the Feder-
al tax laws. TEI very strongly disagrees with the administration’s
statement that ‘“the presence or absence of control has little to do
with whether a worker should be subject to withholding—or, for
that matter, to higher premiums for social security benefits’’—
since it is the control question which determines whether or not an
individual is an independent contractor and, if the individual is an
independent contractor, that is the sole criteria to be used to
determine whether or not the workers should be subject to with-
holding. If there is no control, there should be no withholding.

The administration recognizes that withholdinlg‘ has far-reaching
connotations when its own proposal states that they would provide
an exception to their 10-percent withholding proposal which would
“help assure the existence of a continuing relationship between the
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payor and the worker.” If, in the administration’s mind, the lack of
withholding helps assure the existence of the independent contrac-
tor relationship, the converse must be true in that withholding
would, itself, connote that the relationship was one of employee
and employer. There are far-reaching repercussions—unemploy-
ment, unionization, pension plans, workers’ compensation—once
the relationship deteriorates to an employee/employer relationship
instead of the intended independent contractor relationship.

If there are as many large-scale tax cheats and frauds as the
administration would have us believe, it is difficult to understand
how the administration will catch these individuals if the payees
opt out of the withholding system by signing the necessary forms
and submitting them to the payor. The Internal Revenue Service
would have no more to begin the audit of these individuals than it
presently has under the nonwithholding system.

For the administration to assert that “the additional costs associ-
ated with flat-rate withholding should not be significant” since the
payors are presently filing information returns, is entitled to as
much consideration as saying that the cost to the Internal Revenue
Service to check information returns would be insignificant since it
presently checks W-2 returns for matching purposes and audits.
Likewise, the adiministration’s assumption that the payor's use of
the withheld tax money pending payment would offset these costs
is ill-founded since it assumes al taxpa{lers have expert investment
counsel—most do not—and that all of the money would be invested
every hour that it was in the payor’s hands. The fallacy of the
Government’s reasoning here is obvious as is its reasoning that
“withholding is a simple and relatively painless way to pay taxes
when compared to budgeting for large estimated tax payments.”
The worker’s use of the money during the interim may very well
offset any pain experienced from budgeting for the subsequent tax
payments.

With reference to the withholding on salespersons whose com-
pensation is based upon the difference between the purchase price
and the sales price of merchandise, it is impossible to determine
the taxable year in which merchandise will sold which is pur-
chased by the salesperson. There would be a grave injustice perpe-
trated upon taxpayers if the purchaser was taxed via withholding
at the time the item was purchased for resale when he might not
realize any profit, if any, until a subsequent tax year when he
actually, in fact, resold the merchandise. Also, it is grossly unfair
to base the withholding upon a suggested selling price when, for
competitive or other reasons, the salesperson may sell the item for
considerably less than the company estimated.

The administration is correct in its assumption that “information
reporting can never replace withholding as a means of achieving
satisfactory compliance.” What the administration fails to say in
sugport of this entire area is that withholding itself will not
achieve satisfactory compliance if there is no enforcement of the
compliance laws. This is the key to this entire area—there must be
compliance of existing laws if the Internal Revenue Service hopes
to have satisfactory reporting. Without enforcing the present laws
of compliance, the Internal Revenue Service can never hope to
have any achieving of a satisfactory compliance rate. What the
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administration is conceding by the statement that their efforts
would require millions of phone calls, letters, and visits involving
compliance is that the administration wants corporate taxpayers to
assume its duty of administering the federal tax laws so that the
responsibility will be drastically lessened upon the administration
to enforce the existing compliance laws. Maybe the administra-
tion’s concern is that it does not want to assume the ill will
connected with enforcing compliance and would much rather that
stigma be placed upon corporate taxpayers by the citizenry of the
United States. The administration would like for us to believe that
it cannot enforce the tax laws because it would be uneconomical to
do so, but it would desire that corporate taxpayers assume that
responsibility regardless of how economical or uneconomical such
might be to the corporate taxpayer. There is a limit to how much
corporations can do to perform functions for the Government.

If the administration’s ill-founded reasoning is recognized for
what it has for its basis, one can readily see that a system of
reporting, matching, and strict enforcement by the Internal Reve-
nue Service is much preferred to a hybrid system of withholding on
non-employees. This is especially true since the administration ad-
mits, in its testimony, that even its proposed system of withholding
will not reach a number of workers and, itself, proposes a method
of treating such payments to nonemployees. TEI supports the ad-
ministration’s proposal requiring information returns for all pay-
ments paid to independent contractors. TEI likewise supports the
administration’s ﬁroposal to increase the penalties upon payors for
not reporting such payments on information returns.

TEI believes that this strengthening of the information reporting
requirements, coupled with strict enforcement of the compliance
provisions of the code, will reach the objective of increasing compli-
ance without the necessity of a hybrid withholding procedure.

TEI agrees with the administration that true common law em-
ployees should not be treated as independent contractors and es-
cape the graduated withholding provisions applicable to common
law employees. TEI must also voice an opposition to treating true
independent contractors as common law employees and, thus, sub-
ject to withholding as the administration would desire. Certainty
can be given to this area, contrary to the belief of the administra-
tion, without sweeping all common law employees into the inde-
pendent contractor camp. The administration is correct in its state-
ment that changing an individual from one category to the other
will have far-reaching effects upon other areas of the law, such as
state unemployment compensation coverage, and the estimate of
costs to payors if all of the other areas of law deem the individuals
an employee are gargantuous.

The administration’s interpretation of S. 736 is incorrect. S. 736
would not glace increasing numbers of workers outside of the
existing withholding system but would make clear the area where
true independent contractors would not be subject to withholding
and thus would not be treated as employees. It adds stability an
clarity to an area of law that has been confused, cloudy, and in a
state of chaos for years. Its application of clear, concise criteria
which are to be met if an individual is to be treated as an inde-
pendent contractor instead of an employee will add reason and
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fairness to this area of the tax law. True employees could not meet
the requirements of S. 736 since it is intended to be applicable only
to covering and giving relief to truly independent contractors.

The fact that S. 736 is worded in such a way that it reaches
“workers in all of the industries in which there bave been disputes
as to employment status,” verifies the fact that S. 736 grants the
needed relief to the areas which need relief. This recognition by
the administration highlights the fact that S. 736 hits its target by
recognizing independent contractors to be independent contractors
and employees to be employees and does not confuse and commin-
gle the two in such a way that they are all treated like either
employees or independent contractors.

The administration seems extremely concerned about such areas
as State unemployment compensation when it makes the argument
that the loss of employee status to an individual would mean that
he would also lose the State unemployment compensation coverage
but refuses to recognize the importance of the reverse treatment if
the individual is changed from an independent contractor to an
employee as the administration desires. The administration’s no-
cost argument for withholding very carefully avoids the repercus-
sions to payors of the worker being deemed an employee for all
purposes, not just Federal withholding and social security tax pur-
poses.

Without knowing more about the study, TEI is unable to com-
ment upon the legitimacy or effectiveness of the sampling and -
whether or not the results are representative of each category. It
does appear as though there are substantial numbers of categories
resulting from the relatively small sample producing the results in
question.

If the administration submits additional testimony to this sub-
committee as part of its consideration of S. 736 TEI would like to
have the opportunity to submit additional comments in response to
any testimony by the administration.

In summary, TEI very strongly supports S. 736 and does not
support the administration’s proposal of withholding since, it is the
opinion of TEI, compliance with Internal Revenue Service laws can
more fairly be achieved by the enactment of S. 736 and strict
enforcement of the existing compliance laws instead of from a
withholding system. which, at best, the administration admits
would correct only 60 percent of the alleged underreporting at
which it is aimed.

Tax Executives Institute, Inc., very much appreciates this oppor-
tunity to make its members’ concerns and proposed solutions
known. Even though the IRS and Treasury refused to make known
their official position on this question for well over 1 year—despite
taxpayers revealing their position and soliciting the Government’s
position, TEI is prepared to meet with the members of the Joint
Committee on Taxation, the staff members of the Joint Committee,
representatives of the Treasury Department including the Internal
Revenue Service personnel, members of the Government Account-
ing Office staff, and any other appropriate group to further the
search for a solution to this situation. We applaud your efforts and
courage in attempting to find a solution to this difficult problem. If
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Tax Executives Institute can be of any assistance, we will be more
than happy to cooperate in any way we can.

Thank you very much for your time and attention.

Senator BYRrp. Let me ask this question, if I may. Does the
Treasury’s proposal—first, let me say this.

As I understand it, the Treasury no longer seeks to redefine
independent contractors but instead proposes that the independent
contractors so identified in the past and presently remain inde-
pendent contractors, but that a 10-percent withholding be applied.

Does that appear to be a reasonable proposal?

Does the panel feel that?

Mr. OrrFeN. Mr. Chairman, the Direct Selling Association strong-
ly feels that withholding is a draconian solution to a problem that
can be met in much less onerous ways and certain portions of the
bill before you would put burdens on the business communities, but
the burdens we think that the business community should meet, to
meet any alleged compliance problem.

In addition, it should be pointed that withholding is an employ-
ment concept and is psychologically harmful to the independent
contractor relationship, the sensitive relationship between corpora-
tions and independent contractors, such as exist in my industry.

Therefore, we do not think it takes into consideration a very
significant economic reality approach, while limited in nature to a
tax approach. The economic realities of the situation and relation-
ships between the people would be very severely hurt by withhold-
ing.

Furthermore, no consideration or insulation is given to protect-
ing various independent contractors, corporations who use inde-
pendent contractors, from State unemployment compensation,
State statutes, franchising laws in various gtr:tes, doing business
with State income tax. No recogmtlon is made of this although it
would have that type of an effect, in our opinion.

Mr. CARrLSON. Senator, I would like to emphasize the point that,
with many categories of independent contractors, the cost to com-
ply with the new reporting requirement would be 10 times the
additional tax receipts that the IRS could expect. I think that this
is the height of bad policy because costs are imposed so heavily and
there are very few benefits in terms of increased taxes due to the
government.

Mr. LEnr. Without resolving the independent contractor-employ-
ee issue, there has been no resolution of the problem at all.
companies have been in protracted litigation over the past 7 years
over this very issue, under common law. After having been treated
as independent contractors for 25 years, the IRS position was
changed. There would be no assurance without this legislation that
we would not be faced with the same problem in the future.

As I earlier stated in my testimony, we do not have any idea of
what withholding would cost us, but with 98 percent compliance
already in this industry, any cost would certainly be greater than
any additional tax revenues that might be denvedy

Mr. DunviLLe. Mr. Chairman, from the standpoint of future
definitions, we support two safe harbors and the listing of the 20 -
common law factors which can be properly included in section
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13;'538(“2) of the Crane bill and the identical section of the Gephardt
itl.

The Dole bill does not have a no inference section, but all of
these common law factors should be included in S. 736 as one
cannot predict what Treasury will do. If you would include these
additional factors, we think it would enhance the no inference
section.

Senator Byrp. You could live with the 10 percent?

Mr. DUNVILLE. YES.

Mr. BoprisH. The Tax Executives Institute feels this procedure is
excessively burdensome in terms of the problem at hand, that
initial steps should be a reconciliation of the tax forms filed with
the IRS and a better audit procedure there.

Senator Byrp. Thank you.

Mr. CrANE. According to the chart, your larger commissioned
agents pay 100 percent of their taxes, and the suggestion that you
withhold 10 percent and let our company keep it and invest it at
interest, you are talking about my money, you understand.

When you are going to get it anyway, it seems to be somewhat of
a waste, I think.

Senator Byrp. Let me ask one additional question, then I shall
yield to Senator Dole.

If there is a problem of underpayment of taxes by independent
contractors, and the Treasury claims that there is, what steps
could this panel suggest to bring about appropriate compliance?

Mr. CarLsoN. In the first place, Mr. Chairman, the IRS has
readily admitted that it does not audit very extensively in this area
because they think the returns from additional taxes does not
merit that kind of audit increase.

In the second place, they do not audit the 1099’s which are
submitted annually, and that could be a useful tool for them to
gain additional compliance. At some point down the road, you
might even require that the 1099 be submitted to independent
contractors, which is often done on an informational basis but is
?ot required, and perhaps they could attach it to their income tax
orms.

Clearly, the steps that the IRS proposes are an overreaction to a
much smaller problem.

Mr. DunviLLE. I would like to correct an impression I may have
left a moment ago, that we would concur with the 10 percent. We
do not. A withholding tax is not the solution to the problem and
A.G.C. supports a compliance study instead of withholding.

Senator Byrp. Yes. I think it is well that you corrected that,
beca‘;use the Chair was under the impression that you could live
with it.

Mr. DUNVILLE. Yes. ;

Mr. OfreN. Mr. Chairman, the Dole bill requires that a contract
be entered into between independent contractors and the compa-
nies with which they deal which specifically spells out their tax
obligations. This is a new requirement.

In addition, we believe that the 1099 penalties for failure to file
these information returns should be increased, so there is a deter-
rent factor there that does not presently exist.

I believe Treasury has also suggested that proposal.
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Dr: Carlson has indicated that perhaps the 1099 should be re-
quired to be attached to the 1040 return and the 1040 return
should probably be simplified in some way and identified, especial-
ly identifying independent contractors.

In addition, we think that it is very negligent on the part of the
Service in their study to fail to find out whether or not the filings
of 1099 forms increases compliance. They had all the data available
to them. They could have found that out in their study; they
neglected to do so.

Now they are coming in with a withholding proposal, when they
do not have the information available, to see whether the informa-
tion return and increased reporting can do the job instead of this
more severe withholding approach.

Senator Byrbp. Thank you.

Senator Dole?

Senator DoLE. We have a number of witnesses. The Associated
General Contractors have suggested some modifications. I will
study those modifications.

I am not certain other members of the panel have had an oppor-
tunity to look at the modifications suggested by the contractors.
Any comments?

Mr. BoprisH. We agree, basically, with those modifications.

Senator DoLE. Are you aware of those modifications?

Mr. OFFEN. Yes, sir, Senator Dole.

We think that every industry can draft modifications to come in
with specific exemptions, We can do it ourselves if that is the
Senate’s desire and the Congress’'s desire. The coalition that has
been working on this bill with the Senate and House bill who have
been leaders in the area such as yourself, Senator Dole, have tried
not to open a Pandora’s box through expansion of the independent
contractor role past its traditional usage.

While we si,;mpathize with the concerns of any individual indus-
try, we had hoped that the bill would be in a form that would
provide a “safe harbor” for almost all traditional users and hope-
fully legislative language might be inserted to take care of the
general contractors rather than entertain specific industry exemp-
tions to this basic bill.

Mr. THURM. On that point, your bill is very strict in its terms.
The reasons it is strict is to eliminate any possible abuses. At the
same time, because of its strictness, your bill recognizes that one
set of tests may not be applicable to every possible industrf' and
occupation affected by this issue, and that is why your bill does
provide this important ‘‘safe harbor”.

Any group that does not meet or follow your very strict tests will
still have an opportunity to be treated under the common law as
independent contractors.

i For that reason, a modification may not be appropriate at this
ime.

Mr. LEHR. For the insurance industry, we think the bill is as it
should be. I have not acquainted myseif with the suggested
changes, but incorporating the 20 common law tests into the act, if
that is done, we would be back in the never-never land that we are
in now. For 25 years our agents were, and we think they still are,
independent contractors but the Internal Revenue Service does not
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and we would be right back in liti%ation. We need a definitive
statement. That is set forth in your bill.

Senator DoLE. I would like to think there can be a general
agreement that does not come unglued because of any modifica-
tions. If some are reasonable and necessary, they should be adopt-
ed. Otherwise, [ would be opposed them.

It would be helpful for the record to indicate whether members
of the panel believe that the Treasury has addressed the funda-
mental problem. The fundamental problem, is the uncertainty in
the common law.

I am not certain that Treasury addressed that. Instead they went
off on a different tact altogether and frankly left the impression
that there is a lot of dishonesty deceipt and tax evasion going on
with the people that you represent.

Does anybody have any comment on that?

Mr. OFFEN. Yes, sir. We do. We specifically object to the rhetoric
that has been used, not in discussions, in terms of your legislation,
the legislation pending before this subcommittee, but the under-
ground economy that links prostitutes, professional gamblers, and
racketeers with the independent contractor problem and tries to tie
that as part and parcel of the whole big problem.

We certainly object to that tﬂpe of rhetoric, and feel that 4
million people in our industry who are honest Americans—really,
your friends, neighbors, and the people around the corner, as well
as your relatives—because our industry is basically a part-time,
supplemental industry. We strongly object to the statements that
have been implied in terms of dishonesty and conscious tax
evasion.

Senator DoLE. I may submit some other questions, Mr. Chair-
man. I know we have a lot of witnesses.

Mr. Bodfish?

Mr. BoprisH. I would like to clarify what I said about the con-
tractors. The Tax Executives Institute which supports only minor
modifications in your bill, which I think you are aware of, we
would have to study in its entirety the contractors groposals.

Senator DoLE. I do not have any quarrel with the contractors. I
do not want to get into a modification game here. We would be
around the rest of the year. I would like to mark something up and
pass it. I know Treasury would like to have us do that.

Mr. CRANE. Senator, as an independent contractor, I would like
to say that 1 certainly appreciate your five points. We need to be
identified, the company needs to know who we are, we need to
know who we are, and the Government needs to know who we are.

I would hate to see any tampering with those five points.

Senator DorLE. Maybe we could take care of it in the report
language, or something.

Thank you.

Senator Byrp. Thank you, Senator Dole.

Senator Talmadge?

Senator TALMADGE. I have no questions, Mr. Chairman.

Senator Byrp. Thank you, gentlemen.

There will be a second panel.

Mr. BoporisH. Mr. Chairman?

Senator BYRD. Yes.

5$3-845 0 - 79 - 10
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Mr. BoporisH. The Tax Executives Institute has prepared a very
comprehensive statement and, at your pleasure, we would request
that it be made a part of the record.

Senator Byrp. That will be made a part of the record.

[The prepared statements of the preceding panels follow:]
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REGARDING THE TAX TREATMENT OF INDEPENDENT CONTRACTORS
BEFORE THE SEANTE PINANCE SUBCOMMITTEE ON
TAXATION AND DEBT MANAGEMENT
SEPTEMBER 17, 1979

We are pleased to testify today in support of the Employment Tax Act of 1979,
S. 736, introduced by Senators Dole, DeConcini and Matsunaga. We urge that the
Comittee favorably report this bill, This legislation would accomplish the
following:

® Provide reasonable long-term standards which establish an
alternstive method of determining whether an individual
{8 an employee or an independent contractor.

® Provide s "safe harbor" by giving certainty as to tax status
to independent contractors who are able to satisfy the five
strict requirements outlined in the bill. However, by re-
taining the common lav test, it will not foreclose indepen-
dent contractor status to an individual who may not meet all
five "safe harbor" provisions. This "safe harbor™ approach
is important because it would be virtually impossible to
design one specific legislative proposal to clearly meet the
needs of all the numerous occupations and industries affected
by the issue.

® Offer a measure of certainty to those industries, such as the
real estate industry, vhere the IRS's attempt to reclassify
individuals as employees has disrupted business relationships.

The interim retief from unjustified IRS harassment activity on this issue
provided by Sectfon 530 of the Revenue Act of 1978 will expire at the eand of
this year. For this reason, it is important to focus now on reasonable long-
term legislative standards. If no such legislative solution can be enacted
prior to year-end, we urge that the interim relief provision be extended.
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In contrast to this legislation 1s a withholding tax proposal presented
by the Tressury Department. We heartily oppose this propossl, which would:

® Inatitute a withholding systea whereby persons making
payments to independent contractors would be requirea
to withhold 10X tax on such payments.

® Retain the existing common law test for classifying an
iadividual either as an employee or independent con-
tractor without clarifying the standards to be used {n
making such a determination.

The Treasury proposal does mot focus on the need to clarify the status of
individuals as employees or independent contractors snd ignores the fact that
a withholding system would be far more costly to the real estate industry than
any increase in tax revenues that could be derived as a result of withholding.
According to figures released by the IRS, compliance is better than 961 among
independeat contractor salespeople in the real estate industry. Consequently,
a withholding system is neither warranted nor necessary. If some compliance . .
problem is found to exist, that problem can be addressed through administrative .
measures, such as increased information reporting requirements or penalties. N
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SUMMARY

Mr. Chairman and Members of the Committee:

My name is Jack Carlson, Exeuctive Vice President and Chief
Economist, and 1 am accompanied by Gil Thurm, Vice President and
Legislative Counsel, Government Affairs of the NATIONAL ASSOCIATION
OF REALTORS®,

This Association, with over 726,000 members, is the 1arqesé
trade association in the United States. We are concerned with all
facets of the real estate industry -- residential, commercial,
industrial and farm real estate.

We are pleased to testify today in support of the Employment

Tax Act of 1979, S. 736, introduced by Senators Dole, DeConcini and

Matsunaga. We urge that the Committee favorably report this bill.

Over the last several years, the IRS has misapplied the long-
standing common law test to the point that it was attempting to
coerce independent contractors in the real estate industry into
employee status, That is, the IRS was trying to remove the freedom
of choice of business relationships. We thank the members of the
Committee and Congress in general for providing the needed interim
relief from unjustified IRS harassment activity. This important
relief provided by Section 530 of the Revenue Act of 1978 will

expire at the end of this year. That is why it is important to

focus now on reasonable legislative standards for next and future

years.
The NATIONAL ASSOCIATION OF REALTORS® supports S. 736 for pro-

viding reasonable long-term standards which establish an alternative
method of determining whether an individual is an employee or in-

dependent contractor. The bill provides a "safe harbor" by giving
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certainty as to taf status to independent contractors who are able
to meet the five strict requirements contained in the bill, At
the same time, by retaining the common law test, it will not
foreclose independent contractor status to an individual who may
not meet all five "safe harbor" provisions.

The five requirements for safe harbor treatment in the bill are
very strict, and should be strict tc prevent workers who should
obviously be classified as employees from inadvertently being re-
classified as independent contractors. The bill was not designed
or intended to allow "massive switchovers” and any objections
on this point can be addressed through an "anti-switch" amendment
if this objection proves to be a legitimate concern.

The Treasury Department proposal concerning the independent
contractor issue does not focus on the need to clarify the status
of workers as employees or independent entrepreneurs. Rather,
the proposal of the Treasury Department concentrated on the initiation
of a new 10% withholding system for independent contractors. The
basis for this proposal is an IRS tax compliance study purportedly
showing that a large percentage of independent contractors ap-
parently do not pay their fair share of taxes. That IRS study,
however, is of dubious validity for a variety of reasons we will
set forth. Even though that study places the real estate industry
among the highest category of tax compliance, we will illustrate
that our compliance ;s even better than indicated. Accordingly,
it is unwise, excessively costly, unnecessary, and a restriction of
the freedom of choice to consider a new, burdensome and complex
withholding scheme on the basis of an invalid study.

A limited amount of the tax return information on which the

IRS study was based was made . -ilable to the public on July 5
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pursuant to the Freedom of Information Act. After a review of even
this limited data, we believe the study to be seriously deficient
because of problems associated with sample selection, sample size
and other methodology used in the study. Nevertheless, even ac-

cording to the figures presented in the study, real estate sales-

people have a compliance rate in excess of 96%. This compliance

rate is much higher than that of the average taxpayer.

Given this high degree of compliance by the independent con-
tractors in the real estate industry, we dE_EQt see how compliance
could significantly improve if a withholding system were initiated.
Even if some compliance problem were proven to exist, it would be
premature to propose a new withholding system when simple and avail-
able administrative remedies have not been utilized to address the
problem.

Let us make no mistake that a withholding system would be
costly and burdensome. Many real estate brokers do not have any
employees and therefore do not use any withh&lding system at
present. For these small businesspeople, a withholding system
would impose a new, unfamiliar and costly burden. A conservative
estimate of the cost to each broker to implement and maintain such
a withholding system is $500 per year. When we take into account
the more than 200,000 real estate brokers who use independent con-
tractors, which is 90% of all brokers, the total cost of with-
holding in the real estate industry alone is $100 million per
year, $1 billion over a ten year period. Ultimately, this additional
cost must be passed onto homeowners and other property owners and
translates into an additional cost of $25 for each home purchased
and $150 additional for the average household members during their

lifetime.
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The additional cost of $500 must be compared with the maximum
possible increase of taxable income of $187 per real estate com-
pany according to the IRS study, which would require 100% aboslute
compliance. So, we have the federal government requiring people
to spend $500 so that the IRS under perfect conditions could collect
$187. And, since the $500 is a deductible business expense, and
many REALTORST may be paying a marginal tax rate of 38% or higher,
the Treasury could realize less net tax revenues from the real
estate industry if a withholding system is initiated, even
under perfect conditions.

In the most likely case, the IRS must expect less taxes from
their proposed withholding system. Realistically, 1% or possibly
2% higher corpliance is the best that can be expected. Even this
amount would place compliance of real estate salespeople at above
97% to 98%, above most sectors of the U.S. economy. At this higher
compliance level, an average of $50 more in taxes may be collected
but only by imposing a withholding cost and burden of at least $500
and loss of freedom of choice. Thus, the IRS would require $10
to be spent by every broker for every $1 in additional tax receipts.

In the case of your home state of Virginia, Mr. Chairman, as
shown on Table 6, the average real estate business would be forced
to spend $495 more each year to satisfy IRS's proposed reporting
system which would ultimately increase the cost of funding homes
in virginia by $24.75 or a total of $2,500,000 higher cost for
the homes expected to be purchased during 1980 and each year there-
after in Virginia. For this huge increase in cost,the IRS may
collect $47 from each real estate busipess or $2.50 per home or
$230,000 from the entire state. Thus, REALTORS® and homeowners in

Virginia would have to pay $10 for each additional one dollar col-
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lected by the IRS.

In summary, the IRS compliance study is not an accurate in-
dicator of tax compliance by independent contractors in the real
estate industry and, even if one accepts the figures in the study,
the compliance rates shown for these independent contractors are
already extremely high. As a result, a withholding system is simply
not warranted or necessary or desirable. However, we do need
reasonable legislative standards for determining independent con-
tractor status to substitute for arbitrary determinations by the
IRS. Accordingly, we urge the Committee to help resolve this

problem and favorably report S. 736 to the full Senate.
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BACKGROUND

For over 40 years, the central controversy in the employment
area has been the question of whether particular workers or classes
of workers should be treated as employees or as self-employed
independent contractors. The distinction is important under
existing law because employees and their employers are subject
to tax under the Federal Insurance Contributions Act (FICA)
and the Federal Unemployment Tax Act (FUTA) (Sections 3101 and
3301 of the Internal Revenue Code), whereas independent contractors
are subject to tax on self-employment income (SECA) imposed by
Section 1401 of the Code. Also, compensation paid to employees is
subject to income tax withholding under Section 3402 of the Code,
whereas independent contractors make quarterly income tax payments
on their own behalf. Further, self-employed persons can establish
Keogh retirement plans, whereas employees may not (although they
may be able to establish Individual Retirement Accounts). Thus,
reclassification of an independent contractor as an employee can
cause a retirement plan to become taxable in the current year.

It is also important to note that income and Social Security
taxes are withheld from an employee based on his gross com-
pensation, whereas an independent contractor pays these taxes
based on his net earnings after expenses. The distinction is
" very important to many independent contractors, such as real
estate salespeople, who incur significant expenses in the pursuit
of their livelihood. Reclassifying real estate salespeople as
employees and thereby basing these taxes on gross earnings
causes problems regarding overwithholding of income taxes. The
problem of overwithholding of income taxes arises, for example,

in the case of a real estate salesperson with significant but
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fluctuating business expenses. While a taxpayer may claim additional
personal exemptions on his employee withholding statement to

reduce the amount withheld from his gross income, it may be
difficult, if not impossible, for a real estate salesperson to
estimate the amount of his future business expenses and, thus, the
proper number of additional exemptions to claim.

One of the major reasons for the attempt by the Internal
Revenue Service to reclassify independent contractors as em-
ployees is to make its own administrative functions easier.

Yet, the IRS is trying to make sweeping substantive changes in
the law to ease these administrative duties. A reclassification
of independent contractors as employees would produce little if
any additional revenue. Revenue is not greatly increased be-
cause an independent contractor pays, on his own behalf, in-
come and Social Security taxes corresponding to those withheld
and paid by an employer on behalf of his employees. {(There may
be some increase because of the difference between FICA and SECA
taxes). Revenue may, in fact, be decreased because reclassification
as an employee may cost the marginal worker his livelihood due
to increased tax, administrative, and bookkeeping costs to the
alleged employer.

The Treasury Department has now claimed, based on an Internal
Revenue Service compliance study of dubious validity, that the
present lack of withholding of income taxes on payments to in-
dependent contractors causes underreporting of income on tax re-
turns. Yet, according to the IRS's own data, at least 96% of
the compensation received by independent contraétors in the real
estate industry is reported on tax returns. This is higher than

the average level of compliance found in the American economy.
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Further, the General Accounting Office (GAO), in its report to the
Joint Committee on Taxation regarding the tax treatment of employees
and self-employed persons (dated November 21, 1977), stated that
"those taxpayers involved in employee self-employed redetermi-
nations had generally paid their income and Social Security taxes."
GAO Report at 24. Moreover, GAO pointed ocut that the IRS failed to
consider other possible administrative approaches to the problem
of underreporting.

Nevertheless, in order to prevent the alleged underreporting
of income by independent contractors, the Treasury Department
has proposed the initiation of a burdensome and ill-considered
withholding scheme under which all real estate brokers would be
required to withhold tax on commissions paid to independent con-
tractors. At the same time, ﬁowever, the Treasury Department
would do nothing to provide necessary and desirable clarification
to the tax status of independent contractors in the real estate
industry. Clarification of tax status has become necessary only
over the last few years, and only because of the misapplication of
the long established common law test by the IRS.

The history of the tax treatment of real estate sales-
people as employees or independent contractors under the common
laws test goes back manyyears. In 1938, the IRS issued a Social
Security Tax ruling, S.S.T. 346, 1938-2 C.B. 300, which concluded
that a typical real estate broker did not retain sufficient right
to control the salespeople to establish the relationship of
employer and employee. Five years later, the IRS concluded that
S.S.T. 346 was erroneous and published Mimeograph 5504, 1943
C.B. 1066, holding that real estate salespeople in general should

be treated as employees rather than independent contractors.
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The courts, however, refused to accept the new position of

the Service that real estate salespeople should be treated as

employees rather than independent contractors. The courts held,

first in Broderickv. Squire, 163 F. 2d 980 (9th Cir. 1947},

and then in the leading case of Dimmitt-Rickhoff-Bayer Real Estate

Co. v. Finnegan, 179 F. 2d 882 (8th Cir. 1950), that real estate
salespeople should be treated as independent contractors under the
authority of the decision of the U.S. Supreme Court in Harrison

v. Grey Van Lines, 331 U.S. 704 (1947). The result in Dimmitt

was accepted by the Service in Mimeograph 6566, 1951-1 C.B. 108,
which revoked Mimeograph 5504 and stated that real estate sales-
people would not be treated as employees where the facts are
substantially similar to those of Mimeograph 5504 or the Dimmitt
case. .

For a quarter of a century after the publication of Mimeograph
6566 in 1951, it remained in effect as the official position of
the IRS. Then, as a result of the misapplication of the common law
test of control and for reasons of administrative convenience,
the IRS suddenly reversed this position and took the view that
real estate salespeople are employees and not independent con-
tractors. Revenue Ruling 76-136, 1976-1 C.B. 312, and Revenue
Ruling 76-137, 1976-1 C.B. 313. These Revenue Rulings were sub-
sequently revoked by Revenue Ruling 78-365, 1978-2 C.B. 254, as a
result of Congressional interest in connection with the Revenue
Act of 1978.

The IRS misapplied the common law test of control because
it has apparently adopted the view that the existence of one
"controlling factor" in a business relationship requires a worker

to be classified as an employee, contrary to the established rule
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that no single factor is controlling on the classification question.
See Treasury Regulation Section 31.3121(d)-l(c).

The Treasury Department, through the IRS, took this approach
because it apparently believes that it is ﬁore convenient to collect
taxes under a withholding scheme than to perform its true function
of enforcing the laws enacted by Congress. In order to impose
this withholding burden, it was necessary to reclassif{y real estate

" salespeople as employees rather than independent contractors.

As a result of this action, the common law test of control,
which has served us well over the course of many years, has been
distorted and misapplied by the whim of a Federal regulatory
agency for purposes of its own administrative convenience. The
NATIONAL ASSOCIATION OF REALTORS® urges this Committee to give
serious consideration to the enactment of reasonable legislative
standards under which real‘estate salespeople and other independent
contractors can be certain as to their status for employment tax
purposes. The standards proposed in the Employment Tax Act of
1979, S. 736, discussed below, are reasonable and will give cer-
tainty to brokers and to real estate salespeople as to their tax
status.

THE EMPLOYMENT TAX ACT OF 1979

The Employment Tax Act of 1979, S. 736, introduced by Senators
Dole, DeConcini and Matsunaga and a companion bill, H.R. 3245, intro-
duced by Congressman Richard A. Gephardt and some 150 bipartisan members
in the House of Representatives, would provide a set of five require-
ments that, if satisfied, would result in a worker being treated as an
independent contractor. All five of the requirements must be met be-
fore a worker will be treated as an independent contractor under

the Act. 1If the worker is not able to satisfy all five
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requirements, his status will be determined under the common law

test.

The five reguirements listed in the Act for "safe harbor"

treatment ag an independent contractor are the following:

(1)

(2)

(3)

(4)

(5)

The worker must control the aggregate number of hours
actually worked and substantially all the scheduling

of the hours worked.

The worker does not have a principal place of business
or, if he does, it is not provided by the person for
whom services are performed or, if it is so provided,
the worker pays an arm's length rent therefor., For
purposes of this test, a worker does not have a prin-
cipal place of business if he does not perform sub-
stantially all his services at a single fixed location.
The worker has a substantial investment in assets used
in connection with the performance of his services or
risks income fluctuations with respect to his services.
The services of the independent contractor must be per-
formed pursuant to a written contract that spells out
the individual's status as an independent contractor
and the consequences and responsibilities of such status.
The person or company for whom the worker p?rforms

the services must file all required information returns

(such as Form 1099),.

Mr. Chairman, a reasonable interpretation of S, 736 would give

taxpayers certainty in this area while at the same time addressing

the concerns of the Treasury Department and the Social Security

Administration.
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Control of Hours Worked

The Act would require that the worker control his working
hours in order to qualify for the "safe harbor."” This test will
be satisfied only if the worker has the right to control the total
number of hours worked. Control of working hours is one of the
critical factors in the common law test for classifying workers as
either employees or independent contractors.

We should emphasize that the fact that an independent con-
tractor performs services for only one person or company during
the year has no bearing on this test. For example, real estate
salespeople under state law in all 50 states may perform services
for only one real estate broker at a time. The salespeople are not
allowed under state law to simultaneously perform services for two
or more brokers. This requirement does not affect the control of
hours, and real estate salespeople could meet the test as long
as they had the right to control the aggregate number of hours
worked and substantially all of the scheduling of these hours.

Place of Business

This requirement of the Act takes into account the fact
that, under the common law test, an independent contractor pro-
vides his own principal place of business or may have no one prin-
cipal place of business. This requirement in the Act also takes into
account, however, the realities of doing business in a modern soci-
ety. Thus, the Act_would allow the person for whom services are
performed to provide the independent contractor with his principal
place of business, but only if the worker pays rent therefor. This
rent may be either a reasonable fixed amount paid by the inde-
pendent contractor or a mutually agreed upon division of fees or

commissions.

$3-8450 - 79 - 11
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The place of businesstest in the Act also recognizes that
many individuals, real estate salespeople among them, simply
should not be treated as having a principal place of business.

Real estate salespeople do not perform their services at a single
fixed location even though the brokers for whom they perform

these services often provide desks for their use. Since real
estate salespecople move from home to home and customer to customer,
the Act would correctly treat them as having no principal place

of business for purposes of this test,

Investment or l.icome Fluctuation

The Act wou'!d codify the common law provision that an inde-
pendent contractor's income level is not fixed or guaranteed. A
real estate salesperson may make sales presentations over a period
of time and incur s3ignificant expenses and yet, if no sale was
made, he would derive no income for his efforts. 1In fact, he
would incur a loss.

It is the risk of income fluctuation that is the crux of
this test. Actual income fluctuation may arise from a variety of
factors having to do with the salesperson's skill and degree of
effort. However, as long as the salesperson exposes himself to the
risk that, despite all his efforts, he may generate no sales and
therefore no income, this test would be satisfied.

This test may also be satisfied if the worker has a sub-
stantial investment in the assets used in connection with the ser-
vices performed. A real estate salesperson, for example, who buys
an automobile for business use -~ to drive customers or clients
to see different properties, for example -- would satisfy this

portion of the test.
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Written Contract uard Filing of Required Returns

The final two "safe harbor" provisions in the Act would
require the worker and the person for whom the services are to be
performed to enter into a written contract, prior to the perfor-
mance of the services, clearly indicating that the worker is
an independent contractor and his tax responsibilities as a result
of that status. Further, all information returns must be filed
by the person for whom services are performed.

These requirements are intended to ensure that workers are
aware of the tax responsibilities arising from independent con-
tractor status and are provided with all the information neces-

sary to meet these responsibilities. These two requirements also

ensure that the IRS has all the information necessary to monitor

the tax collection process.

,

COMMENTS ON S. 736

The five requirements set forth in the Act are very strict.

The NATIONAL ASSOCIATION OF REALTORS® believes that the require-
ments should be strict in order to prevent workers who should
obviously be classified as employees from inadvertently being
reclassified as independent contractors.

The Employer Tax Act of 1979, S. 736 was not designed or
intended to "reclassify" anyone as an independent contractor and
we strongly disagree with the Treasury Department that many workers
who are presently considered employees would become independent
contractors under the Act. The Act was, however, designed and
intended to establish rules and provide certainty in those in-
dustries where the IRS's reclassification program has disrupted

business relationships and threatened the very existence of
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the independent businessperson. The only individuals who may be
reclassifjed as independent contractors under the Act are those
individuals who, as a result of the coercion and heavy-handedness
of the IRS reclassification program, were forced into employee
status and are returning to their rightful place among the ranks
of independent contractors.

It is unclear why the Treasury Department has seen fit to
raise the arqument that, solely as a result of this act, individuals
would suddenly deem it essential to refer to themselves as inde~
pendent contractors. S. 736 does nothing more than codify the
long-established independent contractor standards of the common
law. Since we have not experienced massive switchovers under these
long-established standards over a course of so many years, we do
not believe we will have massive switchovers as a result of this
Act. In fact, given the strictness of the five requirements listed
in the Act, massive switchovers are simply not possible.

THE _TREASURY DEPARTMENT PROPOSAL

The proposal advanced by the Treasury Department before the
House Ways and Means Subcommittee on Select Revenue Measures on
June 20 would retain the existing common law test for classifying
a worker either as an employee or an independent contractor and
impose a 10 percent withholding tax system on the gross income of
workers determined to be independent contractors, without taking
into account the expenses incurred by these people in the per-
formance of their services. The basis for this proposal is a com-
pliance study conducted by the IRS purportedly showing that 47t
of independent contractors surveyed did not report any of their
income tax returns. The non-compliance rate in the real estate

industry was reported to be 20%.
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The IRS Compliance Study

Mr. Chairman, a limited amount of the tax return information
on which the IRS study was based was made available to the public
on July 5. After reviewing the limited available data, we are
pleased to report that, according to the figures in the study
itself, the independent contractor salespeople in the real estate
industry have a compliance rate of at least 96%. This is in marked
contrast to the 80% rate alleged by the Treasury Department in its
testimony. There are a number of reasons for this discrepancy in
compliance rates, and we would like to point out some of these
reasons, which we have shared with the Treasury Department (Attach-.
ments 1 and 2).

As members of this Committee are aware, a valid statistical
study of any kind, including the IRS study, must begin with a
defined universe of people, things, quantities, measurements,
and so on that is to be studied. Once the universe is defined,
care must be taken to select a representative, random sample from
the universe so that whatever findings are made may be applied
generally to that universe. Based on our review of the information
on which the IRS study was based, it appears clear that the universe
of individuals to be studied was not representative or random and
thus was biased. Consequently, while the results provided by the
Treasury Department in its testimony illustrated a high level of
compliance in the real egtate industry, the actual compliance level
is still higher.

The focus of S. 736 is the tax status of independent con-
tractors. The tax compliance of workers who are employees is there~-
fore not in question. Yet, the I?S study included indiyiduals

whose compliance was being studied. 1In fact, fully one-fourth
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of all workers whose tax compliance was measured by the IRS may

be employees, including clerical workers, skilled and unskilled
laborers and others. Salespeople are the primary independent con-
tractors in the real estate industry aﬂd this group comprised only
152 of the 213 individuals, 71%, audited in the study. Even some
salespeople, moreover, qualify as, and are treated ;s, employees
by real estate companies.

It is clear from the foregoing that the universe of independent
contractors in the real estate industry was not clearly defined for
purposes of the study. We certainly make no claim that all clerical
workers in the real estate industry are independent contractors,
and the inclusion of this group as well as other groups of workers
who may be employees is a fundamental error of the study.

The IRS study is also seriously deficient in sample selection.
As previously mentioned, only 152 of the 213 workers in the real
estate industry who were audited as part of the study are sales-
people, the primary type of worker in our industry who is con-
sidered an independent contractor. There are approximately 1.1
million independent contractor salespeople in the real estate
industry. 152 people is simply much too small a sample from which
to draw any inference concerning such a large group. In fact, ele-

mentary statistics would require a sample size of at least 600

individuals in order to obtain representative findings concerning

1.1 million individuals with even 95% accuracy.

The relative size of the sample notwithstanding, a review of
part of the methodology of the IRS study made available also
reveals that the 213 workers selected for audit were not chosen
randomly, which is, of course, required for accurate and unbiased

results. A review of the methodology clearly points out the fact
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a significant number of the individuals selected were already su-

spected of being employees by the IRS and were already suspected

of having compliance problems when the study was initiated. There

can be no doubt that the workers in the study are not representative
.of the independent contractors in the real estate industry.

The study basically divides these suspect workers into four
groups: "initial selection”, "previously filed", "delinquent re-
turn secured”, and "refusal to file". Tihe Treasury Department
has not provided any explanation of the mear .ng of these terms as
to the study as requested under the Freedom of Information Act in
early July. Consequently, we have had to rely solely on the limited
background data IRS has supplied for an indication of their meaning.

Salespeople in the initial selection and previously filed
categories, who comprise 144 of the 152 independent contractors in
the study, are the only independent contractors in the real estate
industry who may have been selected randomly, laying aside for the
moment that these people were already suspected of being employees
by the IRS. The selection for study of anyone who files a delinquent
return or who refuses to file a return for whatever reason will al-
ways give rise to inapprop.iate results and will always lower the
average compliance rate of those individuals who were selected
randomly.

Let us dwell for a moment on the delinquent filers and those
who refuse to file. By definition, a person who files a delinquent
return is merely a person who files a return later than the due
date. But he does file and he does presumably report his income
on this late return. The study treats this person as never having
filed, however, and attributes to him a compliance rate of zero.

And those who refuse to file may have a valid reason for doing
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so, such as not having earned enoldgh income so as to be liable

for any tax, and the study also gives them a zero compliance

rate. These errors in the study make the Treasury findings
particularly misleading and we feel it is only fair to concentrate
only on those individuals in the initial selection and previously
filed categories in our further discussion.

We have shown that the IRS study is deficient because it did not
accurately define the universe of independent contractors, the
sample size was much too small, and the sample was not randomly
selected. Nevertheless, despite these deficiencies, let us look
at the compliance fiqures for real estate salespeople in the portion
of the sample that may have been randomly selected in an unbiased
and fair way. The compliance figures are presented in tabular
form in the appendix to our testimony.

Tables 1 and 2 show the percentage of individuals in the real
estate industry who reported none or only some of their compen-
sation on their income tax returns. Table 1 deals only with sales-
people, whereas Table 2 covers all of the workers audited in the
real estate industry. Table 1 also shows the fiqures for sales-
people by type of return. In Table 1, the figures for the initial
selection and previously filed categories show that the zero
compliance rate for salespeople in these categories is 1.5% and
0%, respectively, a very high compliance rate according to IRS.

By contrast, when we look at the figures for all workers in the

real estate industry in Table 2, including the individuals who

appear to be employees, thr - * compliance rate rises to 20.2%.
Tables 3 and 4 prec s showing the percentage of
compensation received b ls in the real estate industry
that was actually repor returns. Table 3 presents the
figqures for salespeople, wn by the four types of returns

BEST COPY AVAILABLE
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audited in the study. Table 4 reports this information for all
workers in the industry, but not broken down by type of return.
Looking at the figures, we see that Table 3 shows that, in the
initial selection and previously filed categories 96.2% and 100%
of the compensation paid salespeople was reported, a very high
compliance rate compared to the figures in the IRS study. When we
look at the figures for all workers in Table 4, the percentage of
compensation reported is 89.5%

The figures shown in Tables 1 and 3 strongly support our view
that the tax compliance rates for independent contractors in the
real estate industry are extremely high. We ask you to look at
these fiqures and compare them with the inaccurate figures em-
phasized by the Treasury Department in its testimony before the House
Ways and Means Subcommittee on Select Revenue Measures on June 20.
We ask you to keep in mind too that our figures were also drawn from
the IRS's own study. Finally, please bear in mind that if IRS
had provided more complete data, the findings would have been
more favorable to independent contractors and more critical of the
IRS study.

We have demonstrated that the IRS compliance study, which
was the foundation of tle Treasury Department's proposal to initiate
a withholding system for independent contractors, is biased, in-
accurate and misleading and unfairly reflects upon the commendable
compliance rate of the independent contractors in the real estate
industry and that the compliance rate of these independent con-
tractors, even according to the IRS's own figures, which were
badly designed so as to understate compliance, exceeds 96%.

Given such a high rate of compliance, the NATIONAL ASSOCI-

ATION OF REALTORS® does not believe that the initiation of a burden-
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some and costly withholding system for independeht contractors is
either warranted or necessary. The proposal éo iniéiate a with-
holding system appears to be an overreaction to an alleged problem
of noncompliance, even if we were to assume that there is a prob-
lem. It is premature to propose a withholding system, with the cost
and administrative burden involved, when simple and available
administrative remedies have not heen utilized.

What are these administrative remedies? One immediately comes
to mind. At the present time any person making payments to
an independent contractor in the course of trade or business
must file an information return, a Form 1099, with the IRS.

There is no requirement, however, that a copy of this Form 1099 be
given to the independent contractor and there is certainly no
requirement that the independent contractor, even if he is volun-
tarily given a copy of the Form 1099, do anything with it. It
stands to reason thut compliance would be increased if the person
for whom services are performed is required to furnish a copy of
the Form 1099 to the independent contractor. In this way, the
independent contractor would know the exact amount of sales orgross
commission income he should report on his income tax return and
would also be made aware that the information on the Form 1099

was being sent to the IRS. Other administrative solutions are
available as well, none of which would give rise to the costs and
burdens involved witha withholding systemn.

Mr. Chairman, there can be no doubt that a withholding sys-
tem would involve heavy and substantial administrative burdens.
Many real estate brokers already withhold taxes from employees,
to be sure. However, many others do not have any employees at all,

not even a secretary or receptionist, and it is unfair to force
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them to hire an accountant or bookkeeper and incur additional ex-
penses for paperwork, office space, overhead, and so on, when other,
simpler solutions to the alleged problem of compliance by independent
contractors are available.

The IRS compliance study states that the average real estate
broker has 2.6 workers, approximately 2.0 of whom are salespeople -
independent contractors. The study further states that if all
independent contractor salespeople in the real estate industry
were in 100% compliance, which is of course a higher rate of com-
pliance than attained by employees who are subject to withholding,
the commissions reported would increase by $267 and taxes collected
would increase by $93.50, per independent contractor. In the
average real estate brokerage, with two independent contractors,

a withholding system would at best increase tax revenues by $187.
The cost of withholding compared witl additional anticipated tax
revenues arising from withholding is presented in Table 5.

To obtain this hypothetically perfect record of compliance
the broker would have to file reports each month instead of once a
year. Some brokers now estimate that each annual report they pre-
pare and file costs $40.00. The additional requirement to file
the report each month could be expected to cost nearly as much
as the annual report and, when considered over 11 additional months,
would equal a minimum of $500 per year, perhaps higher. This, of
course, is the system to collect the data, verify the data
for compliance with federal regulations, and actually file the
report with the federal government. This $500 additional cost re-
quired by the Internal Revenue Service's proposed reporting system
must be compared with the maximum possible increase of taxable

income of $187. So, we have the bad situation of the fedegfl
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government requiring people to spend $500 so that the IRS can get
$187.

Inasmuch as there are approximately 200,000 real estate
brokers throughout the country whose salespeople are presently
independent contractors, a withholding system would cost the real
estate industry a minimum of $100 million per year, $1 billion over
a ten year period. The additional cost would be borne by pur-
chasers and sellers of homes and could increase the cost of every
home sold by $25. This would add even more to the cost of home
ownership, which has been escalating very rapidly each year. An
illustration of the effect of this $25 per home increase in the fifty
states is provided in Table 6. This increased cost would fall
on those people least able to handle additonal cost; that is,
people purchasing their first home, who are usually young fami-
lies, and those older people looking to sell their existing home
for a smaller retirement home.

Realistically, the IRS could expect only 1% higher overall
compliance, which would mean identifying only $67 more taxable
income on the average and additional tax payments of $23 more on the
average. Inasmuch as the paperonk and reporting cost would still
be the same, we have the very bad situation of the IRS requiring
$100 of increased paperwork and reporting requirements for each
$10 that they receive in additional tax receipts. It is these
kinds of costly federal regulations that are causing people to
feel harassed by their government. ’

The imposition of such a costly and burdensome program as a
withholding system for independent contractors is also inconsistent
with the stated intention of President Carter and the Commission

on Federal Paperwork to reduce the burdens which reporting to the
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federal government places on the American public. In his October
3, 1977 letter to the President in submitting the report of the
Commission on Federal Paperwork, the Chairman of the Commission
stated:

Many people feel, and the Commission agrees, that

a multi-billion dollar wall of paperwork has been

erected between the Government and the people.

Countless reporting and recordkeeping requirements

and other heavy-handed investigation and monitoring

schemes have been instituted based on what we view

as a faulty premise that people will not obey laws

and rules unless they are checked, monitored, and

re-checked.

This situation and this assumption must be reversed

if we are to restore efficiency within Government

and confidence in Government by the people and

if we are to realize the potential for cooperative

attainment of our goals as a Nation.
A withholding system for independent contractors is precisely the
kind of multi-billion dollar wall of paperwork that the Commission
was talking about.

We would also like to point out that the added cost of a
withholding system would be borne not by large corporations but
by the individual small businessperson who is at the heart of the
real estate industry in this country. These brokers are not
equipped with sophisticated equipment such as computers with which
they can easily implement a withholding system for their sales-
people. Nor do they have staff accountants or bookkeepers who will
do the work related to withholding as part of their everyday
routine. A new withholding system would place yet another un-
necessary bureaucratic paperwork burden on the small businessperson.
The NATIONAL ASSOCIATION OF REALTORS® does not condone non-

compliance by independent contractors. We believe that every per-
son should pay his or her fair share of taxes. However, to the

extent that administrative remedies are presently available to
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address the compliance issue, we believe that these administrative
remedies should be utiiized before a new withholding system is

even contemplated for independent contractors.

CONCLUSION

The NATIONAL ASSOCIATION OF REALTORS®, like members of this
Committee, is committed to the principle that every individual
should pay his rightful share of taxes. 1If certain individuals do
not pay their taxes, it makes the cost of government higher for
the rest of us.

Given the high level of compliance in the real estate in-
dustry, however, a withholding system for independent contractors
is not necessary. What is necessary at this time is a measure
of certainty in determining the classification of a worker as an
employee or independent contractor. S. 736 would provide this
certainty while at the same time maintaining the freedom to enter
into a business relationship as an employee or independent con-
tractor.

We appreciate this opportunity to present our views on this
matter of urgent concern. We will be happy to try to answer any

questions the Committee may have. Thank you.
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APPENDIX"

TABLE 1
INCOME TAX COMPLIANCE RATES OF REAL ESTATE SALESPEOPLE

DY TYPE OF RETURN' "

Selection Process of . Perceatage of Payees with:
Returns for Resl Total Number RIT Yartlal Zeto -

Estate Sslespeople of Returns Compliance Compliance Compliance
All returns 152 88.8% 4.6% 6.6%
Initisl Selection 129 93.3% 4.7% 1.62
Previously Filed 15 93.32 6.7% ..0%
Delinquent Returns Secured 5 .02 .02 100.0%
Refusal to File 3 .02 .0% 100.0%

¢+ All tables in the Appendix were prepared by Paul Maihan, Economics
and Research Division, NATIONAL ASSOCIATION OF REALTORS®,and John G.
Ams, Director of Tax Programs of the NATICNAL ASSOCIATION OF REALTORS®.

** gsource: IRS Employee/Independent Contractor Compliance Study
(June, 1979}
TABLE 2

INCOME TAX COMPLIANCE RATES IN REAL ESTATE
BY OCCUPATION*

Pexrcent of Pqu; With:
Full Compliance Partisl Compliance Zero Complisnce

Occupation

Real Estate, Total 75.1% 4.7% 20.2%
Manager, Distribution 50.0 10.0 40.0
Skilled Labor 40.0 .0 60.0
Unskilled Labdor-Casual 50.0 .0 50.0
Unskilled Labor-Noncasual 28.6 .0 71.4
Sales 88.8 4.6 6.6
Professional 60.0 . 40.0
Clerical 28.6 14.3 57.1
Other .0 .0 100.0

*Source: IRS E:npl.o%ee/mdependent Contractor Compliance Study
(June, 1979)



TABLE 3

PERCENT OF COMPENSATION RECEIVED THAT WAS REPORTED ON THE
TAX RETURNS OF REAL ESTATE SALESPEOPLE, BY SELECTION PROCESS OF RETURNS #

Selection Process of )
Returns for Real Total Numbex Number Total Wages Percent of

Estate Salespeople of Returns Reporting Correctly As Reported As Corrected Compensation Reported
All Returns i 152 135 $1,141,500 $1,223,000 93.32
Initial Selection 129 121 986,500 1,025,000 96.2
Previously Filled 15 14 154,500 154,500 100.0
Delinquent Returns
Secured 5 0 0 24,500 .0
Refusal to File 3 0 0 19,000 .0

* Source: IRS Employee/Independent Contractor Compliancé Study (June, 1979)

oLt
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TABLE 4§

PERCENT OF COMPENSATION RECEIVED THAT WAS REPORTED ON THE
TAX RETURNS OF PEOPLE WORKING IN REAL ESTATE, BY OCCUPATION,
FOR ALL TAX RETURNS *

ALL Returns
Nunber of
Occupation Workers  Reported Wages Corrected Wages Percent
Real Estate, Total 213 §1,265,000 $1,413,500 89.5%
Manager, Distributor 20 86,000 109,000 78.9
Skilled Labor 5 16,000 22,500 71.1
Unskilled Lsbor-Casual 8 10,000 15,000 66.7
Unskilled Labor-Noncasual 14 2,000 15,500 12.9
Sales 152 1,141,500 1,223,000 93.3
Professionsl 5 1,500 10,500 14.3
Clerical ? 8,000 16,000 50.0
Other 2 /] 2,000 .0

*Source: IRS mplo¥ee/mdependent Contractor Compliance Study
. (June, 1979)

53-8450 - 79 -~ 12



TABLE 5
ADDITIONAL ANTICIPATED TAX REVENUES UNDER A WITHHOLDING
SYSTEM COMPARED WITH THE COST OF SUCH A SYSTEM, BY

LEVEL OF COMPLIANCE

EXCESS OF
ANTICIPATED ANTICIPATED | COST OVER RATIO OF COST OF
ADDITIONAL INCOME  ADDITIONAL TAX COST OF ADDITIONAL  WITHHOLDING TO ADDITIONAL
LEVEL OF COMPLIANCE  REPORTED REVENUES AT 35% 4/  VITHHOLDING®/ TAX REVENUE  TAX REVENUES
100x 3/:
ALL BROKERS $106,8Q0,000% $37,380,000 $100,000,000  $62,620,000 3:1
PER BROKER 534 3 187 500 313 3:1
972 &/
(ALL BROKERS $ 26,700,000 $ 9,345,000 $100,000,000  $90,655,000 10:1
PER BROKER 133 47 500 453 10 :1

3/ It 1a assumed that the "total wages as corrected” figure for the individuals in the initial selection
and previously filed categories in Table 3 represents 100X compliance.

2/ The IRS Exployee/Independent Contractor Compliance Study (June, 1979) found that the average real estate
broker utilized the services of two independent contractor salespeople. Further, the average sdditional
income that should have been reported by the salespecple in the "initial selection" and "previously filed"
categories in Table 3 is $267. There are approximately 200,000 brokers in the real estate industry. Conse-
quently, this figure was obtained as follows: (average additional income) X (number of salespeople) X (number
of brokers). Or, $267 X 2 X 200,000 = $106,800,000.

3/ This is the product of multiplying $267 X 2. See Note 2 above.

4/ The IRS study assumes a 35% tax rate on any additional income reported. ,

3/ Cost of withholding 1is estimated to be $500 per year to the average broker.

8/ The present compliance rate for independent contractor salespeople in the initial selection and previously
filed categories in Table 3 1s 96X. A 97X compliance rate ie approximated by assuming that only 25% of the

difference between total wages reported and total wages as corrected in Table 3 would be collected under s
withholding system.

oLl



Table 6

INCREASED COST OF THE IRS PROPOSAL
FOR WITHHOLDING REQUIREMENTS PER YEAR ON REAL ESTATE BROKERS AND HOMEBUYERS

Expected Tax Receipts For Expacted Tax Receipts For
Withholding to Increase Compliance Withholding to Increase Compliance
Additional Costs of Withholding from 96 Percent to 97 Percent from 96 Percent to 98 Parcent
Each Each Each Each Each Each

State Business Home Sold Tota1* Business Home Sold Total® Business BHowe Sold Torar*
United States $ 500 $25.00 $100,000,000 $ &7 § 2.50 $10,000,000 $ 9% $5.00 $19,000,000
Alabana 405 20.25 1,560,000 39 2.00 150,000 78 4.00 300,000
Alaska 690 34.50 310,000 65 3.50 30,000 130 7.00 60,000
Arizona 470 23,50 1,600,000 44 2.35 160,000 88 4.70 320,000
Arkansas 400 20.00 960,000 38 2.00 100,000 76 4.00 200,000
California 570 28.50 12,940,000 54 2.85 1,290,000 108 5.70 2,580,000
Colorado 515 25.75 1,675,000 48 2.60 170,000 96 5.20 340,000
Connecticut 580 29.00 1,280,000 55 2.9 130,000 110 5.80 260,000
Delaware 545 27.25 300,000 51 2.75 30,000 102 5.50 60,000
Florida 48O 24.00 6,220,000 45 2.40 620,000 90 4.80 1,240,000
Georgia 425 21.25 2,400,000 40 2.10 240,000 80 4.20 480,000
Hawvaii 540 27.00 320,000 51 2.70 30,000 102 5.40 60,000
Idaho 435 21.75 460,000 41 2.20 50,000 82 4.40 100,000
Illinois 550 27.50 5,360,000 52 2.80 550,000 104 5.60 1,100,000
Indiana 495 24.73 2,970,000 A7 2.50 300,000 9% 5.00 600,000
Xowa 510 25.50 1,380,000 48 2.55 160,000 96 5.10° 320,000
Kensas 510 25.50 1,300,000 48 2.55 130,000 96 5.10 260,000
Kentucky 435 21.7% 1,500,000 41 2.20 150,000 82 4.40 300,000
Louisiana 420 21.00 1,450,000 39 2.10 140,000 78 4.20 280,000
Maine 410 20.50 410,000 38 2.05 40,000 76 4.10 80,000
Maryland 540 27.00 1,650,000 51 2.70 160,000 102 5.40 320,000
Massachusetts 530 26.50 1,960,000 50 2.65 200,000 100 5.30 400,000
Michigan 540 27.00 5,700,000 51 2.70 570,000 102 5.40 1,140,000
Minnesota 530 26.50 2,100,000 50 2.65 210,000 100 5.30 420,000

*The figures for individual states 30 not sum to the U.;. totals due to rounding. r
‘
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Table 6 Continued

Expected Tax Receipts For Expected Tax Recefipta For
Withholding to Increase Compliance Withholding to Increase Compliance
Additional Costs of Withholding from 96 Percent to 97 Percent from 98 Percent to 98 Percent
Each Each Each Each Fach’ " Each T —

State Business Home Sold Total Business Home Sold Total Busiress Home Sold Total
Hississippi $ 360 $18.00 $ 900,000 $ 3 $1.80 $ 90,000 $ 68 $3.60 $ 180,000
Missouri 470 23.50 2,630,000 44 2.35 260,000 88 4.70 520,000
Montana 420 21.00 340,000 39 2.10 30,000 78 4.20 60,000
Nebraska 485 24.25 750,000 46 2.40 70,000 94 4.80 140,000
Nevada 570 28.50 540,000 54 2.85 50,000 108 5.70 100,000
Nev Hampshire 465 23.25 400,000 44 2.30 40,000 88 4.60 80,000
New Jersey 570 28.50 3,140,000 54 2.85 310,000 108 5.70 620,000
New Mexico 420 21.00 550,000 39 2.10 50,000 78 4.20 100,000
New York 535 26.75 5,620,000 50 2.70 570,000 100 5.40 1,140,000
North Carolina 425 21.25 2,270,000 40 2.10 220,000 80 4.20 440,000
North Dakota 465 23.25 260,000 44 2.30 30,000 88 4.60 60,000
Ohio 505 25.25 5,300,000 47 2.50 530,000 9% 5.00 1,060,000
Oklahoma 455 22.75 1,660,000 43 2.25 160,000 86 4.50 320,000
Oregon 495 24.75 1,530,000 4? 2,50 160,000 94 5.00 320,000
Pennsylvania 505 25.25 4,290,000 47 2.50 430,000 94 5.00 860,000
Rhode Island 490 24.50 290,000 46 2.45 30,000 92 4.90 60,000
South Carolina 405 20.25 1,220,000 38 2.00 120,000 76 4.00 240,000
South Dakota 455 22.75 270,000 43 2.30 30,000 86 4,60 60,000
Tennessee 415 20.75 1,850,000 39 2,10 190,000 78 4.20 380,000
Texas 485 24.25 6,960,000 46 2.40 700,000 92 4.80 1,400,000
Utah 425 21.25 450,000 40 2.10 40,000 80 4.20 80,000
Vermont 415 20.75 210,000 39 2.10 20,000 78 4.20 40,000
Virginia < 495 24.75 2,250,000 47 2.50 230,000 9% 5.00 460,000
Washington 535 26.7% 2,590,000 50 2.70 260,000 100 5.40 520,000
West Virginia 445 22.25 710,000 42 2,25 76,000 84 4.50 140,000
Wisconsin 510 25.50 1,990,000 48 2.55 200,000 96 5.10 400,000

Wyoming 545 27.25 250,000 51 2.75 20,000 102 5.50 40,000

pLl
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ATTACHMENT I NATIOI\.IAL ASSOCIATION OF REALTORS
Exocviive Otfices:
© 430 North Michigan Avenue, Chicage, Hinols 8081
Rovty To: Telephons 312 443-800C

@ $25 15tk Street, MW, Washinglon, 0.C. 20008
Telephons 202 837-8800

Jock Cartson
Exacutive Vice Presicent

June 22, 1?79

The Honorable W. Michael Blumenthal
Secretary of the Treasury
Washington, D.C. 20220

Dear Mike:

In your Department's testimony on the independent
contractor issue before the Subcommittee on Select Revenue
Measures of the House Ways and Means Committee on June 20,
your representative claimed that 20 percent of all real
estate people are in "zero compliance” in paying federal
income taxes. The National Association of Realtors is dis-
tressed that your Department would make such a statement
based solely on reviewing returns previously judged to appear
so suspicious as to require IRS audit. The fact that you may
have found possible non-compliance among suspicious returns
can hardly be surprising. Indeed, only a 20 percent non-~
compliance rate under these circumstances raises serious
question about the ability of the Department to identify
irreqular returns and/or the fact that even among suspicious
returns independent real) estate people practice a high level
of compliance.

While impugning the integrity of real estate people in
general, the Treasury Department's testimony, as reflected in -
Table 9, appears to reverse the charge and reveals that'the
pzedominant real estate worker, the real estate salesperson,
is in 94% compliance, which places him well above the average
of individuals in other industries.

By your own table, it is the clerical worker and
unskilled laborer who may have compliance problems., But these
people are employees, not independent contractors, and thus
referral to tEen I8 irrelevant to the Treasury Department’s
issue that prompted testimony. It is wrong to use their .
record to blemish the commendable performance by independent
contractors. .

nuuoa'-&. © regissersd collective membership M which
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ocride 18 1ta strict Code of
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The National Association of Realtors believes that
the compliance study is unfair and misleading. Such testimony
should not be the basis for placing independent contractors
in more of a federal regulation straitjacket and requiring
unfair tax withholding.

In order to consider improvements in tax policy we
would greatly appreciate receiving information consistent with
the Freedom of Information Act as to the sample and survey
results before the Congress requests our testimony on this

-~ subject.

Sincerely,

ack

Jack Carlson

cc: Members, House Ways and Means
Committee
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NATIONAL ASSOCIATION OFf REALTORS

Ooneid | Hovoe, President
Attachment 1T Jack Carteon, Exscultve Vice President

Albert E Abvaharme Senor Vice Presdsnt Govemment Alars
Gd Thum, Vice Prewcent & Lagesiatve Counsel. Government Aflars

REALTOR®

Govemment ARsirs Drvision
925 154h Strest, N'W , Washington, D C 20008
Telephone 202 637-8800

July 13, 1979

Mr. Donald C. Lubick

Asgistant Secretary of the Treasury
(Tax Policy)

Washipgton, D.C. 20220

Dear Mr. Lubick:

Thank you for your timely response to my letter of June 22 concerning the
results of the IRS study of the tax compliance of independent contractors. While we
appreciate your effort to explain some of the problems apparent in the study, our
revievw of the limited background data on which the study was based reinforces our
belief that the study is biased, misleading and yields inaccurate results. Some of
the more obvious errors in the study are discussed below.

As you know, a valid statistical study of any kind, including the IRS study,
wmust begin with a defined universe of people, things, quantities, wrisurements, and
80 on that is to be studied. Ouce the universe is defined, care must be taken to
select a representative, random sample from the universe so that whatever findings
are made may be applied generally to that universe. Based on our review of the
information on which the IRS study was based, it appears clear that the universe of
individuals to be studied was not representative or random and thus was biased.
Consequently, while the results provided by your Department in its testimony illustrated
a high level of compliance in the real estate industry, the actual compliance level
1s still higher.

Further, the tax compliance of workers who are employees is not in question
at this time. Yet, the IRS study included individuals who may be classified as
employees in the universe of individuals whose compliance was being studied. 1In fact,
fully one-fourth of all the workers in the real estate industry whose tax complisnce
was measured by the IRS may be employees, including clerical workers, skilled and
unskilled laborers and others. We cannot be certsin as to the status of these individuals
since the IRS data is incomplete on this matter. Salespeople are the primary independent
contractors in the real estate industry, however, and this group comprised only 152
f the 213 individuals, 71%,audited in the study. Even some salespeople, moreover,
qualify as, and are treated as, employees by real estate companies.

It {8 clear from the foregoing that the universe of independent contractors
in the real estate industry was not clearly defined for purposes of the study. We
certainly make no claim that all clerfical workers in the real estate industry are
independent contractors, and the inclusion of this group as well as other groups of
workers who may be employees is a fundamental error of the study.

PEALTCAD 1§ 3 #g $10/83 CUIECTIE MEMEEIVA.G Ma'k WACA Mayg DE w388 CRIy Ry
€8l €113i8 DILIES.CRE'S WAO 018 MamDa:3 CF INe NATIGNAL ASSOCIATICN CF REAICR &
#74 3uD3Ce B4 10 13 31 <t Cede of €18 €y
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The IRS study 1is also seriously deficient in sample selection. As previously
mentioned, only 152 of the 213 workers in the real estate industry who vere-audited
as part of the study are salespeople, the primary type of worker in our industry who
is considered an independent contractor. There are approximately 1.1 million inlependent
contractor salespeople in the real estate industry. 152 people is simply much too
small a sample from which to draw any inference concerning such a large group, In
fact, elementary statistics would require a sample size of at least 600 individuals
in order to obtain representative findings concerning 1.1 million individuals with
even 95% accuracy.

The relative size of the sample notwithstanding, a review of part of the
methodology of the IRS study made available also reveals that the 213 workers
selected for audit were not chosen randomly, which is, of course, required for
accurate and unbiased results. A review of the methodology clearly points out the
fact that a significant number of the individuals selected were already suspected
of being employees by the IRS and/or were already suspected of having compliance
problems when the study was initiated. There can be no doubt that the workers in
the study are not representative of the independent contractors in the real estate
industry.

The study basically divides these suspect workers into four groups: "initial
selection", '"previously filed"”, "delinquent returns secured" and "refusal to file."
Your Department has not provided any explanation of the meaning of these terms as
to the study and as requested under the Freedom of Information Act. Consequently,
we have had to rely solely on the limited background data IRS has supplied for an
indication of their meaning.

Salespeople in the fnitial selection and previocusly filed categories, who
comprise 144 of the 152 independent contractors in the real estate industry who may
have been selected randomly, are the only independent contractors in the real estate
industry, laying aside for the moment that these people were already suspected of
being employees by the IRS. The selection for study of anyone who files a
delinquent return or who refuses to file a return for whatever reason will slways
give rise to inappropriate results and will always lower the average compliance rate.
of those individuals who were selected randomly.

let us dwell for a moment, howvever, on the delinquent filers and those who
refuse to file. By definition, a person who files a delinquent return is merely a
person who files a return later than the due date. But he does file and he does
presumable report his {ncome on this late return. The study treats this person as
never having filed, however, and attributes to him a compliance rate of zero. And
those who refuse to file may have a valid reason for not doing so, such as not having
earned enough income so as to be liable for any tax, and the study also gives them
8 zero compliance rate. These errors in the study make the findings in the study
particularly misleading and we feel it 1s only fair to concentrate only on those
ind{viduals in the initial selection and previously filed categories in our further
discussion.
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According to the limited amount of data made svailable concerning the
real estate salespeople,audited as part of the study, the individuals in the
inftial selection and previously filed categories had a zero compliance rate of
1.6% and 0X, respectively. Moreover, these individuals reported 96.2X and 100X,
respectively, of their compensation on their tax veturns. By contrast, your
testimony emphasized a rero compliance rate in the real estate industry of 20.22
and alleged that only 89.5% of compensation received was reported.

Given the high rate of compliance {llustrated above, which i{s taken from the
IRS’s own figures, the NATIONAL ASSOCIATION OF REALTORS® continues to believe
that there is no basis for unfair tax withholding.

We are hopeful that additional background data concerning the IRS study will
be made svailable in the very near future. We are confident that as additional
data is released, the compliance rate of independent contractors in the real estate

industry will be proven to be even higher than reported inm the study, and much
higher than other occupational industry groupings.

Sincerely,

ck Carlson

cc: W. Michael Blumenthal
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SUMMARY OF STATEMENT

The Direct Selling Association strongly supports
S. 736 as a reasonable and judicious solution to the problem
of unjustified IRS attacks on the independent contractor status
of direct salespeople and others. DSA's support for the bill
is based on its safe harbor approach, which provides certainty
for taxpayers and the government without abandoning traditional
common law standards.

DSA opposes the Administration's proposal for with-
holding on independent contractors. It is based on an unrepre-
sentative IRS study, it is unreasonable, would cost direct selling
companies more than $70 million per year to administer and would
produce, even when based on IRS data, less than $30 million in tax
revenues from dirett salespeople. DSA believes any concerns with
tax compliance can best be dealt with through the implementation
of the provisions of S. 736.

DSA opposes any Administration proposal to increase
the self-employment tax.

DSA supports efforts to eliminate IRS authority to

make retroactive income and employment tax assessments.
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TESTIMONY OF DIRECT SELLING ASSOCIATION

Mr. Chairman and Members of the Subcommittee:

My name is Neil H. Offen. I am President of the
Direct Selling Association (DSA). With me today are John C. Beyer,
President of Robert R. Nathan Associates, Inc. (RRNA), and
Arthur J. Rothkopf of the Washington law firm of Hogan & Hartson,
who serves as tax counsel to the Association. We are grateful
for this opportunity to discuss on behalf of DSA S. 736 relating

to the tax treatment of independent contractors.

The Direct Selling Industry

The Direct Selling Association is a trade association
representing 129 direct selling companies and another 100 firms
that supply goods or services to direct selling companies. As
you know, direct selling is a method of distribution through
which products and services are primarily marketed directly to
consumers in their homes. Companies within the industry market
virtually every type of consumer product and service imaginable:
household cleaning products, cosmetics and other personal care
products, jewelry, cookware and other housewares, educational

materials, home improvement products and services, food, vitamins,
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and s0 forth. Most companies within the industry are small.

In 1975 average direct selling company revenues were between

$2 million and $3 million. Only 10 companies had wholesale
revenues exceeding $100 million. Total industry sales currently
approximate $8 billion annually.

But more important than the characteristics of the
direct selling companies are the characteristics of the
individual entrepreneurs who do business with the companies.

DSA has retained Robert R. Nathan Associates, Inc. to analyze the
economic characteristics of the industry and these salespeople and
to assess the impact of the various proposals on the economic
vitality of the industry. Their statement, which I request be
included with our full written statement in the record of today's
hearings, describes in detail the economic profile of salespeople
in the direct selling industry.

There are virtually no barriers or requirements for
entry into direct selling. It is a field open to anyone. There
are also no demands that direct salespeople spend a given number
of hours or sell at any particular time. For those reasons,
direct selling has wide appeal among women who have significant
family responsibilities. They are wives, mothers &nd direct

sellers.
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The flexibility and simplicity of the industry also
attracts substantial numbers of minorities, the handicapped, and
the elderly. In any year, about four million people engage in
direct selling in the United States, with at least two million
active in the business at any given time. Eighty percent of
direct salespeople are women. Further, during any year, 600,000
are minorities, 200,000 are over 65, and 400,000 have disabili-
ties. The overwhelming majority of these salespeople -- 89% --
work part-time and nearly two-thirds work less than ten hours per
week.

For most direct salespeople, selling is not seen as a
"job" but as an additional earning opportunity -- a way for many
people with modest or fixed incomes to supplement their earnings
and make ends meet. This conclusion is confirmed by the fact
that median earnings cf direct salespeople in 1975 were $27 per
week. In that year, one half of direct salespeople earned less
than $675 per year of gross income from direct selling, which
does not take into account their expenses.

In most cases, this modest supplemental income is
earned by families who, especially in today's economy, need it
most. The median total income of direct sellers in 1976 was
$13,840, and 27\ of direct salespeople had a family income of
less than $10,000.
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Many direct salespeople sell intermittently and for
different companies, establishing short-term specific earning
goals and then terminating their sales activity when the goals
are met. This way of doing business, which is foreign to an
employer-employee relationship, helps to account for the
industry's high turnover rate, which is in excess of 100% each
year.

Simply stated, direct selling is an ideal way for some
of these people to earn extra money without experience, without
capital, and without having to make a full-time commitment to an
employgr.

As President Carter stated in a message to the DSA on
May 11, 1979:

The members of your Association create

unique opportunities for salespeople who

desire to be independent and to receive

compensation equal to their effort. These

companies make it possible for salespeople to
become entreprenuers in their own right.

« [ ] *

In encouraging small business and in
bringing buyers and sellers into useful
one-to-one relationships, you are operating
in the best tradition of the American free
enterprise system,

DSA perceives itself as a progressive trade association
dedicated to serving the public interest. We promote the highest

level of marketplace ethics and have, for example, supported
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various pieces of consumer protection legislation on the
municipal, state and federal levels of government. DSA and its
member companies have also in the past made considerable efforts
to educate their direct salespeople with respect to their income
and self-employment tax obligations and their legitimate
deductions, through notices given at the outset of the selling
relationship and through educational programs. These efforts
have not gone unnoticed, as is indicated by the October 17, 1977
letter to an attorney representing a major direct seller from the
Office of the Commissioner of the Internal Revenue Service, which
acknowledged "a history of concern and cooperation on the part of
the Direct Selling Association with the Internal Revenue Service

in our cooperative efforts to promote voluntary compliance.”

The Role of Independent Contractors in Direct Selling

The people who sell the products of direct selling
companies have traditionally operated as independent contractors
for reasons that are fundamental to the structure of the industry.
The motivation of direct salespeople is directly related to the
fact that they in effect have their own business: they control
the hours they work, they conduct business ?way from any office
or other fixed location, they keep their own records and books,
in some cases they maintain their own inventories, and they

pay their own expenses. Direct salespeople are, by any objective
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assessment, independent businesspeople and operate in the same
fashion as retailers throughout the country, except for the
fact that they bring their products to the home of the consumer
and do not operate from any fixed retail location. They do not
perceive themselves as employees, nor do they wish to be so
treated. They generally sel. to their peers within their own
communities, to their friends and neighbors. Each year they
contact three out of every four homes in America. According to
a Lou Harris study, over the course of a year 8 percent of the
homes in this nation will include someone who earns money as a
direct salesperson, and an additional 15 percent of America's
homes have someone in them who previously acted as a direct sales-
person.

The independence of the operations of direct sales-
people is a crucial factor in the decisions of individuals to
become direct salespeople. Our Lou Harris study of direct
salespeople found that they rated their own independence, being
their own bosses, as the most important element of their sales
work, even more important than the specific income they received,
which was a close second. This person who sees himself or
herself as an independent businessperson is the heart of the
direct sales industry.

The success of direct selling companies is a function

of the size and capability of its sales force. Each company

53-845 0 - 79 ~ 13
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strives to expand its sales force, and competition among direct
sales companies for salespeople is keen. Consequently, direct
selling companies minimize their additional fixed costs for in-
creasing the size of their sales forces and create wide oppor-
tunities for marginal workers to enter direct selling. The
increased size of the sales force and the minimal administrative
costs associated with adding salespersons are key economic
factors in the growth of direct selling. Since direct selling
constitutes only one to two percent of all retailing, the
opportunities for marketplace growth for direct selling companies
and opportunities for people to become individual direct sales-
people are very substantial.

For all these reasons the use of independent con-
tractors is fundamental to the structure of the direct selling
industry. For tax purposes the Internal Revenue Code has long
respected this status of independent contractors as determined
under the common law. Traditionally, in the direct selling
industry the tests for that status imposed by the common law were
clearly met, and direct salespeople were treated as independent
contracia;i’for tax purposes without substantial dispute.

However, in recent years the Internal Revenue Service
has adopted an increasingly aggressive and unjustified audit
position of challenging the independent contractor status of a

broad group of individuals, including some direct salespeople.
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The most prominent example, and the test case, in the direct '
selling industry involved Queen's-Way to Fashion, Inc., a direct
selling company subsequently renamed Aparacor, Inc. The IRS
challenge culminated in a decision by the U.S. Court of Clains
(Aparacor, Inc. v. United States, 556 F.2d 1004, 1977). 1In that

case the Court sustained the independent contractor status of the
direct salespeople and stated that the IRS assessment "represents
a radical departure from the traditional common law concept" (556
F.2d at 1012). While the company won the case, it was a costly
victory: the company's growth and development were set back for
years pending the outcome of the litigation. */

The unjustified attacks on the independent contractor
status of direct salespeople illustrated in the Aparacor, Inc.
case cannot only immobilize a company's operations, but also
create huge retroactive assessments which can jeopardize the
financial well-being of a direct selling company. In challenging
a company's treatment of individuals as independent contractors,
the IRS assesses the company for the full amount of income taxes
which it asserts should have been withheld were all its indepen-

dent contractors treated as employees, plus both the employee and

%/ A second case, involving Beeline Fashions, Inc., was sub-
sequently settled to the company's satisfaction permitting
the company to continue its previously established independent
contractor treatment of its salespeople.
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employer share of FICA taxes and FUTA taxes. These amounts have
been assessed in many cases even though the individual treated as
an independent contractox has in fact paid the full amount of
income taxes and self-employment taxes which he or she owed. In
these cases the IRS assessments have resulted in double tax,
since income taxes for the same individual would both be paid by
that individual and withheld from the company, and similarly both
FICA and self-employment taxes would be paid. 1In order for the
company to reduce this double tax, it has the burden of locating
its reclassified independent contractors and obtaining from them
information regarding their tax payments: the IRS will not assist
the companies in this regard.

Fortunately for the direct selling industry and its
independent contractors, the IRS has had no success in attempting
to reclassify direct salespecple as employees. In fact, within
the last year the IRS has even issued private rulings affirming
the independent contractor status of various direct salespeople.

Thus, direct selling companies believe that the common
law provides the most appropriate basis for determining indepen-
dent contractor status, as long as the common law requirements
are fairly applied and interpreted by the Internal Revenue
Service. These requirements for determining independent contrac-

tor status have.also been applied in other areas of federal and
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state law, such as pension rules, state unemployment compensation
and equal employment opportunity requirements. The primary
concern of the industry, therefore, with respect to legislation
before this Subcommittee, is that the common law principles for
determining independent contractor status for tax purposes be
preserved, and equally importantly, that the principal charac-
teristic flowing from that status -- treating salespeople for
tax purposes as the independent businesspeople that they are --

- be maintained.
S. 736

The Direct Selling Association supports S. 736,
introduced by Senator Dole. This bill deals with the most
important problem in this area -- the probiem of IRS challenges
to independent contractor status. It is our belief that the bill
deals with this problem in a judicious and reasonable manner by
establishing a safe harbor to provide certainty for the govern-
ment, direct selling companies and individual independent con-
tractors. The bill establishes five tests which must be met for
an individual to qualify for the safe harbor. These tests
include key elements from the traditional common law require-

- ments: control over time and hours worked, control over the place

of work and the receipt of income dependent solely upon the



192

entrepreneurial talents and desires of the individual. Further-
more, the bill adds requirements to insure that independent
contractors are aware of their status and the consequent income
and employment tax reporting requirements and to insure that the
companies with which independent contractors do business provide
all required reporting of information to the Internal Revenue
Service.

It should be emphasized that these tests impose cer-
tain burdens on some specific companies in the direct selling
industry, as well as on many companleé in other industries
desiring to utilize the safe harbor. For example, all companies
not previously doing so will be required to adopt written con-
tractual provisions and a separate written notice of each sales-
person's status and tax obligations. We believe these burdens
are not unduly onerous and are worthwhile to resolve with
certainty the fundamental question of status and to insure that
independent contractors are fully aware of their tax obligations.

' The Treasury Department has criticized S. 736 as
aITowing sighificant numbers of employers to switch the status
of their employees to independent contractors. We believe that
Treasury has vastly overstated this possibility. When the

relationships between employers and employees in specific
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industries are examined in detail, we believe that the only
realistic conclusion to be reached is tha£ the switching will
not occur. Nonetheless, if the Subcommittee is concerned
about this possibility, and concludes it to be probable, a
number of alternative provisions to prevent this switching can
be explored. We would be glad to work with you to explore various
such provisions.
We emphasize that the support of the Direct Selling

Association for S. 736 is based primarily on its safe harbor '

approach. The DSA could not support this or any other bill.which
would replace the common law with a specified statutory test. By
preserving the common law means for attaining independent
contractor status, the bill retains the flexibility that the
common law provides -- so that new companies and new ways of

doing business can be accomodated as they arise. This flexibility
is in our view crucial to any status determination for tax pur-
poses and is important to the well-being of our economy.

We thus support S. 73€ because it permits those
companies desiring certainty against IRS challenge to have that
certainty by meeting its safq harbor }equirements. At the same
time the bill avoids forcing companies and independené business-
people into arbitrary and restrictive methods of operation in

order to remain independent contractors.
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Administration Proposals

The Administration has made several proposals relating
to independent contractors but has failed to address the most
important problem -- that of unjustified IRS challenges to the
traditional requirements for obtaining independent contractor
status. Thus, even if their proposals were enacted, which we
oppose, the uncertainty and litigation which has characterized
the past few years, and which is the reason why this matter is
before the Subcommittee today, would continue.

Instead of attempting to solve the central status
question, the Administration's proposals would further complicate
this area of the law by requiring withholding on independent
contractors and increases in the self-employment tax, both of
which we vigorousl& oppose. The Administration also proposes
increased information reporting and certain procedural changes,

parts of which we would not oppose.

Withholding
The Administration has proposed 10% withholding on

independent contractors apparently because it has concluded that
compliance among independent contractors is lower than is desir-
able. 1Its conclusions of the level of compliance are based on

an IRS survey of compliance in various industries.

A}
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We have reviewed this study, with the assistance of
Robert R, Nathan Associates, Inc. Their statement, which we
have included in the record, includes a degailed analysis of
the IRS study. It indicates that, in general and specifically
with respect to direct salespeople, the IRS study is seriously
flawed and does not provide a proper basis for making a major
structural change in our tax system, For example, the study is
not based on a representative sample of independent contractors
generally or of direct sellers as they are generally thought
of when one considers this industry. The sample of individuals
was drawn only from tax cases where employment status was under
dispute, not from a rgndom sample. To our knowledge no DSA
member company was audited or otherwise approached for this study,
nor to our knowledge was any independent contractor-who sells
the products of any member company. Moreover, the occupations
of the individuals included in the study are inconsistent with the
known characteristics of independent contractors generally and
direct sellers in particular. We know of few if any salespeople
in the direct selling industry who could be classified as
"unskilled labor,” "skilled labor," “"driver," "clerical” and
even as "entertainer." Yet the Treasury study indicates that a
substantial number of such individuals were irncluded in the
definition of the "direct selling” industry; for the entire sample
almost one-half of the individuals were classified as "skilled"” or

"unskilled"” workers.
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This lack of representativeness of the individuals
surveyed distorts the level of compliance stated in the study
for the industry. The Treasury study shows that compliance is
substantially higher within the industry for individuals whose
jobs-are categorized as “sales,® "professionals,” and "manager,
distributor,” all of which are the types of jobs most typical
in the industry.

Moreover, the percentage figures used by the IRS and
Treasury in describing the study substantially overstate the size
and effect of noncompliance even assuming the correctness of the
data underlying the IRS study. The study measured the amount of
"compensation" reported by independent contractors, but did not
define "compensation" as net income. Thus, individuals whose
expenses reduced their income to zero were treated as not in
compliance ~- even though they had no taxable income from
their independent contractor activity. Furthermore, individuals
whose total income was below the level required to file tax
returns were excluded in computing rates of compliance despite
the fact that these individuals clearly are in compliance.

The most important and relevant statistic to the Congress
with respect to noncompliance should be the percentage of total

taxes of the relevant groups which go unreported, not the
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percentage of unreported gross income or even net income,

because this statistic measures the actual "slippage" in the

tax system and the actual revenue loss to the Treasury. Yet

this statistic is nowhere present in the IRS study, although i«
could have been estimated from the raw data collected. From the
data presented by the study, however, it can be determined that
the percentaée loss of taxes is substantially lower than the
percentage of individuals not reporting income. This resfults
because the IRS study clearly shows that nonreporting is the
lowest among higher income individuals, who under our progressive
tax system pay most of the taxes. Thus, even assuming, arguendo,
that the IRS study were representative, RRNA believes that for

the independent contractors and the direct salespeople included

in the sample the true rate of compliance, as mcasured as a
percentage of taxes collected, is likely to be %0%. bonsequently.
we believe that the IRS study does not provide a basis for con-
cluding that the level of noncompliance of individval independent
contractors in the direct selling industry requires drastic

action or draconian remedies. */

*/ The Treasury study is also inconsistent with prior studies.
In 1977 a GAO study concluded that "those taxpayers involved
in employee/self-employed redeterminations had generally
paid their income and social security taxes" (General

Accounting Office, Tax Treatment of Employees and Self-Employed
Persons, November 21, 1977 at p.24). The GAO finding was

[Footnote continued, p.17}
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Even if it were shown that compliance levels among
independent contractors generally has been less than is
desirable, yithholding as applied to direct sellers is not the
solution to the problem for several reasons. The majority of
direct selling companies and independent contractors do business’
with each other through'what is commonly called a "buy-sell”
relationship. Under this method of operation an independent
contractor actually buys products from the supplying company and
then resells those products to his or her customers or to lower
level distributors. The company supplying the products to the
independent contractor thus makes no payment to that individual
from which taxes could be withheld. The independent contractor
receives compensation only through the payments of consumers or
subdistributors buying products directly from that person. The
only payment on which taxes could be withheld is this payment by
the consumer or subdistributor, which is obviously impossible as
a practical matter. Thus, the Administration's withholding

proposal with respect to these independent contractors is not in

*/ [Footnote continued from p.16)

supported by IRS data gathered pursuant to its Taxpayer
Compliance Measurement Program (TCMP). That data indicated
that for returns filed in 1974 independent contractors and
other independent businessmen reported 96.7 percent of their
gross receipts. Other TCMP data has shown an 89 percent
compliance rate among direct salespeople filing a Schedule C
with their returns (as set out in an October 17, 1977 letter
from the office of the Commissioner of the Internal Revenue
to Harold J. Heltzer, Esqg., representing one of the largest
direct selling companies).
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fact withholding at all. Rather the Administration proposes that
the companies %hat sell products to independent contractors send
a bill to the independent contractors for their income and self-
employment taxes at the same time they charge them for their
products. The independent contractors are being asked to send
their tax payments at least in part to the company or companies
with whom they do business rather than to the Treasury, We
believe that this proposal constitutes a majox'new departure on
the part of the Treasury Department to involve the private sector
in the collection of taxes much beyond what is done under normal
withholding arrangements.

Moreover, the proposal would apply this major departure
in the most unworkable of circumstances. For example, in buy-
sell relationships.products ma§ be purchased from the supplying
company before or after the salesperson has received an order
from a customer; some direct salespeople maintain varying inven-
tories of products for substantial periods of time. In addition,
the company which sells the goods to the salesperson does not
know whether the products were in fact resold, since many sales-
people retain a certain portion of their products for their own
personal use (as much as 20% for some product lines), for gifts
or for sale to relatives or friends ai or near cost. Even

assuming that all the products were resold by the independent
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contractor, the company has no way of knowing at which price that
sale occurred, because under the antitrust laws the direct
selling companies cannot set resale prices for their products.
Thus, direct sales companies do not typically even know what the
actual gross receipts are of the independent contractors who buy
their goods, much less what the gross or net income of any
individual is. Therefore, the amount to be withheld under the
Administration proposal would bear little relationship to the
actual tax due by the independent contractor.

Furthermore, many independent contractors maintain
inventories and an additional number pay for the products they
purchase before they receive any payments for the resale of those
products to consumers. Requiring that independent contractors
make an additional tax payment to their supplying company at the
time they pay for their products will place an additional cash-
flow burden on these salespeople. Since most of these sales-
people are truly small businesspeople, without easy access to
bank fiﬁancing and without substantial cash reserves to invest,
this cash-flow drain can be a significant disincentive to
their continuing in the business.

The mechanical problems of implementing withholding for
direct salespeople is compounded by the fact that certain direct
salespeople are part of multi-tiered sales and distribution systems.

In such a system a company utilizing direct salespeople may itself
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sell only to a few hundred distributors/salespeople, who
maintain inventories and resell their products to thousands

of second-tier direct salespeople, many of whom may in turn
resell to an even lérger number of third-tier salespeople before
a sale to the‘consumet is finally made. Under this method of
distribution, it would be extremely difficult to determine who
should withhold what amount on which transactions.

The unworkability of withholding is not limited to
companies operating through buy-sell relationships. Even among
those which utilize "commission" relationships, many companies
operate through so-called deposit commissions under which the
consumer's down payment for the product is retained by the direct
salesperson as his or her "commission," with the remaining
payment made by the consumer to the company. 1In this situation,
like in buy-sell situations, there is no payment from the company
to the direct salesperson on which taxes can be withheld;
presumably here too the Administration's proposal would require
that the company send a bill to the d@irect salesperson for his or
her tax. Moreover, commission direct salespeople also retain a
significant portion of the products they obtain from a compny
for personal use or for gifts or sales at discount to friends or
relatives. In these cases the amount withheld would bear little
or no relationship to the actual profits and taxes due by the

salesperson. Finally, commission and buy-sell direct selling
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companies compete directly with each other for sales and, more
importantly, for salespeople. If a withholding system applied to
~ the commission companies alone, a major competitive disadvantage
would result to those companies in recruiting new salespeople and
in their overhead expenses. Some companies could be forced to
change their way of doing business, causing considerable expense
to the companies and the loss of income earning opportunities to
direct salespeople; others which could not alter their marketing
system might not be able to survive.

The difficulty both buy-sell and commission companies
(and their upper tier distributors) would have in determining
the appropriate amount to bill an independent contractor under the
Treasury withhclding proposal, the administrative costs of
billing and col ecting the taxes from the independent contractors --
plus the normal clerical and accounting costs required in issuing
statements comparable to W-2s, preparing quarterly 941 and annual
$40 statements, filing 501 deposit withholding tax forms and
making such deposits -- all these factors will result in substan-
tially increased costs for companies who operate through direct
salespeople. Surveys taken by RRNA indicate that these costs on
a continuing basis could total $70 million per year for all direct
selling companies.

This $70 million of annual costs to the companies might

be justifiable at least from the government's point of view if
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substantial additional tax revenues would be collected as a
result of the institution of withholding. However, the same
RRNA studies-conclude that the increases in revenue under the
Treasury proposal will be nominal. For 1975, the latest year for
which figures are available, the total tax liability of direct
salespeople on their income from the direct sales is estimated
to be $190 million. As discussed above, even statistics from the
IRS compliance study indicate that most of the income of direct
salespeople is reported and that an even higher percentage, as
much as 90%, of the taxes owed by direct salespeople are currently
collected. Since the Treasury Department has_previously stated
that its withholding proposal would raise tax compliance to about
90 percent, the proposal cannot possibly produce any substantial
increase in the taxes collected from direct salespeople. RRNA
has estimated that, even based on the IRS compliance study, the
increased income tax revenue from the withholding proposal would
likely have been less than $30 million in 1978. It is thus likely
to cost direct selling companies more to implement the Administra-
tion's proposed withholding system, which costs will reduce their
own Federal income taxes, than it will raise ;or the government in
increased revenues. Surely in these circumstances a major change
which vitaliy affects the industry is not warranted.

Withholding will also have a major impact in the direct
selling industry because it will increase a direct selling
company's start-up costs in adding new part-time and part-year

salespeople. A company will be required to put each person who
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decides to buy that company's PRQigcts for resale into its
accounting system for withholding purposes regardless of whether
that individual may make many or only a few sales, or even make
no sales but keep the products for gifts or personal use.
Companies thus will be given an incentive to change their
operations to enable them to increase their chances of recouping
these increased start-up costs by utilizing fewer part-time and
_ part-year salespeople and more full time salespeople. The end
result will be that many individuals, particularly those who have
the lowest incomes, will no longer participate as direct sales-
people and will lose the opportunity to supplement their family
income for special needs. )

Finally, we oppose withholding because it will strike a
major blow against the most fundamental element in the success of
this industry: the image by the independent contractor of himself
or herself as an independent businessperson. Direct salespeople
do not want jobs, they want opéortunities to be their own bosses,
to work their own hours and to relate their reward to their own
efforts. Withholding, on the other hand, is the badge of employee
status. ‘It symbolizes a lack of control by the salesperson over
his or her own affairs. It is the Government telling him or her
that, unlike other businesspeople, the direct salesperson is not

permitted to control his or her own business affairs, to compute
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and pay his or her own taxes. Consequently, individuals who

want that control over their own affairs, individuals who want

to be free of any corporation's control over their affairs, will
be more likely to leave the direct selling industry to seek less
restricting opportunities and less likely to enter the industry

in the future. We believe that, although this intangible

negative factor cannot be quantified, it may be the most important
of all the reasons why withholding on direct salespeople over

the long run will be a major detriment to the economic well-being
of this industry. It also indicates why it is not in the national
interest to place impediments on individuals wishing to start
their ownh businesses to provide or supplement family income by
altering the most appealing element the direct selling industry

offers: the opportunity to be one's own boss.

Information Reporting

Although we vigorously oppose the Administration's
withholding proposal, we do recognize the need to take reasonable
steps to insure that income and self-employment tax compliance
among indepen@ent contractors is as high as is practically
possible. We believe that this goal can be iécomplished by

taking several steps to improve information reporting, all of

which caﬁ‘be accomplished without incurring the costs and

disruptions which would inevitably result from withholding.
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First, we agree with the Administration's recoOmmenda-
tion that the companies paying compensation to independent
contractors should be required to send a copy of the existing
Form 1099 to the independent contractor in all cases where it
is currently required to be furnished to the government. 1In this
way independent contractors will receive a timely reminder of
their tax obligation each year. More importantly, individuals
will be made aware that the information on the Form 1099 is in
fact sent to the Treasury.

Second, we also agree with the Administration's recom-
mendation that penalties for failure to file the Form 1099 on the
part of any company should be increased, and we would add that the
penalties should be enforced. Treasury has stated that fewer than
60 percent of 10995 currently required to be filed with the IRS
are in fact filed. We believe that the IRS should be encouraged
to devote more of its manpower to ensuring that these forms are
filed in a correct and timely manner. We regret that in its
compliance study the IRS did not correlate the level of compliance
with the filing of 1099s; we believe such a correlation would
have indicated that accurate and comélete 1099 reporting does
lead to increased compliance.

Improving the IRS's ability to match 109% Forms aid

individual tax returns is obviously also important, and we

- -
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support efforts to do 80. Commissioner Kurtz has testified
elsewhere that IRS's matching ability will dramatically
increase within the next few years over past years. This action
alone could result in an increase in compliance.

We believe that modifications could also be made to the
Form 1040 and the accompanying instructions to highlight for
individuals the requirements for self-employment tax payments and
to help the IRS determine from the first two pages of a Form 1040
whether or not an individual should be paying self-employment
tax. We believe such modifications are possible without seriously
lengthening or complicating the current 1040 Form.

Finally, we believe that much of any underreporting
that may occur results from ignorance on the part of independent
contractors regarding what their obligations are and how to
fulfill them. The reporting requirementg of S, 736, discussed
above, the Administration proposal to send a Form 1099 to each
individual and the redesign of the income tax Form 1040 will do
much to alleviate this cause of underreporting. Additional help
could be obtained through focused educational efforts by the IRS
and the companies involved. DSA member companies would be glad

to participate in such efforts.

Self-employment tax increases

A third proposal which Treasury has made on behalf of

the Administration is to increase the self-employment tax rate
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to the combined FICA tax rate on employers and employees and to
give the self-employed a deduction or credit for some portion

of the increased tax. Although we understand that this proposal

is not before this Subcommittee at this time, we would like to
make clear that we would oppose this proposal. The self-employment
tax rate was originally established to insure that the Social
Security system would be actuarially sound as it applies to the
self-employed. Our RRNA studies indicate that this is still the
case. In fact, it appears that direct salespeople are among the
few groups that pay more into the Social Security system in taxes
on their income from direct selling than they reqeive in increased
Social Security benefits as a result of that activity. An increase

in the self-employment tax rate would only exacerbate this situation.

Proposals for Procedural Change

'

The final proposal which the Administration has made
would limit the IRS's authority to make retroactive assessments
of income tax withholding and the employee's share of FICA taxes
(but not the employer's share of FICA taxes) to a penalty of 10%
of the compensation to individuals whom the IRS claims should have
been classified as employees. In cases where the company had a
reasonable basis for treating the individual as an independent

contractor, the penalty would be abated, as long as the company
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withheld amounts required under the Administration's independent
_ contractor withholding proposal.

We firmly support proposals to eliminate the IRS
authority to make retroactive assessments since in man& cases
the assessments are likely to result in a double tax being paid.
However, we would not oppose the Administration's basic proposal
only if two modifications were included. First, because we oppose
the Administration's withholding proposal, we believe that obtaining
the benefits of relief from retroactive assessments should not be
tied to any such proposal. The fact that such assessments can
result in a double payment of tax is in itself sufficient grounds
for not permitting the assessments where the taxpayer involved
has a resonable basis for, or has made a good faith judgment in,
classifying individuals as independent contractors rather than
employees.

Second, we believe that the penalty for an inccrrect
classification should not be related to the amount of compensa-
tion received by individuals, since at a ten percent rate that
penalty can in certain cases be larger than the amount which
would have been required to be withheld if the IRS made a
withholding tax assessment. It would be more equitable to base
the penalty on the amount of tax -- income tax and the employee's

share of FICA -- which the IRS asserts should have been withhela,
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for example, 10% of those taxes. Such a penalty would accomplish
the essential purpose for which Treasury desires it to be imposed
(i.e., to deter companies from frivolously treating individuals

as independent contractors without any basis at all) without risking
& result no less inequitable than is reached today through retro-
active assessments. Alternatively, if it is believed that the
penalty should be based on compensation instead of a percentage

of taxes, the penalty should be'reduced substantially below the

10% level which the Administration proposes in order to minimize

the likelihood of a penalty in excess of actual liability if

assessments had been permitted.
Conclusion

The important problem which this Subcommittee must
resolve today is the question of what individuals can qualify for °
independent contractor status. The Administration proposals do
not address this problem. S. 736 does resolve this problem and
does so in a reasonable and responsible manner by providing a
set of safe harbor rules for attaining independent contractor
status while preserving the flexibility provided by the common
law. We strongly urge its adoption.

At the same time the Administration's proposal for

withholding on independent contractors should be rejected. It
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is based on a study which does not provide a valid basis for
concluding that substantial noncompliance exists among direct
salespeople. It would force direct selling companies to incur
substantial costs, would cause substantial complexity and
administrative burdens for companies and direct salespeople
alike, and would significantly increase the costs of allowing
individuals to participate in the direct selling industry on a
part-time, part-year basis. Also, our studies indicate that
withholding would raise no more than nominal revenues from direct
salespeople, revenues which may well even be less than the addi-
tional annual costs incurred by direct selling companies in
administering the system. '

As an alternative, concerns regarding taxpayers non-
compliance should be directed at improved information reporting
procedures. Such improved reporting can, we believe, improve
compliance to the same extent as withholding without causing the

disruptions and costs to the industry which withholding produces.
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AN ECONOMIC ANALYSIS OF INDEPENDENT CONTRACTORS
AND THE DIRECT SELLING INDUSTRY

SﬁﬁMARY

The economic vitality and future of the direct selling
industry is directly dependent on the independent contractor
status of the several million people who work as direct
salespersons. Three issues have emerged which affect the
role of the independent contractor and the direct selling
industry: (1) defining the status of independent contrac-
tors as distinct from employees; (2) a proposal to extend
tax withholding to independent contractors; and (3) a pro-
posal to increase the sccial security tax rate of the self-
employed.

Because of the economic characteristics of direct
salespersons -- predominantly part-time, low average income,
ease of entry and exit and high turnover -~ and the economic
structure of most direct sales companies ---dependent on a
large sales force whose marginal cost to the company is
low -- each of these issues has direct and important conse-
quences for the industry. '

The economic viability of the direct selling industry
requires certainty in defining the status of independent
contractors. Continuation of the uncertainty which has
permeated this issue since 1975 can only dampen growth and
innovation by existing companies and hinder the entry of new
firms, thereby also foregoing income earning opportunities
for direct salespersons. The significance of this issue is
illustrated by the consequences if direct salespersons wvere
to become employees: up to two-thirds of the direct sales
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force would be eliminated with a serious contraction in
industry sales and profits. The benefits of providing
definitive criteria to assure certainty (as in S.736 and
H.R. 3245) will not be accompanied by a shift of persons
from employee status to that of independent contractor.

The proposal to extend tax withholding to independent
contractors should not be adopted. This proposal, consti-
tuting a major- tax change, emanates directly from a recent
Internal Revenue Service study of tax compliance of indepen-
dent contractors. The study's sample is not representative
of independent contractors, nor can conclusions be drawn
from this study concerning tax compliance of direct sales-
persons. Because of its-many limitations, the IRS study
should not serve as the basis for introducing a fundamental
tax change.

Tax withholding would have serious economic ramifica-
tions for the direct selling industry. Reduced sales and
profits would be incurred due to salesperson terminations
because of tax withholding and as the costs of recruiting
new salespersons increases. In addition, the industry would
bear costs for administering a tax withholding system --
estimated to be $10 million for start-up alone and $70
million annually for continuing costs. Small firms in
particular would be adversely impacted.

In contrast to these costs, the additional public
revenue which would be generated by an extension of tax
withholding to direct sellers would be modest at best.
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The majority of direct salespersons earn less than $675 and
therefore have little or no tax liability. Even when using
the compliance results of the IRS study, the revenue gain
from direct salespersons would be less than $30 million, or .
less than one-half of the economic costs of tax withholding
to the industry. Net revenue gains will be less since
corporate income tax from direct selling companies will
decline due to contraction in sales and increased administra-
tion costs.

Improvement in tax compliance is an important public
policy goal. Alternative approaches to improving compliance
which have lower net economic costs than tax withholding
should be considered. One alternative is to extend and
strengthen the existing information reporting system.

An increase in the social security tax rate for the
self-employed is not warranted. The present difference in
SECA and the combined employee-employer FICA rates does not
induce shifts of persons from employee to self-employed
status thereby reducing contributions to the trust funds.
Due to their social and economic characteristics and pat-
terns of work, most direct sellers receive much less in
benefits than they contribute to the social security system;
increasing the SECA rate would accentuate this inequality.
Moreover, the additional contributions which might be real-
ized from direct salespersons by increasing the SECA tax
would be nominal, no more than one-hundredth of one percent
of total social security contributions.. - -
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I. The Direct Selling Industry: Its
Economic Structure and Issues
Affecting Its Future

The development and continued growth of the direct
selling industry is directly dependent on the independent
contractor status of the several million people who work as
direct salespersons. Several issues have emerged, and are
now in the form of proposals being considered by Congress,
including the Subcommittee on Taxation and Debt Management
of the Senate Finance Committee, which affect the integral
role of independent contractors. The purpose of this paper
is to describe the economic and social consequences of these
issues as they affect the direct sales companies, direct
salespersons and the government itself.

Issues Affecting the Industry

There are three distinct issues now under consideration
which relate specifically to independent contractors and
thereby impact directly on the direct selling industry. The
first issue concerns the need for certainty in the defini-
tion of an independent contractor. Such contractors are
distinguished from employees for tax purposes in the I.R.
Code and Treasury Regulations in terms of the common law.
Several years ago the Internal Revenue Service initiated an
effort to reclassify many independent contractors as employ-
ees, departing from the Service's own position in its reve-
nue rulings and, more importantly, from the Code, regu-
lations, and case law. The Service applied this new posi-
tion “retroactively," resulting in large tax assessments and
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jeopardizing many businesses relying on independent contrac-
tors. The uncertainty which this created led Congress in
1978 to pass a one-year moratorium on IRS actions while
Congress addresses the status issue directly.

A second issue involves a proposal by the Department of
Treasury to impose income tax withholding- on independent
contractors. Although the procedures and detailed features
of this tax withholding proposal have not yet been worked
out, its essential feature is a standard 10 percent with-
holding on compensation earned by independent contractors.
The proposed tax withholding is intended to improve compli-
ance by independent contractors in the payment of income and
social security taxes.

The third issue concerning independent contractors and
affecting the direct selling industry is a proposal for
increasing social security payments by independent contrac-
tors. While a formal legislative proposal has not been
made, it is understood that the Department of Treasury and
the Social Security Administration are considering a pro-
posal to increase the SECA tax rate, now approximately 1.%
times the FICA rate for employees, to twice the FICA rate
(equal to the combined employer-employee rate), with provi=-
sions for individuals to deduct one-half of the payment from
income taxes. This proposed increase in SECA taxes is
premised on the assumption that independent contractors, as
well as all self-employed persons, do not "pay their way" in
the social security system. -
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Each of these three issues concerning independent con-
tractors is analyzed in the succeeding sections of this
paper. The focus of the analysis is on identifying (and
measuring where possible) the economic and social conse-
quences for the direct selling industry and the several
million persons engaged in direct selling as independent
contractors. As an essential background for this analysis,
the salient economic characteristics of the direct selling
industry and direct salespersons are first described.

Characteristics of the
irect Selling Industry

The direct selling industry consists of an estimated
500 to 600 companies with a total sales volume of $8 billion
a year. The vast majority of these companies are small
business concerns, with the typical company having annual
sales in the range of $2 to $3 million. There are few large
companies, with only 10 firms having annual sales above $100
million. This industry is unique in the retail merchan-
dising sector because of its reliance on person-to-person
product demonstrations and the mode of delivery of services
provided by its salespersons.

At any point in time there are approximately 2 million
active salespersons. During the course of a year, however,
another 2 million persons enter and leave this industry, a
fact which is particularly pertinent to the issues facing
the industry.

As indicated by the number of salespersons, direct
selling companies rely on a large force of salespersons.
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The ease of entry into direct selling and the ability to
vary hours, type of work and level of effort are features
- which have enabled the direct selling industry to develop an
efficient method of consumer product distribution. Com-
panies have little or no additional fixed costs and only
modest variable costs associated with increasing the size of
their sales force. As a consequence, there is an incentive
for the companies to create the largest opportunities pos-
sible "for entry into direct selling. The size of the sales~
force and the low marginal cost for adding salespersons are
the central economic factors in the development and growth
of direct selling companies.

Within this basic industry approach, however, there is
substantial diversity. A wide variety of different direct
selling methods are used, employing different marketing
plans, financial arrangements and company-salesperson re-
lationships. Commission companies and buy/sell companies
are the predominant types with the latter accounting for 80
percent of total salespersons. This diversity within the
industry increases the difficulty of applying standard
changes across it.

Characteristics of
Direct Salespersons

Almost 90 percent of direct salespersons work on a
flexible part-time basis averaging 10 hours per week.1

1. Figures in this section are based on survey data found
in Louis Harris and Associates, Inc., A Regort on Direct

Selling Sales%ersons, commissioned by the Direct selling
ucation Foundation, October 1976. The economic

53-845 0 - 79 - 15
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These are persons who are married women with children,
persons with physical disabilities, minorities, older per-
sons, members of low income families for whom direct sales
income can be a substantial portion of family income, and
persons temporarily unemployed. These people rely on direct
sales because of the ease of entry into the industry, the
flexibility of working conditions and a variety of social
motivations. These groups would be most adversely affected
by the three issues described earlier, since the reduction
in income opportunities will affect first and most directly
the part-time salespersons.

Married women with children constitute a large percent-
age of all direct sellers, far in excess of their percentage
in the labor force as a whole, and most of whom work on a
part-time basis. The main reason these women are limited
to part-time work is home responsibilities. Fifteen percent
of the direct sales force are from minority groups; 10
percent of all direct sellers have a disability (of which 71
percent are without other employment); and 5 percent of the
total are 65 years of age or over.

Direct selling generally provides the means of aug-
menting family income, rather than being the major producer
of family income. Hence it is relied on by persons not able

and social characteristics of direct salespersons are an-
alyzed more fully in Robert R. Nathan Associates, Inc.,

Summary of the Economic and Social Impacts of Changing the
[ndependént Tontractor Status of Blrec% Salespersons and of
=xtending T

E ax Withholding to the Direct 3elling Industry,
Washington, D.C. March 10, 1978.
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to hold full-time employment or those at the lower levels of
earnings potential. B

The earnings profile of direct salespersons is par-
ticularly germane to the three issues concerned with inde-
pendent contractors. The distribution of estimated direct
seller net earnings (shown in Table 1) reveals that a very
small number of salespersons accounted for a very large
proportion of direct selling income: 6 percent of the
sellers have almost half the income, and only 1l percent of
the sellers account for almost two-thirds of the income. In
contrast, 57 percent of salespersons account for only 10
percent of net income.

The average income in 1975 for all salespersons, de~
rived from the Harris survey data, was approximately $2,200;
one-half of the salespersons earned less than $675 for the
year. Low as these income fiqures are, they overstate
significantly the net taxable income of direct sellers
because the income estimation procedures using the Harris
survey information could not fully reflect the operating
expenses of direct salespersons.

In summary, the economic and social characteristics of
direct salespersons -- predominantly part-time work, ease of
entry, involvement by persons who are not likely to have
other income opportunities and relatively low average in-
come -- reflect directly the key economic characteristics of
the industry: reliance upon a large and expanding sales
force whose marginal cost to the direct sales companies is
low.



Table 1. Direct Sales Industry: Distribution of Direct
Salespersons and Total Net Direct Sales Income, by
Direct Sales Income Classes, 1975

- Distribution of Distribution of
salespersons net income
Annual direct Cumulative Percent of Cumulative
sales net Percent of percent of total net percent of
income classes Sellers sellers income net income
$0-299..ccccacctcccones 15.7 15.7 1.4 1.4
300-499..ccccccccccnce 19.8 35.5 3.4 4.8
500-699%.ccceccrsncnces 21.1 56.6 5.7 10.5
700-999.ccccececccnnes 6.0 62.6 2,2 12,7
1,000-1,499...0cccccee 12.8 75.4 6.6 19.3
1,500-4,999....c000000 13.9 © 89.3 17.5 36.8
5,000-9,999..cc0cvcccce 4.7 94.0 15.2 52.0
10,000 and over.seso.s 6.0 100.0 48.0 100.0
100.0 100.0

Source: Prepared by RKNA from the Louis Harris and Associates, Inc.: A
Survey of Direct Selling Salespeople conducted for the Direct
Selling Education Foundation, October 1976.
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I1. The Need For Certainty In Definin
Tndependent Contractor Status

The existence of the direct selling industry in its
present form and level of sales is dependent on the status
of direct salespersons as independent contractors. The vast
majority of direct selling companies -- and salespersons =«
require certainty and continuity in the definition of such
status. For many years the common law tests for distin-
guishing independent contractors from employees produced
consistent and workable results. As noted earlier, however,
the Internal Revenue Service began to reclassify independent
contractors as employees, creating an environment of uncer-
tainty for many individuals who had functioned traditionally
as independent contractors and for firms whose development
and economic structure are based on these independent con-
tractors. Legislation introduced in the Senate (S. 736) and
in the House of Representatives (H.R. 3245) is intended to
provide definitive criteria for establishing the status of
individuals who are functioning as independent contractors,
thereby removing much of the uncertainty on the status of
independent contractors. '

The importance of workable and definitive criteria for
defining an independent contractor cannot be overestimated
for the direct selling industry. The key economic factors
for most direct selling companies -- a large salesforce with
a low marginal cost -- and the predominance of part-time and
intermittent salespersons mean that the relationship between
companies and salespersons is both crucial and sensitive to
change. Experience in the industry has shown that even
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modest changes in the relationship (changes in marketing
plans, financial arrangements, or method of payment) results
in large terminations of salespersons, which in turn has
reduced sharply company sales and profits. ’

Given the crucial role of independent contractors for
the direct selling industry, uncertainty in defining inde-
pendent contractors can only result in dampening growth and
innovation by existing companies and hinder the entry of new
firms in the industry, thereby also foregoing new income
earning opportunities for direct salespersons. These conse-
quences of uncertainty will be most pronounced for smaller
and newer firms, and particularly those dependent on a large
part-time salesforce, which do not have the financial re-
sources to accommodate such changes.

The significance of this issue to the direct selling
_industry is illustrated by the results of an analysis of the
impacts on the direct selling companies and salespersons
should a change occur in their independent contractor sta-
tus.l It was determined that a change in the status of the
nation's direct salespersons, from independent contractors
to company employees, would result in a restructuring of the
entire direct sales industry.

The costs to the industry of changing the status of
independent contractor salespersons are direct and indirect.

1. A full discussion of this analysis is‘ presented in
Robert R. Nathan Associates, Inc., Summary of the Economic
and Social Impacts of Changing the Independent Contractor
Status 7of Direc alespersons and of Ex%enam ax With-
holdin O-E_%g the Direct selling Industry, Wwashington, "D.C.
Harcﬁf , 1978,
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The direct costs consist of the administrative costs asso-
ciated with payroll and tax withholding accounting; IRS
forms and report preparation and records retention; sales
management cost increases, including the recruiting and
training of sales managers and provision of office space;
social security and unemployment taxes; employer-employee
insurance and increased product liability insurance; work-
men's compensation insurance; state and local licensing and
taxes; and restructured pension plans and extension of other
employee fringe benefits. While the magnitude of these
direct costs cannot be estimated precisely, an analysis of -
selected direct selling companies indicated that the combi-
nation of these direct costs would amount to as much as $475
to $500 million, which is equivalent to 8 percent of net
sales, or an amount which approximates the after tax net
income of direct selling companies. Costs of this order
will surely affect the structure, profit and, in some in-
stances, the continued existence of direct selling compa~
nies.

The indirect costs of a change in status would be yet
more detrimental to the industry. These indirect costs
would consist of a substantial reduction in the number of
salespersons who would be retained by companies as employ-
ees; a consequent significant decline in industry sales
volume; and a reduction in the total earnings of sales-
persons. These impacts would occur because the direct costs
associated with a change in status would force the companies
to reduce utilization of part-time salespersons. The part-
time salesperson is the core of the direct sales force: 89
percent of all direct sellers presently work on a flexible
part-time basis averaging 10 hours per week.
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Faced with the direct costs associated with employment
status, companies would be forced to change their relation-
ship with salespersons to insure that as employees they
would generate enough sales and profits to cover all their
fixed costs and warrant retention on the company payroll.
Any salespersons who could not work substantially full-time

could no longer continue as direct sellers.

While the extent of reduction in the number of direct
salespersons obviously cannot be estimated with precision,
there is no doubt that the magnitude would be large. The
reduction could be as much as two-thirds of the present
direct sales force. This estimate was derived from discus-
sions with industry executives, an examination of the
distribution of sales volume by salespersons under different
marketing plans, and an analysis of the potential extent of
increase in the marginal and fixed costs of a sales employ-
ee. Even if this figure were somewhat overstated, the
absolute magnitude of people affected -- at least on the
order of one million ~- would be substantial.

It should be readily apparent that certainty in de-
fining independent contractor status is essential to the
direct selling industry and continuation of income earning
opportunities for salespersons. At the same time concerns
have been raised that by assuring certainty- for existing
independent contractors (for example, through S. 736 and
H.R. 3245), there may be a large scale shift of persons from
employee status to that of independent contractor.
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Admittedly, it is difficult to determine whether a
shift will occur and what the magnitude of change would be.
However, there are reasons to doubt that a shift will occur.
Those who argue that a large-scale shift will take place
incorrectly assume that employers have the economic leverage
to change at will employees to independent contractors. Any
large shift in a distinct industry could be readily identi-
fied and the appropriateness of the change promptly deter=-
mined. Equally important, as shown in Table 2, the number
of self-employed persons has remained almost constant,
increasing by only 5 percent since 1970 compared to a 16
percent increase in the number of employees. The illustra-
tion used by the Administration of a 1 percent shift of em-

Table 2. Changes in Self-Employed and Wage-
Salary Workers, 1970-77

Item Self-employed Wage-salaried
workers
Number of workers 7,593,000 84,248,000
in 1970
Number of workers 7,963,000 97,699,000
in 1977
Absolute change 370,000 13,451,000

during 1970-77

Percentage change 4.9 1.6
during 1970-77

Source: Bureau of Labor Statistics.

ployees seems small on the surface but in fact represents an
unlikely structural change, increasing the number of self-
employed persons by 12 percent. It is difficult to envisage
that the historical pattern would be altered so substantial-
ly with the definition of independent contractors as set
forth in the proposed legislation. .
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II1. Direct Sellers and Tax Withholding

The proposal by the Department of the Treasury to
introduce tax withholding on the earnings of independent
contractors poses a serious issue for the direct selling
industry. There are inherent difficulties associated with
tax withholding in this industry. There are real and sub-
stantial costs that would be incurred by direct selling
companies, with the 1likely reduction of income earning
opportunities for direct salespersons. Moreover, the net
revenue benefits which would be gained with tax withholding
are likely to be nominal.

Review of the Tax

Compliance study

The Treasury proposal to extend tax withholding ema-
nates directly from a recent study of tax compliance of
independent contractors undertaken by the Internal Revenue
Service. Because of the significant change which the
Treasury proposal entails, it is important to examine care-
fully the results of the study, and particularly the metho-
dology of the study.l .

1. Some of the results of the study and a brief descrip-
tion of the methodology are contained 1n the appendix of the
statement by Donald C. Lupick, Assistant Secretary of the
Treasury, before the Subcommittee on Select Revenue Measures
of the House Ways and Means Committee, June 20, 1979.
Supplemental information was provided by Mr. Lubick to
Congressman Richard A. Gephardt in a letter dated July 13,
1979. = Requests to the Treasury Department for further
clar;flgatlon on key components of the study are yet to be
received.
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The IRS study involved audits of 5,152 independent con-
tractors, with the individuals reportedly selected at random
from a group of payors whose own cases from the tax years
1976 and 1977 were still under dispute (the dispute pre-
sumably being whether the individuals they paid were to be
classified as employees or independent contractors). The
IRS reported that 47 percent of the individuals audited did
not report any of the compensation they were paid for work
as independent contractors, and that 62 percent of the
individuals made no SECA payments. on this compensation.
This particular compliance ratio was the focus of Mr.
Lubick's testimony and subsequently received the most atten-
tion. In terms of the ratio of compensation reported to
total compensation, the compliance rates are substantially
better (76 percent) and similarly better for total SECA
taxes paid (66 percent). Most important, however, the study
is silent with respect to a key factor, the ratio of income
tax paid to tax liability, which is undoubtedly well above
76 percent.l The failure of the compliance study to esti-
mate this compliance ratio -- by far the most significant --
is a major limitation of the study.

This study should not be the basis for introducing a
major tax change. First, the methodology and design of the
study are seriously flawed. There are several reasons why
this is the case. '

1. The reason why this would be the case is that com-
pliance improves sharply as compensation (income) increases,
a finding of both this and other IRS studies., Low income,
where compliance is poorest, means low tax liability.
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The sample of individuals audited is not
representative of independent contractors.

The universe of independent contractors
is not known, yhich the Treasury ex-
plicitly admits.

The sample of workers was drawn only
from tax cases where employment status
was under dispute.

Moreover, the sample was drawn from
approximately 57,000 workers which the
Treasury has stated is "definitely not
representative of the entirg population
of independent contractors."

Although the Treasury describes the
selection of workers 1in the sample as
being random, that is not the case.

The large number of skilled and unskill-
ed workers in the sample (almost one-
half) is not consistent with the known
gharactenstlcs of independent contrac-
ors.

Acceptable measures of statistical reliabi-

lity have not been provided, so that the

ﬁ:llablllty of the compliance rates are not
own. .

For many industry occupational groupings in
the study the number of workers audited is
too small to estimate compliance with statis-
tical reliability.

A second deficiency of the IRS study is the failure to
estimate compliance rates correctly.

17. Letter from Mr. Lubick to Mr. Gephardt, July 13, 1979,
p. 7a.
2. 1Ibid., p. 1l3a.
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"Compensation" of independent contractors
used to calculate compliance rates is not net
income (which would be the appropriate
measure), resulting in an overstatement of
non-compliance by the IRS.

Individuals whose total income was below the
level required to file tax returns were
excluded from the compliance estimates --
despite the fact that ese individuals are
in compliance -- again resulting in an over-
statement of non-compliance.

The IRS fails to estimate the tax compliance
rate (the ratio of taxes paid to tax liabi-
lity), wvwhich is the most meaningful of the
compliance rates for decisions regarding tax
changes. Using the IRS's own data, the tax
compliance rate for all 5,152 workers in the
study is estimated to be 90 percent.

The IRS included as non-codphers a large
number of workers (estimated to be almost
one-fifth of the sample) who the IRS found
gad no tax liability as independent contrac-
ors.

A third general limitation of the study is that infor-
mation was not obtained from the individuals audited as to
whether they received a 1099 form from their payor. Nor
were the payors asked whether they sent 1099 forms to the
individuals reporting the compensation paid. The lack of
these -data does not permit a comparative analysis of com-
pliance with information reporting. An analysis is highly
relevant for examining proposals to strengthen tax infor-
mation-reporting requirements as a means for improving tax
compliance.
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A more specific conclusion concerning the IRS com-
pliance study is that conclusions cannot be reached with
respect to the tax compliance of direct salespersons.

First, there is a definitional problem. An industry
titled "Direct Selling" is included in the IRS industry
classification, but this industry includes a wide range of
sub-industries other than direct selling as defined in
Section I. At the same time, based on information availa-
ble, it appears that not all subcategories of industries in
the Standard Industrial Classification of "Direct Selling"
were included in the study. Thus, there is no single cate-
gory -- industry or occupation -- in the study which corre-
sponds to direct salespersons. Moreover, the IRS industry
identified as "Direct Sales" includes workers with occu-
pations foreign to the industry -- entertainers, drivers and
a large number of unskilled laborers.

Second, though the exact number of direct salespersons
in the sample is not known, it is clear from the information
available that there are too few direct salespersons in the
sample for statistically reliable estimates of compliance.
This is an important conclusion, not only for the direct
selling industry and salespersons, bhut also because it
reinforces the general conclusion that the sample is not
representative. As a way of illustrating this point, to
achieve a sample variance of 20 percent (variance being a
common measure of a sample's reliability and 20 percent
being a 1liberal test) on the compliance rate of direct
salespersons, a sample size of about 410 salespersons would
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N
be required. 1If the sample variance were 10 percent (a more

acceptable test), the sample size would have to be approx-
imately 1,600. In contrast, the category in the IRS study
ost  closely corresponding to direct salespersons (the
occupation of "sales" in the industry “direct selling") is
only 322, with direct salespersons being some fraction of
this number.

Improving tax compliance, both on income tax and social
security payments, is an important public policy goal. It
should not, however, be an end in itself. Rather, specific
proposals to improve compliance should involve an explicit
comparison between the economic and social costs which the
proposal will incur and the expected public revenue gains it
will achieve. Moreover, it would be desirable to examine
alternatives which improve tax compliance but at lower
economic and social costs. These considerations of the
Treasury proposal to extend tax withholding to independent
contractors -- and specifically direct salespersons -- are
examined in the remainder of this section.

Difficulties and Costs Arisin
from Tax Withholding

.. . . Income tax withholding presents administrative diffi-
culties in the direct selling industry which, in turn, cause
adverse economic consequences for the companies and sales-
persons. The direct costs are not marginal, in the sense of
just adding more names to the computer files and printing
more reporting forms. The administrative difficulties arise
from changing the very way most direct selling companies
conduct their businesses. Eighty percent of direct sales-
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persons buy products at a wholesale price to resell at a
retail price. The difference in these two prices is the
gross profit, from which salespersons deduct the usual
business expenses to arrive at their net taxable incomes.
The direct selling companies play no part in the financial
calculations of their independent contractors. This re-
lationship is both more distant and complex in those com-
panies which have multi-level distributors.

In order to withhold taxes, there must be a monetary
payment by a company to a salesperson. In direct selling,
however, it is the companies which receive the monetary
payments in the form of wholesale prices paid for products
by the independent contractors. I1f these financial flows
are changed to accommodate withholding, the very business
foundation and relationships on which the industry has
successfully developed must be changed. Companies would
need to require remittances from salespersons at retail
prices or to ship, €.0.D., the product valued at retail. In
either case the company would then remit the commission
earned less tax withheld to the salesperson. The change
from a wholesale price-based to a retail price-based finan-
cial flow could produce major disruptions. From the view=-
point of the independent contractor, it would have an impact
on their customary method of operation and their cash flow.
They would have less capital with which to buy products for
resale because tax withholding would be right "off the top."
Monies needed for purchasing additional samples and in-house
inventories would be reduced; this, in turn, would adversely
affect sales and profits.
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Regardless of whether companies pay commissions to or
receive payments from salespersons, it would not be possible
for companies to determine the net taxable income of sales-
persons since their expenses incurred for selling cannot be
ascertained by the companies. These expenses can be sub-
stantial (averaging three-fourths of gross income) and vary
significantly among salespersons depending on volume of
sales, method of selling and type of goods sold.l at best,
the companies would only be able to determine gross income
before the deduction of salesperson expenses. But even
determining gross income is complicated by several factors.
The difference between the retail and wholesale prices for
goods sold (which is equivalent to gross income) varies
among individuals selling for the same company, due partly
to different retail prices being charged and partly to the
variation in composition of goods sold. Also, companies do
not know if the salesperson is ordering part of the product
shipped for their personal use rather than for resale. In
many product lines, personal purchases account for 15 to 20
percent of total company sales. For those companies utili-
2ing multi-level distributors, estimation of net taxable

1. The Treasury has suggested that, despite these con-
siderations, determination of taxable income of independent
contractors in a buy-sell relationship does not present a
problem, citing the case of bakery truck drivers (statutory
employees) as an illustration. It is reasonable to expect
that the circumstances of bakery truck drivers are substan-
tially different from those of direct sellers: each payor

robably has only a few drivers whom he sees on a continuing

asis; the drivers for any one payor are selling a_ homoge-
neous set of goods; and the drivers' expenses are well known
(mainly the cost of transportation and based on a long and
continuing experience).

53-845 0 - 79 - 16
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income (or gross income) of individual salespersons becomes
an exceptionally complex and costly requirement.

1t should also be noted that a flat across-the-board
percentage withholding would be regressive as between large
and small-volume sales producers. The majority of direct
sellers fall into the lower end of the income distribution
of the self-employed and thus would be more adversely af-
fected by tax withholding at a flat rate.

Tax withholding, as any change in the industry's finan-
cial arrangements, will adversely affect the sensititve
company-salesperson relationship. The experience of some
direct selling companies has demonstrated the sensitivity of
this key relationship: changes in marketing plans, new
methods of financing purchases, or changes in the form of
compensation have often resulted in large terminations of
direct sellers. Though the number of individuals cannot
readily be estimated, the introduction of tax withholding
will result in a large voluntary termination of salespersons
{probably as many as 20 percent) who will view withholding
as an imposition on their business arrangements with compa-
nies and as a drain on their limited cash flows. For simi-
lar reasons, recruiting of new salespersons will become more
difficult, not only reducing the number that might otherwise
be selling but also increasing the marginal costs of adding
persons to the sales force. As a consequence, the sales and
profits -- and tax liability -- of direct selling companies
will be less than they would be without tax withholding.
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Admittedly, these indirect costs to the industry and
direct salespersons cannot be quantified. But they are real
nonetheless, and are likely to fall with a disproportionate
incidence between different companies depending on their
size, system of sales and financial viability. Moreover,
these impacts would be accentuated substantially should tax
withholding become the initial step of moving direct sales-
persons to the status of employees. These indirect costs --
uncommon to other industries and possibly unexpected --
arise because of the economic structure of direct sales
companies and the characteristics of direct salespersons.

The costs incurred by the direct selling industry to
administer tax withholding can be quantified. There is a
tendency to perceive that withholding is a low cost activity
because direct selling companies already submit 1099 forms
for those commissions and value of prizes above $600 a year.
This perception is wrong. On a per-person basis, the cost
of withholding may seem low but the real costs of with-
holding are relatively high'in this industry due to several
factors: the high annual turnover in the industry (100
percent), the large number of direct salespersons, their low
average sales volume, and the high percentage of sales-
persons involved in a sale-for-resale relationship. J

The Treasury has stated that the administrative costs
of tax withholding incurred by companies would be largely
offset by the financial gains they would reap through the
benefit of improved cash flow. For the direct selling
industry such gains would be nominal. Existing regulations
require that deposits for withholding (both income tax and
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FICA) be made by the third banking day following the 7th,
15th, 22nd and last day of each month once the amount with-
held is .$2,000 or more. Only large corporations with
sophisticated cash-flow management can utilize such a short
period to their advantage. Under the most optimistic set of
assumptions, the financial gains to direct selling companies
through improved cash flow would be less than 15 percent of
the administrative costs incurred by the industry.

The direct administrative costs of tax withholding have
been estimated based on cost analyses undertaken by a
variety of direct selling companies. These costs, which are
incremental to costs presently incurred for other tax repor-
ting purposes, fall into two categories: start-up costs and
continuing annual costs.

The start-up costs of withholding include those asso-
ciated with the collection, data processing and file cre-
ation of forms comparable to W-4s for the approximate 2
million direct sellers who are in active selling status at a
given point of time. Within the course of a year, at least
one-half or more of these forms will be discarded by the
companies as individuals drop out of direct selling or move
from one direct selling company to another. The clerical
" and paper work, computer filing and postage costs are direct
and apparent. There are other start-up costs which some
companies will experience, depending on their mode of opera-
tion, such as those of renegotiating contracts with all
active salespersons and designing and implementing new com-
puter systems. These start-up costs are estimated to be $10
million for the industry.
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The continuing costs of tax withholding involve the
clerical and accounting costs associated with federal paper
work: issuing statements comparable to W-2; preparing
quarterly 941 and annual 940 statements; filing 501 deposit
withholding tax forms and making such deposits. In the
direct sales industry, the need to keep records can be
particularly burdensome because direct salespersons are
intermittent workers -- frequently working only season-
ally -- and come into and leave the industry each year in
large numbers. Nevertheless, companies would have to main-
tain the file on every person ever withheld upon for at
least three years. Overall, the annual continuing costs of
tax withholding are estimated to amount to $70 million for
the industry, or the equivalent of 1.0-1.5 percent of net
sales. While these estimates are based on projected costs
for an activity essentially new to these companies, they
nonetheless represent a reasonable approximation of the
annual cost burden which the industry will incur.

The continuing cost per salesperson will vary signifi-
cantly between companies. For some companies the annual
incremental administrative cost of direct selling could be
less than $5.00 per salesperson, but for most companies the
unit costs will be substantially higher. Particularly for
small companies with a large number of salespersons opera-
ting on a sale-for-resale basis, and- for distributors in a
multi-level distributorship, the annual costs could be well
in excess of $30 per salesperson. :



240

Net Additional Tax
Revenues Would Be
Nominal

Mr. Lubick states in his testimony that $1 billion in
taxes have not been paid by independent contractors and that
60 percent of this (or $600 million) could be captured
through the combination of tax withholding and strengthened
information reporting. The basis for either of these esti-
mates is yet to be explained. Since the tax compliance rate
(ratio of taxes paid to total tax liability) of independent
contractors and the total number of independent contractors
are both unknown, these estimates can be expected to be
little more than rough guesses.

In contrast, it can be demonstrated that the net public
revenue benefits to be gained by withholding federal income
taxes of direct salespersons would be modest at best. The
magnitude of public revenue benefits are expected to be
small, principally because the total income tax liability of
direct salespersons is itself small. The total tax lia-
bility in 1975 for all direct salespersons is estimated to
. have been only $190 million.

The other and equally relevant factor pointing to the
small public revenue gains from application of the proposed
changes to direct sellers is that earnings are dispropor-
tionately spread over a large number of persons. The great
majority of salespersons have little or no tax liability on
their direct sales income. This important conclusion is
borne out by an analysis of direct sellers' taxable income
and tax liability for 1975, based on the Harris survey. The
distribution of estimated direct seller net earnings reveals
that a very small number of salespersons accounted for a
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very large proportion of direct selling income and tax '
liability; 6 percent of the sellers had almost half the
income and 60 percent of the tax liability (see Tables 1 and
3).

The purpose of tax withholding is to improve compli-
ance, both on filing and on accuracy of taxable income
reported. For the reasons described previously in this
section, the IRS compliance study does not provide the data
to estimate directly the amount of tax revenue foregone from
those direct salespersons who do not report (file) their
earnings from direct sales activities. With the combination
of the low average tax liability, the distribution of tax
liability by income levels as shown in Table 3, and the
recognized correlation generally between increased compli-
ance and increased income, the tax revenue foregone by those
salespersons who do not report their earnings should be
small. This expectation is borne out by an indirect esti-
mate (derived by combining the income and tax liability data
of direct salespersons with estimated tax compliance rates
based on data from the IRS study) which indicates that the
revenue gain from direct salespersons who do not presently
report their earnings would be less than $30 million.”

1. The small additional revenue from tax withholding
appears to be applicable to independent contractors general-
ly. The Treasury has stated in its testimony that with-
holding and strengthened information reporting would raise
the tax compliance rate to approximately 90 percent, but
estimates based on the IRS study show that the tax com-
pliance rate for independent contractors is already at that
level. Moreover, the IRS study shows that additional re-
venue would come from a very small proportion of independent
contractors: two-thirds of the audited workers had no
unpaid taxes; in contrast only 14 percent of the audited
workers account for 87 percent of the unpaid tax.
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Table “3. Direct Sales Industry: Distribution
. of the Income Tax Liability Burden Among
Direct Sellers, 1975

(Percent)
Cumulative percent Cumulative percent

Annual direct sales distribution of distribution of
income classes tax liability salespersons
§0=299.ccccacecncranrnne 1.0 ' 15,7

300-499 . cecccccnnncnnns 4.0 s 35.0 -
500=699.c0srencrscnnnes 10.0 56.2

700-999% craecinssceancan 12.6 62.1
1,000-1,499 0caesaansan 26,7 74.9

1,5004,99% cvcccannsas 48.1 88,9

5,000-9,99%  veteeserans 60.1 93.6

10,000 and OVeZevsesoss 100.0 100.0

Source:

Distribution of salespersons by annual direct sales income class
prepared by RRNA from the Louils Harris and Associates, Inc,
direct sales survey data, op cit. Tax liability from direct
sales income computed by R§§A using Internal Revenue Service tax
schedules for 1975 as appropriate. Tax liability from direct
sales equal to the difference between total household tax lia-
bility with direct sales income and total household tax lia-
bility without direct sales income. Tax calculation were based
on family status (married, single, number of children, etc.)
indicated in questionnairass, and assume the maximum allowable
standard deduction. A deduction of 16.0 percent was assumed
when the maximum allowable standard deduction as a percentage’
of gross incame was found to be less than 16.0 percent.
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With respect to the accuracy of income reported, the

IRS found in an earlier study that the voluntary compliance
rate among direct sellers who file Schedule C tax returns
was 89.2 percent of net income, higher than the rate for
other self-employed persons filing -Schedule C. This compli- .
ance rate represents the difference between actual and
reported net income due to the combination of several fac-
tors =-- arithmetical and other errors, underreporting and
disagreements between the IRS and direct sellers as to
proper deductions. The IRS has estimated an underreporting
of taxes by households with direct sellers who file Schedule
C to be only $26.8 million; it is important to note that
this value reflects underreporting for all income activities
of the household and not just income attributed to direct
selling, as well as some undisclosed amount for penalties.

This small amount of underreporting is not surprising.
Since a large proportion of direct sellers earn low incomes
from their direct sales efforts, underreporting, even in the
aggregate, would not be large. Moreover, with a large part
of direct selling income attributed to a limited number of
full-time salespersons, underreporting by such income cate-
gories is expected to be insignificant, particularly since
IRS compliance analyses demonstrate that underreporting
"generally declines as incomes increase.

small though this underreporting is, no more than
one-half of this would be realized by the government with
tax withholding. Some underreporting would still occur, as
indicated by the voluntary compliance rates of 86 to 96
percent for the adjusted gross income of nonbusiness returns
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on which taxes are withheld. Wwhether or not taxes are
withheld, arithmetical errors and questionable deductions
would still exist, which is no different from the general
pattern of audited returns.

Some additional tax revenue -- admittedly difficult to
quantify precisely but clearly modest in magnitude -- would
be realized from direct salespersons as a result of intro-
ducing tax withholding. Even these revenues would be offset
in part, however, by two factors. First, corporate taxes
from direct selling companies would be less than without tax
withholding because of the combination of tax deductions for
increased administrative costs of the companies and the
expected contraction in sales and profits. Second, the
government will incur additional administrative costs with
the introduction of tax withholding for independent contrac-
tors. While neither of these consequences have been quanti-
fied, they are nonetheless real factors that must be consid-
ered in determining the net public revenue gains of this
proposed tax change.

In summary, the proposal to extend tax withholding to
independent contractors should not be adopted. The proposal
is based on a tax compliance study which has numerous and
serious limitations. Tax withholding would result in high
economic costs to the direct selling industry and the loss
of income earning opportunities from many individuals with
only modest revenue gains to the government. In the case of
the direct selling industry the costs are several times
greater than the net public revenue gains.
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An Alternative Approach
N

Improvement in the tax compliance of independent con-
tractors (and, indeed, of all self-employed) is a desirable
public policy goal. Given this goal and the high net eco-
nomic costs of tax withholding, alternative approaches to
improving compliance should be considered. One distinct
alternative is to extend and strengthen the existing infor-
mation reporting system (by requiring that the payor send a
copy of the 1099 form to the payee, increasing the penalties
for payors who fail to report 1099s, and encouraging the IRS
to utilize more effectively the information reporting
system), supplemented by simpler tax return forms and inten-
sified educational efforts. The advantages of this alterna-
tive are several. It would be based on an existing system,
which the industry knows and already has in place, and thus
the incremental administrative costs of changes would be
nominal. Because information reporting is already in use,
improvements would not impact adversely on the sensitive
company-salesperson relationship, thereby avoiding the
losses in sales, profits and income earning opportunities
for salespersons. Moreover, although much remains to be
done, the IRS has made significant progress in utilizing
information returns, which it will continue to do whether or
not tax withholding is introduced.

The extent to which a strengthened information report-
ing system will improve tax compliance by independent con-
tractors cannot be determined in advance (though the ex-
perience on dividends and interest suggests significant
improvements can be achieved). Some improvement in com-
pliance will be accomplished, and with much lower economic
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costs than tax withholding. Before introducing a major
change in the tax system, improvements to existing pro-
cedures would be a more logical step toward improving tax
compliance. ’

with the strengthening of information reporting, the
IRS should be encouraged to examine periodically the extent
to which tax compliance has improved. This could be done
every three to five years with an appropriately structured
sample of independent contractors. To provide a base for
comparison, consideration should be given to revising the
recent IRS study to incorporate the use of information
reporting by the employers and individuals in the sample and
to analyze the relationship between information reporting
and tax compliance.
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- 1V. Direct Salespersons and the
. Social Securify System

Currently under consideration by the Administration is
a change in the social security program which would have
adverse consequences for the self-employed, and particularly
for direct salespersons. This proposal would raise the
social security tax rate under the Self-Employment Contri-
butions Act (SECA) to equal the combined employee and employ-
er tax rate under the Federal Insurance Contributions Act
(FICA). It is understood that the proposal would allow the
self-employed to deduct half of their social security contri-
butions in calculating income taxes, comparable to the tax
deduction now permitted employers.

Several arguments are made in support of this proposal.
It is argued that the fiscal integrity of the insurance
trust funds of the social security system is jeopardized by
the current status of direct sellers and other independent
contractors as self-employed, and by the existing difference
between SECA and FICA tax rates. In addition, the proposed
increase in the social security tax rate is based on the
claim that independent contractors such as direct sellers
receive more than their money's worth in benefits from the
social security system as it is now structured and, there-
fore, they should be obliged in the interest of equity to
pay more than they now do. Further, it is maintained that
significant amounts of additional contributions to - the
social security trust funds would be received if the SECA
tax rate were raised to equal the joint contribution of
FICA.
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A study of the available evidence questions the valid-
ity of these arguments. It can be demonstrated that the
OASDI trust funds are financially secure today and, accord-
ing to the best actuarial estimates, the 1977 amendments to
the Social Security Act ensure that the OASDI trust funds
will continue to be solvent until at least the year 2025, if
not beyond; that due to the job experience and socioeconomic
characteristics of direct sellers, they are liable to pay
into the social security system much more than they are
likely to receive in benefits; and further, that the gain to
the trust funds from the proposed change would be small,
particularly when compared to total social security contri-
butions. There are valid reasons for the different social
security rates for employees and the self-employed, a differ-
ential which has been reaffirmed by the several Advisory
Councils on Social Security since 1950. Furthermore, under
the 1977 amendments, the SECA rate will increase more ra-
pidly than the FICA rate (2.65 percentage points by 1990 for
SECA compared to 1.52 for FICA).

It is not at all clear, as the Treasury has argued,
that the difference between the social security rates (total
employee-employer FICA rate and the SECA rate) induces
employers (or employees) to shift from an employee status to
that of self-employed thereby reducing the total contribu-
tions to the trust funds. In principle, the difference is
too small to induce shifts; for example, in 1980 the differ-
ence is only 1.3 percentage points, and in 1985 it will be
less than 1 percentage point.l Not only is the difference

1. This difference incorporates reducing the employers'
ihare of FICA by 46 percent to reflect corporate tax deduc-
ions.
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small but it also means that the net revenue gain (social
security contribution and income tax) is also very small.
Moreover, there are other factors in the employer-employee
relationship which serve to retard shifts from employed
status to that of self-employed or independent contractor.
Further, there is no evidence that such shifts have oc-
curred; in fact, as shown in Table 2, during 1970-77 the
number of self-employed workers increased at only one-third
the rate of workers receiving wages and salaries (4.9 per-
cent and 16.0 percent respectively). Thus, the fear that
the differential between SECA and combined employec -employer
FICA rates will result in lower contributions to the social
security trust funds is not warranted.

Most direct sellers receive much less in benefits than
they contribute to the social security system. This arises
from their social and economic characteristics and patterns
of labor force participation. The overwhelming number of
direct sellers, 89 percent, work only part-time in direct
selling; 81 percent are women; 76 percent are married. As a
result, average annual earnings from direct selling are
relatively 1low, especially among women and part-timers.
Because the base for social security benefits is calculated
by averaging earnings over several decades, the contribu-
tions of a number of periods of low earnings when the person
works part time or not earning when he is not in the labor
force often result in lower average earnings and, thus,
little benefits. One-third of all direct sellers do not
earn enough from direct selling to be liable for social
security taxes since their annual income from direct selling
is less than $400.
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An actuarial analysis of 13 prototypical direct sellers
demonstrates that most direct sellers do not get their
money's worth from the social security taxes they pay.l The
prototypes analyzed earned over $400 in 1975 and hence were
liable for SECA taxes. Of the 13 prototypes, 11 were pro-
jected to receive less social security benefits than social
security taxes paid. For this group, the present value of
social security benefits attributed to earnings from direct
selling ranges from a low of zero dollars to a- high of
$11,200 whereas the total SECA taxes paid on direct selling
earnings ranged from $1,300 to $25,900. The prototypes
projected to receive more social security benefit protection
than taxes paid included married men, full time in direct
selling and continuing until age 65 ($112,600 versus
$81,700), and single women, part time in direct selling with
no other job and continuing until age 65 ($32,700 versus
$17,500). Thus, under the present social security tax
system direct sellers generally contribute more than they
receive. Increasing the SECA rate would accentuate this
inequity.

The effect of an increased SECA tax burden would be
ameliorated only in part by the proposed deduction from
income taxes of one-half of the SECA payment. This feature
is inequitable and regressive since it favors those self-
employed with higher incomes and higher marginal tax rates.
The self-employed combine the functions of entrepreneur and
worker, and thus, are only in a position to shift the added

1. The actuarial analysis was undertaken for Robert R.
Nathan Associates by a former Chief Actuary of the Social
Security Administration. The selection of the 13 prototype
direct salespersons, as well as their income, social and
work characteristics, was based on the distribution of
salespersons as determined by the Louis Harris survey.
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tax burden to the extent that they can raise their fees or
prices. Among the self-employed are professionals, 1like
lawyers and doctors, who are in a better position to shift
the incidencé of the tax to their clients than are other
self-employed, such as direct sellers.

The absence of an economic rationale for increasing the
SECA rate and the adverse effects which this change would
have are reinforced by the relatively small amount of addi-
tional contributions from the self-employed and direct
sellers that are likely to result from increasing SECA taxes
to twice the FICA rate. As shown in Table 4, in 1980

Table 4. Estimated Additional Contributions
to Social Security by Increasing the
SECA Rate to Twice the FICA Rate

From All Self-Employed From Direct Salespersons

Millions Percent of Millions Percent of
of dollars total con- of dollars total con-

tributions tributions
1980 2,800 2.0 17 0.01
1984 3,800 1.7 24 0.01
1988 5,000 1.6 31 0.01

Source: Office of the Actuary, Social Security Admini-
stration; and Robert R. Nathan Associates, Inc.

53-8450 - 79 - 17
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about $2.8 billion more would be raised from the self-
employed, representing only 2.0 percent of all social secu-
rity contributions; by 1988, the additional contribution to
the trust funds would be $§5 billion, but would be equivalent
to only 1.6 percent of total contributions. But the self-
employed include such upper-income professionals as archi-
tects, lawyers and physicians as well as lower-income,
blue-collar and service workers, like direct sellers. The
potential added contribution from direct sellers is esti-
mated to rise from $36 million in 1980 to $65 million in
1988, averaging annually a mere one-hundredth of one percent
of total contributions to the social security trust funds.
vhen the provision for income tax deduction on one-half of
the SECA payment is taken into account, the net public
revenue gain will be even smaller.
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V. Conclusions

The direct selling industry owes its existence and
continued growth to the several million independent contrac-
tors who sell and distribute its products. Three major
issues which affect the role of the independent contractor
and the direct selling industry have been examined in this
paper. The analyses of these issues demonstrates that there
is an on-going need for certainty, by companies and sales-
persons alike, in the definition of independent contractor
status. Tax withholding on independent contractors would
require a restructuring of most of the direct selling in-
dustry resulting in economic costs which exceed the addi-
tional public revenue. Nor is there economic justification
for increasing the social secur'iy tax rates for the self-
employed, particularly for direct salespersons.

Underlying these conclusions are the particular econom-
ic characteristics of direct selling companies and the
socioeconomic profiles of direct salespersons. Because an
independent contractor status encourages direct selling
companies to recruit and retain as many direct salespersons
as possible, two desirable results are achieved. First, the
companies offer work opportunities to persons otherwise
denied access to financial opportunities because the mar-
ginal costs of adding and retaining such salespersons is
low. Second, direct salespersons have the opportunity of
being independent business persons. The combination of
these factors results in a direct selling labor force which
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is predominantly part-time (89 percent), includes an ex-
ceptionally large percentage of married women with dependent
children without other work (41 percent}, and produces a
wide disparity in earnings and tax liabilities (6 percent of
the direct salespersons account for 50 percent of the income
and 60 percent of the tax liability).

These characteristics of direct salespersons are direct-
ly relevant to the issues relating to independent contrac-
tors. Certainty in the definition of independent contrac-
tors will encourage growth and innovation and thereby assure
continuation of several million income earning opportunities
for direct salespersons. In contrast, a change in status
from independent contractor to employee would place such an
additional cost burden on direct selling companies that up
to two-thirds of direct selling work opportunities would be
eliminated. The benefits of certainty in defining the
status of independent contractors are not 1likely to be
accompanied by any measurable shift of employees to inde-
pendent contractor status.

The labor force participation and other economic charac-
teristics of direct salespersons explain why an increase in
the SECA contribution to equal twice the FICA rate would
further worsen the present discrepancy between the direct
seller's benefit entitlements and their contributions to the
social security funds. The gain to the trust funds would be
small, particularfy when compared to total social security
contributions. ﬁoreover, the present system of social
security rates does not induce persons to shift to self-
employed status. In light of these considerations there is
no economic rationale to increase the SECA rate.
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The proposal that direct selling companies withhold
income taxes from their independent contractors has adverse
ramifications in this industry far beyond what might nor-
mally be expected. If the direct selling companies were to
become fiduciary intermediaries between independent contrac-
tors and the Internal Revenue Service, direct selling compa-
nies and salespersons would be adversely affected with
nominal net revenue gains. The industry would face admini-
strative costs of $10 million for start-up and $70 million
for the annual continuing costs of tax withholding. Up to
half of these costs would be borne by the government because
they are tax deductible.

These figures do not take into consideratiom, however,
the financial losses to the industry from the reactions to
withholding by present and potentially new independent
contgactors. These losses would arise through the voluntary
terminations of present salespersons.and include their own
loss of income. In contrast, the total tax liability of
direct salespersons, the pronounced distribution of income
toward low levels and the voluntary compliance rate of
direct sellers indicate that the additional public revenue
to be generated by the application of tax withholding to
direct sellers will be small.

The proposal to extend tax withholding to independent
contractors constitutes a major tax change. Yet, this
proposal emanates from a study on tax compliance whose reli-
ability and representativeness must be seriously questioned.
Given the doubts about this study and the fact that the
" economic costs of tax withholding exceed net public revenue
gains by several fold, tax withholding should not be ex-
tended to independent contractors. Progress toward the
public policy goal of improving tax compliance can none-
theless be_ achieved at substantially lower economic costs
through strengthening of information reporting.



266

SUMMARY

STATEMENT OF
NATIONAL ASSOCIATION OF INDEPENDENT INSURERS
BEFORE THE
SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
OF THE COMMITTEE ON FINANCE UNITED STATES SENATE

September 17, 1979

The National Association of Independent Insurers reconmends
to the Subcommittee as follows:

1. That the Subcommittee maintain the historical treat-
ment of commission insurance agents as independent
contractors. (Statement pages 3-6.)

2. That the Subcommittee be mindful of the problems
created by the Internal Revenue Service's change of
position and how the Congress responded. (Statement
pages 6-20.)

3. That the Subcommittee accept the Dole proposal,

] S. 736, as the most sensible and workable solution
to the employee-independent contractor classification
problem. (Statement pages 21-27.)

4. That the Subcommittee make clear that S. 736 is a
safe~harbor bill and that the crployment tax status
of workers who fail to meet the tests of the Bill
will be determined under the common law control test.
{Statement pages 27-28.)

5. That the Subcommittee reject the Administration's
proposal of withholding on certain self-employed
workers as being impracticable and not a solution to
the problem posed. (Statement pages 28-33.)

6. That if it is concluded that a prospective solution
to this problem cannot be enacted this year, the
Subcommittee adopt an extension of the relief provi-
sions of section 530 of the Revenue Act of 1978 for
an additional year to permit the enactment of a
permanent solution. (Statement pages 34-36.)
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STATEMENT OF
NATIONAL ASSOCIATION OF INDEPENDENT INSURERS
BEFORE THE
SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
OF THE COMMITTEE ON FINANCE UNITED STATES SENATE

September 17, 1979

This statement is submitted by the National
Association of Independent Insurers (NAII) in support of
S. 736, the "Independent Contractor Tax Status Clarifi-
cation Act of 1979," which was introduced on March 22,
(legislative day, February 22), 1979 by Senator Dole to
clarify the standards used for determining whether, for
federal employment tax purposes, an individual worker is
an independent contractor or an employee.

Background
Concerning NAIX

NAII is a voluntary, insurance company trade
organization consisting of more than 400 members. Com-
pahies, both members and subscribers, now affiliated with
the organization total more than 600. Members range from
small companies doing business in only one state to one
of the largest multi-state writers; from the highly
specialized writer of farmers or other consumer groups
to the so-called full multiple-line insurer; and from

those merchandising their insurance produccs through the
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mails to those using various agency systems. Virtually
every state is represented in the membership.
Structure of Agency

Relationships in Casualty
Insurance Industry -

A large portion of the casualty insurance
issued in the United States is written by compai.ies whiéh
utilize an exclusive agency force. Many companies of
this type were organized in order to provide low cost
insurance protection in rural communities, and the use
of an exclusive agency force was the only effective way
to compete with older insurance companies which had éstab-
lisﬁed ties to existing general agent#. The exclusive
agency insurance companies include buth mutual and stock

companies.

Agents representing the companies are licensed
by state insurance departments and must pass a written
examination prior to obtaining a license. In general,
the agents in question (including both full- and part-
time agents) work from their own premises (either home

or office), keep their own hours, solicit insurance

-2 -
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business in their own ways, pay their own expenses, and
are compensated by commissions. The agents are widely
dispersed geographically, and most operate in areas in
which the companies have no office or regular employees.
District or regional sales managers are available to
assist the agents if the agents so request, and, except
in limited circumstances, the agents do not represent
competing companies. The agency representation can gen-
erally be terminated by either party upon specified notice.
Most of the companies have been carrying on business in
essentially the same way for more than 40 years.

Historical Treatment of
Commission Insurance Agents

For purposes of the employment tax provisions
of the Internal Revenue Code--the Federal Insurance Con-
tributions Act (FICA), the Federal Unemployment Tax Act
(FUTA) and Collection of Income Tax at Source on Wages
(withholding) --the standard for determining whether a
worker is an indépendent contractor or an employee has,
with certain limited statutory exceptions, been the common

* law test of control. As formulated in the regulations,

-3 -
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a worker is not treated as an employee unless the person
for whom he performs services has the right "to control
and direct the indiviaual who perxrforms the services, not
only as to the result to be accomplished by the work bhut
also as to the det;ils and means by which that result is
accomplished.” [Treas. Regs. §S§ 31.3121(d)-1(c)(2)~.

(FICA); 31.3306(i)-(1) (b) (PUTA); and 31.3401(c)-1(b)

(withholding)]).

Application of the common-law control test to
commission insurance agents, such as those engaged in
selling insurance on behalf of the casualty insurance
industry, has traditionally resulted in such agents being
classified as independent contractors rather than em-
ployees. The concurrence by the IRS in this classifica-
tion is evidenced by the fact that over a period of 30
years commencing in 1937, seven published rulings were -
issued in which the IRS considered whether commission
insurénce agents are employees for employment tax pur-
poses. The answer was uniformly in the negative: the
IRS consistently ruled that commission insurance agents

are not employees; they are independent contractors.

-4 -
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G.C.M. 18705, 1937-2 Cum. Bull. 379; S$.S.T. 249, 1938-1 *
Cum. Bull. 393; Rev. Rul. 54-309, 1954-2z Cum. Bull. 261;
Rev. Rul. 54-312, 1954-2 Cum. Bull. 327; Rev. Rul. 59-103,
1959-1 Cum. Bull. 259; Rev. Rul. 69-287, 1969-1 Cum.

Bqll. 257; Rev., Rul. 69-288, 1969-1 Cum. Bull. 258. The
courts likewise accepted this classification. Reserve

__National Insurance Co. v. United States, 74-1 U.S.T.C.

§ 9486 (W.D. Okla. 1974); Standard Life & Accident Insur-

ance Co. v. United States, 1975-1 U.S.T.C. § 9352 (W.D.

Okla. 1975); and Relbern M. Simpson 64 T.C. 974 (1975).

There are no contrary published rulings or judicial de-

cisions.

Hence, for many years application of the common-
law control test afforded insurance companies, commission
insurance agents and the IRS a certainty that the relation-
ﬁhip between insurance companies and commission insurance
agents was that of independent contractors and not em-
ployees. All concerned relied on the fact that, with re-
spect to such agents, insurance companies were not required
either to withhold and remit income taxes’and the employee
share of FICA taxes or to pay FUTA taxes and the employer

share of FICA taxes. On the contrary, since commission
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insurance agents were universally recognized to be inde-
pendent contractors, they were considered by all to be
directly responsible for paying their own incomg and-

self-employment taxes.

IRS Changes of Position
and Congressional Response

However, commencing in approximately 1970 the
IRS, disregarding its own long-established position, began
to assert that commission insurance agents were employees.
These assertions, which were made without the support of
any published authority and without any announced change
in position by the IRS, resulted in assessments being
broposed or levied against insurance companies, including
. NAII's members, retroactively, on the ground that commis~
sion insurance agents should have been treated as employees
for all open years. These assessments represented, in the
main, -duplication of federal income and self-employment

taxes already paid by agents.

Concurrent with its about-face in the treatment
of commission insurance agents, the IRS also began assert-
ing for the first time that workers performing services.

in many other industries were employees rather than inde-
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pendent contractors as they had previously been considered.
For example, John M. Samuels, Deputy Tax Legislative
Counsel, Department of the Treasury, expressly acknowl-
edged that the IRS had changed its position with respect
to real estate agents by issuing new revenué rulings re-
characterizing the relationship between real estate firms
and real estate agents. In Mr. Samuels' words: "They
[the new revenue rulings] represented what could fairly

be characterized as a change. in position with respect to
real estate salespeople."” (Hearings before Subcommittee
on Taxation and Debt Management Generally of the Committee
on Fin;nce, United States Senate, 95th Cong., 24 Sess. at
p. 121). similarly, in the case of Aparacor, Inc. v.
United States, 556 F.2d 1004 (1977), the United States
Court of Claims stated that the Service's attempt to re-
classify as employees many thousands of individuals en-
gaged in selling products at retail on a commission basis
represented "a radical departure from the traditional

common-law concept of an employer-employee relationship.”

As a result of these IRS changes in position,
confusion suddenly reigned where certainty had been the

ru}e. Congress soon became cognizant of the problem and,

-7 -
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during the deliberations on the Tax Reform Act of 1976,
endorsed a statement in the Confereqce Report urging the
IRS not to retroactively apply any changed position in
the employment tax area pending completion of a study by
the staff of the Joint Committee on Taxation. (Conf.

Rep. on H.R. 10612, p. 489)

When it became clear that the IRS was not
honoring the Congressional request,* Congress responded

by enacting section 530 of the Revenue Act of 1978, which

*The IRS' cavalier disregard of the Conference Report
is illustrated by the Treasury Department's response to
a request from Senator Curtis that the Subcommittee on
Taxation and Debt Management Generally be provided with
"all directions, bulletins, letters, communications,
regulations, and so on" that were sent out to all IRS
offices and employees instructing them to follow the
language of the Conference Report. The Treasury Depart-
ment indicated that the Congressional request was essen-
tially meaningless and that, accordingly, no such com-
munications had been sent out:

The conferees on the Tax Reform
Act of 1976 urged the Internal Revenue
Service not to apply to past tax years
any changed position or any newly stated
position which is inconsistent with a
prior general audit'position in this
area. The term "general audit position"
. has little or no meaning. Determina-
tions as to whether workers are employees
or independent contractors are made by
applying the longstanding common law

. -8 -
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was designed to provide interim relief for taxpayers
while Congress develops a comprehensive, permanent solu-
tion to these controversies. In general, section 530
terninates pre~1979 employment tax liabilities of tax-
payers who had a reasonable basis for treating workers
other than as employees. Several "safe havens" were
established which, if satisfied, entitle taxpayers to
relief. 1In addition, section 530 allows such taxpayers
to continue to treat workers as other than employees

through 1979.

rules on a case-by-case basis, in accord-
ance with the regulations and revenue
rulings which were in effect before the
Conference Rerort was isgued. However,
to the extent that it is possible to
identify a "general audit position"--and
hence to depart from such a position--
such departures are initiated only by the
National Office of the Internal Revenue
Service. Therefore, it was not necessary
for the National Office to instruct field
offices not to make such departures.
(Hearings before Subcommittee on

Taxation and Debt Management Generally

of the Committee on Finance, United
States Senate, 95th Cong., 2d Sess.

at p. 220)
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wWhile the relief provided by section 530 did
much to assuage the concerns resulting from the uncer-
tainy caused by the IRS changes in position, the solution
provided by that section is, by design, only an interim
one; the relief extends only through 1979. Therefore,

action must be taken by Congress this.yepr.

If action is not taken promptly to provide a
permanent solution, the uncertainty and chaos which
existed for the past several years will likely return.
Reasons for NAII Members'

Concerns--Problems Created

By Change of Agents'
Employment Tax Status

The problems which will be faced by commission
insurance agents, by insurance companies, and by indivi-~
duals and companies in other affected industries, as a

result of uncertainties as to employment tax status are
of enormous proportions. None of these problems would
be solved by the Administration's proposals to withhold
on payments made to independent ;ontractors. These

problems include the following:

- 10 -~
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1. Social and Economic Impact. Commission

insurance agents have traditionally and historically
viewed themselves, and have been viewed by others,

as independent businessmen whose success is attrib-
utable to their individual initiative and independent
operations. As such, they rightfully take pride in
their status as independent entrepreneurs. If Con-
gressional action is not taken to reaffirm that
these individuals are indeed independent contrac-
tors, long-established social and economic relation-
ships will be threatened, with reverberations

reaching far beyond the employment tax area.

2. HR-10 Plans. A large number of commission
insurance agents have adopted self~employed persons’'
pension or profit-sharing plans (HR 10 plans), many
of which have been approved by the IRS. If the IRS
should again be free to assert that these agents
are employees rather than independent contractors,
the status of these numerous plans would be placed
in @oubt. The specter would exist of having these

plans retroactively disqualified, since the indi-

- 11 -
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viduals who adopted them might be deemed to be em-
ployees and therefore not entitled to maintain HR-
10 plans. The result could well be a review of
numerous income tax returns of commission insurance
agents. If the agents have previously received
determinations from the IRS that they are independent
contractors and are then reclassified as employees,
the plans would be frozen and any future contribu-
tions would not be exempt from tax. If the agents
had not previously received such determinations,

the plans would be disqualified, and all amounts in
the plans (previous contributions plus income) would

be taxable.

3. Effect on State Income Tax Liability. The

federal employment tax classification of workers as
employées or independent contractors is paralleled
by many state income tax statutes. The rules for
withholding of state income taxes generally coincide
with federal withholding rules. Moreover, the appli-
cability of certain exclusions and deductions may

depend on a worker's employment status (as is the

-12 -
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case with respect to some exclusions and deductions
under federal law). Thus, for example, in order to
claim business expenses as "above the line" deduc-
tions from gross income in determining federal in-
come tax_liability, a worker must usually be self-
employed. The same rules usually prevail in State
systems as well, and the status classification
systems are ordinarily the same. Obviously, if the
employment tax status of these workers is not clari-
fied by Congress and is subsequently chéllenged by
the IRS, they could face substantial state tax de-

ficiencies.

4. Status of Employees of Agents. Many com-

mission insurance agents have their own employees.
Absent Congressional clarification of the standards
for differentiating between employees and 1ndgpendent
contractors, serious questions will exist as to the
status of employees of such agents. The insurance
companies have no cohtrol over the hiring, firing,
compensation, or supervis;on of agents' employees,

who may suddenly be treated as employees of the

companies.

- 13 -



270

5. Company Pension and Profit-Sharing,Pléns.

Qualified pension and profit-sharing plans maintained
by insurance ébmpan§es have noé provided for the
coverage of agents--in accordance with published
pension trust section rulings which flatly state
that commission insurance salesmen cannot be covered
under a qualified plan. If the employment tdx
status of commission insurance agents should again
be subjected to challenge, these qualified plans

may be disqualified for failure to cover the agents
in question. This could result in the disallowance
of contributions, taxing the incéme of the plans,
and direct injury to thousands of employees who are
beneficiaries of the plans. The GAO Report docu-
mented that such a result is not purely theoretical.
The Report disclosed that in one instance a company
had established a generous retirement plan for its
office employees. After the IRS determined that

the company's independent contractors shouid have
been classified as employees, the company was forced

to terminate the office employees' pension plan be-

- 14 -
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cause it could not afford to extend the plan to the
individuals who had been reclassified as employees.
The result was that the reclassified individuals
lost their eligibility to establish H.R. 10 plans
and the office employees lost their retirement bene-
fits. ["Report to the Joint Committee on Taxation,
Congress of the United States, by the Coﬁptroller
General of the United States--Tax Treatment of Em-
ployees and Self-Employed Persons by the Internal
Revenue Service: Problems and Solutions,™ pp. 15-16
(November 21, 197?) (hereinafter referred to as the

1977 GAO Report")].

6. Penalizing Effect of Changes in Status.

should the IRS again be free to throw down the
gauntlet on this issue, insurance companies would

be faced with substantial burdens in the operation'
of their businesses even if they should ultimately
prevail in establishing that their commission agents
are independent contractors. Such challenges would
give fise tovcontingent liabilities which ordinarily

must be noted for financial statement purposes, with

- 15 -
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the result that the ability to raise capital, borrow
money, take advantage of business opportunities,

and even to sell insurance might be impaired. Addi-
tionally, the companies might be subjected to tax
liens for the unpaid, disputed tax liabilities, or

to the substantial costs of posting bonds or collateral.

7. Impracticability of Withholding. If the

IRS is permitted to resume its attempts to change
the classification of commission insurance agents
from independent contractors to employees, signifi-
cant problems concerning withholding of income taxes
and the "employee's" share of FICA taxes, as well

as the company's liability for the "employer's”
share of FICA taxes, would result. Commissions paid
to insurance agents constitute gross income. From
these the agents must deduct business expenses,
which could include such things as wages of his
employees, office expenses, and automobile expenses.
The insurance company has no way of determining the
amount of these expensés. obviously,‘such gross
commissions cannot be equated with "wages™ in any

fair interpretation of the term.

- 16 -
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NAII understands that this problem is
exacerbated in other industries where the individuals
whose employment tax status is in question purchase
goods from their putative "employer" company at a
wholesale price and sell them at retail. In these
instances, not only does the company not know the
amount of the individual's income after deduction
of business expenses, but it also often does not
know the amount of the individual's gross income.
Moreover, because no payments are made by the com-
pany to the individual, there is nothing from which

to withhold employment taxes.

Withholding on gross compensation, whether
in the form of commissions to insurance agents or
in some other form, can also have a significant ad-
verse impact on the individual workers, since they
could well face problems of overwithholding of.in-
come tax. Even if such individuals were extended
the right to claim additional personal exemptions
on their employee withholding statements to reduce

the amount withheld from their gross income, it

-17 -
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might be difficult, if not impossible, to estimate
the amount of future commissions and expenses, and

thus the number of exerptions to claim.

8. Effects on Competitive Relationships.

Absent Congressional clarification of the standards
for determining the employment tax status of workers,
companies subjected to IRS challenge as to the em-
ployment tax status of their commission insurance
agents may be placed at a competitive.disadvantage
with respect to other insurance companies. The
example posited by the Staff of the Joint Committee

on Taxation is illustrative:

[A]ssume that the A company and the
B company are substantially similar enter-
prises, and that A's workers are treated
as independent contractors, while B's
workers (who perform functions identical
to those of A's workers) are treated as
employees. (This difference in treatment
could be explained either in terms of
each business' interpretation of the
common law test, or by virtue of a reclias-
sification of workers by the Service pur-
suant to an audit.) In such an instance,
the B company must withhold income taxes
from its workers' compensation, and pay
an employer's share of employment taxes.

- 18 -
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Moreover, B must comply with the various
obligations pertaining to recording and
depositing such funds, in addition to
furnishing each employee with an annual
statement as to that employee's taxes.

On the other hand, the A company simply
must record the amounts paid to its workers
in such a manner that A can substantiate
the payments for tax purposes generally,
and determine whether the aggregate annual
payments to any worker necessitates the
filing of information returns. Wwhile A's
failure to satisfy the latter obligation
could result in a $1 penalty per covered
payment, B's failure to comply with its
obligations could result in substantial
penalties. Thus, because of the signifi-
cantly different obligations of each com-
pany, A might have a competitive advantage
over B. |["Issues in the Classification of
Individuals as Employees or Independent
Contractors: A Report Prepared by the
Staff of the Joint Committee on Taxation,”
p. 21 (Pebruary 28, 1979)].

Notably, even if the expaaded withholding

proposals advocated by the Administration were to

be enacted into law, the question of employment tax

status would still remain unanswered. Accordingly,

the risks of companies being subjected to competitive

disadvantages as a result of IRS challenges to the

status of commission agents would remain.

- 19 -
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S. 736 Provides
a Sensible, Workable Solution

If problems such as these are to be avoided,
Congress must take action to provide definitive standa;ds
for determining the employment status of workers in in-
dustries, such as the insurance industry, where the IRS
created havoc by reclassifying as employees workers who
have long been recognized by all to be independent con-
tractors. We believe that S. 736 will accomplish this
end by providing safe-harbor standards which will preserve
the status of workers who have historically beeq recog-
ﬁized to be independent contractors. If the five tests
of the Bill are satisfied, the worker will be treated as
an independent contractor. On the other hand, if the
five tests of the Bill are not satisfied, the worker will
not automatically be deemed to be an employee. In such

cases, the common law test will control.

The safe-harbor approach of the Bill recognizes,
as did the 1977 GAO Report, that it is not feasible to
impose a rule that will clearly establish the status of

all workers. Any bill attempting to do that would likely

- 20 -
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produce arbitrary results which would impose unnecessary
hardships on both workers and those for whom services
are performed. The harm caused by such an approach
could be as bad as that caused by the Service's recent
changes in position. No such broad-brush approach is

necessary.

what 1is necessary is to restore to workers and
companies in the industries affected by the .IRS reclas-
sification program the certainty as to employment status
which has long existed and upon which those individuals
and companies have relied in establishing their relation-

ships and planning their affairs.

8. 736 will accomplish this result. The five-
factor test which it adopts as a precondition to coming
within the "safe harbor" will restore to this confused
area of the tax law the certainty which ié so vital., It
will permit both individual workers and companies in the
affected industries to know with a high degree of .assur-
ance both the nature of their relationships and their

respective employment tax responsibilities. At the same

- 21 -
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time, the Government will be provided the information

necessary to insure compliance with the tax laws.

Thus, for example, under the provisions of this
Bill commission insurance agents and the companies for
which they sell insurance will have restored to them the
certainty that theirs is an independent contractor rela-
tionship. They will be able to meet the Bill's tests
which go to the substance of the relationship without
making changes in the way they have traditionally struc-

tured their relationships and conducted their businesses.

- Control of hours. Commission insurance agents

have historically controlled both the number of hours
they spend sellinc¢ insurance and the scheduling of

those hours.

- Place of business. While many commission

insurance agents actually engage in selling their
product at the customer's residence or office, they
nonetheless operate out of their own homes or offices
and thus maintain their own principal places of

business.

- 22 -
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- Income fluctuation or investment. By the

very nature of being remunerated on a commission
basis, commission insurance agents have no assurance
that their income will bear any relation to the
amount of time devoted to selling insurance. Rather,

commission insurance agents assume the risk of

fluctuations in income based on their own degrees
of success in selling insurance. Moreover, insur-
ance agents who receive override commissions based
on the sales of others with whom they work jointly
or whose activities they oversee likewise have no
assurance that their income will bear any relation
to the amount of time they spend in their endeavors;

they bear the risk of significant income fluctuation.

Since many commission insurance agents maintain
offices, they would also meet the alternative test

of the bill--substantial investment in assets.

By virtue of complying with these tests, which
go to the substance of the relationship, commission insur-

ance agents and insurance companies will again be able to

- 23 -
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operate with the assurance that their relationship is,
as it has always been, not one of employment, but of in-
dependent contractors. In short, the Bill will codify
what has always been understood. At the same time, the
tests set forth in the Bill should not allow parties

artificially to assume the posture of independent con-

tractors, since each of the tests is by its very nature
inconsistent with an employer-employee relationship.

One who sets his own hours of work, maintains his own

place of business, and whose income is not directly tied

to the amount of time spent working or who has a substantial
investment in the assets of the business is not an employee.
And one who is an employee will not be able to meet these
tests. Accordingly, the Bill will not result in indi-
viduals and companies which have traditionally operated

in an employment relationship being able to escape their

employment tax responsibilities.

At the same time, the Bill requires that in
order to come within its safe harbors, the worker must
perform services pursuant to a written contract which

informs the worker of his independent contractor status.

- 24 -
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In addition, the worker must be informed either in the
contract or at the time it is executed of the tax obli-
gations imposed on him as an independent contractor.
Moreover, the Bill requires that in order to gain admis-
sion to its safe harbors, the person for whom services
are performed must file all requisite information returns,

that is, Form 1099s,

The Bill thereby ensures that those who seek
to come within its safe harbors will know what their
status is and what their resulting tax responsibilities
are. Furthermore, by conditioning admission to the safe
harbor on a requirement that the person for whom services
are performed file all required information returns, the
Bill ensures that the Government will have the appropriate

tools to enforce compliance with the tax laws.

Accordingly, the concerns expressed by the De-
partment of the Treasury and the Internal Revenue Service
in a joint letter appended to the 1977 GAQO Report and in
statements before committees of the Congress are com-

pletely answered by the Bill., Those concerns were that
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a change in the law might increase the number of self-
employed persons, that self-employed individuals allegedly
have a low compliance rate in reporting income ‘earned,

and that consequently such a change might result in lost
tax revenue. NAII seriously doubts the validity of these
concerns, at least with respect to the casualty ihsurance
industry, since studies have shown an extremely high

level of compliance by insurance agents associated with
member companies of NAII. Indeed, even the limited com-
pliance studies conducted by the Internal Revenue Service
show that 98.3 percent of compensation received by casualty
insurance agents is reported. (Statement of Mr. Donald

C. Lubick, Assistant Secretary of the Treasury (Tax
Policy), before the Subcommittee on Select Revenue Measures
of the House Ways and Means Committee, June 20, 1979).
However, it is readily apparent that the mapters over
which Treasury and the Internal Revenue Service have ex-
pressed concern will not come about under S. 736, since
the tests which have been incorporated into the Bill
cannot be met by an individual who is properly classified

as an employee, and since the Internal Revenue Service
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will be provided with information returns which will
enable it to enforce compliance.
S. 736 Should Be

Amended to Make Clear
That It Is a Safe-Harbor Bill

As already indicated in this statement, NAIX
believes it is clear that S. 736 is a safe harbor Bill
and that where the five requirements of the Bill are not
met, reference will be made to the common law to deter-
mine the worker's employment tax status. However, in .
order that there be no room for doubt in this regarqd,
NAII suggests to the subcommittee that the Bill be
amended to provide that if all the requirements of sub-
section (b) are not met with respect to any service,
nothing in the =section shall be construed to infer that
the service is performed by aﬁ employee or that the per-
son for whom the service is performed is an employer,
and any determinaticn of such an issue shall be made as

if the section had not been enacted.

Inclusion of such a provision in S. 736 would

leave no room for doubt that the Bill is intended to

- 27 -
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provide a safe-harbor to those whose long-standing treat-
ment as independent contractors has recently been chal-
lenged as a result of the Internal Revenue Service's
changes in position. However, the Bill does not make
individuals employees if they are independent contractors
under the common law.

Administration's Withholding
Proposals Provide No Solution

Faced with taxpayer and Congressional concern -
caused by the countless problems resulting from the
Internal Revenue Service's distorted applications of the
common law control test, the Administration has sought
to sidestep the issue by proposing an expanded form of
withholding which, they contend, will "take the pressure
off" that test. Under the Administration's proposal,
payments made in the course of a trade or business for
services provided by an independent contractor.would be
subject to withholding at a flat rate of 10 percent.
Individuals who work for five or more persons or who
would be overwithheld would be permitted to elect out of

the system. The Administration proposes further that in
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lieu of the payor's liability under present law for in-
come and FICA taxes which should have been withheld,
payors would be liable for a penalty tax of 10 percent

of the amount of wages not wiihheld upon. This penalty
tax would be abated if it were reasonable for the payor
to conclude that a worker was an independent contractor,
and the payor withheld a:flat rate of 10 percent from

the worker's compensation (or was excused from withholding

because the worker elected out of the system).

This proposal provides no solution at all. On
the contrary, it leaves totally unanswered the basic
issue which has given rise to the entire problem--finding
workable standards for determining whether, for Federal
employment tax purposes, an individual worker is an inde-
pendent contractor or employee, which the IRS and Treasury

have previously requested before this very Committee.

Given Mr. Lubick's repeated statements that the
common law test provides an inadequate method for resolving
employment tax status questions, NAII f£inds the Treasury's

utter failure to address the issue to be astonishing.
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Under the Administration's proposal, payors and individual
workers would remain in the quagmire which now exists
under the common law standard. In view of the IRS®
recognized history of “radic;1 departures from the tradi-
tionaly common-law concept of an employer-employee rela-
tionship,” how would payors know‘with certainty under
this proposal whether they have a.liability for FUTA tax
with respect to individual workers? How would payors
determine with certainty whether they have a liability
for the employer's share of FICA taxes? Indeed, in the
absence of definitive standards, how would a payor even
know whether it is reasonable to conclﬁde that a worker
is an independent contractor, thereby assuring that the
10 percent penalty proposed by the Administration would

be assessecC? The Administration's proposal offers no

solution to any of these questions. Moreover, individn§i~
workers are left in the same quandry. They have no sound
basis for determining whether their remuneration is sub-
ject to withholding or to self-employment taxes. Similarly,
their HR-10 plans and pension and profit-sharing plans

set up by companies for which they perform services remain
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subject to disqualification should the IRS determine under
its readiny of the common-law control test, that they are

employees and not independent contractors.

In short, the expanded withholding proposal
suggested by the Administration does nothing to end the
problems of uncertainty about the definitions of "employee"
and "independent contractor.” Unde? this proposal, both
payors and individual workers are left with no clear

standards to assure them that they are acting within the

law.

The Supreme Court has expressly held that
especially in this area of the tax law, where employers
are required to act as collection agents for the Govern-
ment, the "obligation to withhold [must]) be precise and

not speculative.” Central Illinois Public Service Co.

v. United States, 98 S. Ct. 917 (1978). The Administra-

tion's proposal falls far short of this admonition.

The Administration's proposal for expanded
withholding is unwarranted for additional reasons. This

is especially true with respect to the insurance industry.
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The proposal is expressly based on the assumption that a
large percentage of independent contractors do not report
their earnings. NAII seriously questions_ the validity
of the survey upon which this assumption is based. But
significantly, even that survey acknowledges that 98.3
percent of the compensation received by casualty insur-
ance agents is properly reported. Given this concededly
high level of compliance, there is simply no basis for
imposing on insurance companies and their agents Qﬁe
substantial costs which would be incurred in meeting the

demands of the IRS to do its job--collect taxes.

Moreover, under the Administration's proposal,
large classes of individuals would be exempted from the
withholding requirement because they perférm services for
five or more payors éé_Qill otherwise be overwithheld on.
The purpose of these exemptions is laudatory. However,
by placing large classes of independent contractors out-
side the system, the exemptions would defeat the Adminis-
tration's stated gval. For example, independent contrac-

tors in the real estate construction and home improvement

industries quite frequently perform services for several
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payors in the course of a year; they would thus be entitled
to opt out of the system. According to the IRS's compliance
study (and assuming arguendo that its results are valid),
individuals in those industries have among the highest
rates of noncompliance. Similarly, it would seem that
individuals in the logging and trucking industries would
lawfully and reasonably qualify for exemption under the
"overwithholding" exception, and yet according to the
IRS's study, those industries, too, have relatively high

levels of noncompliance.

This is not to suggegt that the exemptions be
excised from the Administration's proposal. TIndeed,
without sUch exemptions, it seems likely that even the
Administration would concede a withholding system would
be grossly unfair and inequitable. The point is simply
this: the Administration's proposal would not accomplish
its goals. Congress simply should not rush in, willy-nilly,
to impose withholding, which would undeniably be expensive
and burdensome, where there is no assurance that it would
produce any better results than a less expensive, less

burdensome alternative. That alternative, as S. 736
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proposes, is strengthened information reporting. It

should not be assumed'that the best way, the only way, to
solve the compliance problem (assuming it exists) is to
enact the Administration's ambitious withholdiﬁg proposal.
This is especially true in light of the high compliance
rates that were found in those industries, such as the
insurance industry, that have voluntarily assumed a greater

information reporting duty than that imposed by law.
Conclusion

NAII believes that S. 736 will adequately pro-
tect the interests of all concerned. Those whose long-
standing status as independent contractors has recently
been chalienged by the Eervice's reclassification program
will receive the necessary reaffirmation that their inde-~
pendent contractor relationships will not be changed.
Those who are not entitled to independent contractor
status will not be able to utilize the provisions of this
Bill to assume that status. And the Government will have -
the tools and information necessary to ensure that those

who seek the safe harbors of the Bill are complying with
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their obligations under pertinent provisions of the tax

laws.

NAII believes this Bill provides the comprehen-
sive solution which the Congress indicated it was seeking
when it enacted the interim relief provision in the
Revenue Acit of 1978, and we urge the Subcommittee to

recommend its enactment.

NAYI recognizes that there may not be sufficient
time remaining in the present session of Congress to p;r-
mit the enactment of a Bill, such as S. 736, which pf%—
vides a permanent, comprehensive solution to this most
difficult problem, as was intended at the time section
530 of the Revenue Act of 1978 was enacted. The relief
granted by section 530 extends only though December 31,
1979. Therefore, in the absence of Congressional action,
taxpayers would face the prospect of again being subjected
to the chaos and IRS harrassment which existed prior to
the enactment of section 530. Again they would face the
possibility of reporting substantial contingent tax lia-

bilities on the public financial statements. Again company
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pension plans would be subject to disqualification.
Again tﬁe status of independent contractors' H.R. 10
p;ans would be called into question. Again the ability
of man& small businesses to continue in existence would

be threatened.

It is, therefore, imperative that action be
taken this year by the Congress to insure that such a
relapse does not occur. If tﬁe Subcommittee concludes
that it is not feasible to provide a complete solution
to the problem this year, NAXII strongly urges that the
relief provisions of section 530 be extended for one
year, through December 31, 1980, to assure that taxpayers
and the IRS will be able to know with certainty the rules
of the game until a definitive solution is forthcoming.
Such an extension of section 530 can be accomplished
simply by changing the date "January 1, 1980" to "January
1, 1981" in each of the three instanées where it appears
in that section--section 530(a) (1) (A); Section 530(a) (3);
and section 530(b). By thus extending the relief provi-
sions of section 530 in the absence of a permanent, com-
prehensive solution, all concerned will know the status
of workers, and their resultant obligations, under the

employment tax laws.
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TESTIMONY OF
THE ASSOCIATED GENERAL CONTRACTORS OF AMERICA
PRESENTED BEFORE THE -
SUBCOMMITTEE ON TAXATION AﬁD DEBT MANAGEMENT
COMMITTEE ON PINANCE.
UNITED STATES SENATE
SEPTEMBER 17, 1979

ON THE TOPIC OF e L.
THE STATUS OF INDEPENDENT CONTRACTORS FOR TAX PURPOSES

AGC is-
* More than 30,000 firms including 8,000 of America's leading
general contraccinq firms responsible for the employment
of 3,500,000-plus employees;
* 113 chapters nationwide;

* More than 80% of America's contract construction of commercial
buildings, highways, industrial and municipal-utility facilities.
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_ resen h XS¥BoTHrted ’: ‘ Coasractors
of AmericarPYIMATIIY —T-am—here—to-wpeaxX IN Dehatf-of—tire—smatl
busd mtm struction, requesting-smendmente~ta-S. 136

Mr. Chairman, the purpose of S. 736 is to clarify"

the status for tax purposes of as many payees as po#sible 'so that -
wasteful and unnecessary litigation and harassment wi)}l be eliminated

in the future. We also believe a necessary and proper objective of these
deliberations would be to provide consistency among the various

federal agencies in their definitions of wko is and who is not an
independent contractor. That is, the law should permit an 1nd1vidua1

to anticipate with some reason}ble certainty whether or not he -
qualifies as an indepéndent AQA;ractor regardless of which governmental
agency he is confronting.

In fact, Chief Judge Bazelon of the United States Court of

Appeals in the District of Columbia, in a 1974 case complained: 'On
consideratlon of that issue (whether ouneé-éperator: are 1ndependent ]
contractors or employees), I find myself in a maze of precedents with .
few standards for decision discernible.” -
- To our knowledge Chief Judge Bazelon's coﬁpl;;;t; have not
received attention. ’
We do not believe the Congress hgs provided the courts with helpful
confirmation concerning the economic reality tesg that would enable the
courts to easily and consistently determine whether'lmall businessmen

who own and operate their bwn equipment, or, under lease to carriers,

.
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are employees or‘independent contractors.

This bill provides Congress with an excellent opportunity to
do just that, basing the criteria on two leading tax decisions:
U.S. v. Mutual Trucking éo.l, and the decision in two caa;l
considered jointly; U.S. v. Silk and Collector of Iﬂterngl ﬁevenue
v. Greyvan Lines.?2 K 4

These hearings also provide Congress with an opportunity
to protect the coﬁnon law generally in addition to bhelegonomic
reality and control tests, and-'td promote private, - free enterprise -
by precluding regulations that would prevent the entrepreneurial - ’
system from operating. ‘ B

During the course of our testimony; we will address.eth of_
these objectives in diacuasiﬁg the Dole bill'section by section and
will offer what we hope to be useful amendments that will assist the
Congress in finding a permanent solution to this difficult and complég
area of the law. v

We appreciate the concern of the Administration, IRS and
Congress that everyone pay his fair share of taxes. We also appreciate
their concern, along with that of Mxr. Lawrenceé Thompson of the
Department of Health, Educatipn and ﬁeiféré, that the integrity of
our social security system be preserved aﬁd that poteniihlly n;edy
persons not be eliminated from the program., However, we are deeply
concerned about the content, thrust and reasoning of some of the
testimony that has been given in this matter. You have heard from
those who help pass laws to collect taxes, those who administer the
collection of these taxes, and éhose who spend the taxes collected.
We want to speak on behalf of small businessmen who hopefully will

expand and provide the jobs that make payment of these taxes possible.
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We want to speak on behalf of the entrepreneurial business
people, be they large or small, who are working under Qery difficult
circumstances to produce the goods and services the public wants
at a price the public can afford, and at a profit that will enable
the entrepreneurs to pay the taxes Walﬁingtog wants and still to
stay in business. ) .

Mr. Chairman, the Associated General COntractéys of America
views with deep concern the non-?ompliance statiltiés i;leaéeé by
IRS and. the General Accountingibftice. AGC has ioﬁg'bééﬁlzg-}eco}d '
before congressional committees as advocating and ;ﬁ;bdrting-tsoé;
legislative proposals which extend equity, economy, and efficiency
in government. ) ) o

Senator Bellmon, in his September 10, 1979 speech on the Senate
floor, said in regard to the non-compliance statistics:- "This clearly-.
suggests that withholding ig-fhe most efficient method for eliminating
the problem of noncémpliance with tax laws. This is the solution I
propose in S, 1565.°"

In his June 20th statement before the Selecttm Sub-
committee of the House Ways & Means Cammit;eé, Sec'y. Lubick said-
that the IRS' compliance study “demonstrates that tﬁe:e_is .
widespread non-compliance by independent contractors.®™ Also, the
General Accounting officé study'presented to the house stated some
5 million wage-earners, 17% of whom are self-employed, avoided payments
of $2 billion in income taxes. '

We note that Sec'y. Lubick went on to emphasize "a further
finding was that non-compliancé rates do not have much to do with

the industry classification of the worker." Therefore, with all due
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respect to Sen, Bellmon and others we believe, Mr. Chairman, that
83% of the problem and possibly more is outside the area of the
independent contractor, and is widespread throughout our society.

We must, then, respectfully suggest that this problem is of
such magnitude as to requ;re that it be addrelled in separate
legislation after appropriate studies. The broad tax evasion question
should not be confused with the purpose of these hearings - to clarify
the status of the'independent contractor. And the public should not
be deceived bg suggestions that the problem will'be'aolved by a
withholding tax on independent contractors. Tt <0

To amplify this luééeacion, we again turn to the GAO study.
This study was critical of IRS enforcement policies, saying "IRS
has not taken the action needed to get a gooh undekstandinq of how
many non-filers exist, who they are, why they fail'to file, and what
action will prompt their compliance."” We assume this same lack of
information exists in all i;d;;tries in the private sector.

If the Chairman desires, we can insert for the record an
exchange of correspondence between AGC and IRS showing that we asked
for this data in the construction industry. IRS can not give us
that data because it is privﬁte tax.ihférﬁation. A8 a teaultz we
cannot give you a profile of the non-filer. in the consf:hction
industry. . i

We noted that the GAO study recommended that "IRS needs to
be more systematic and vigorous in detecting and pursuing non-filers,*
and that Congress consider allocating more funds for detecting evaders.
IRS obviously wants to lay this problem on the doorstep of the

independent contractor and the payor.
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This suhcomﬁittee and the Congress must give serious consideration
to the GAO recommendations. I do not see any justification for placing
these costs and administrative burdena on the independent contractor.
And, again, this sugstantiates the need for special hearings on this
matter, which affects the entire structure of the U.S. voluntary tax

system. k N
Mr. Chairman, we are up to our  eyeballs in rqlgg, requlations,
directives, procedures, inspections, audits and paperwork from an
evergrowing horde of agencies of-the federal government.:,}uyprticle,..

in the August 6, 1979 issue of U.S. News & World Report stated:

"latest estimate from the Office of Management and Budget on the
time Americans will spend on all federal forms this year: 786 million
hours or an average of 34 hours per person. Filling out Internal
Revenue Service forms will take 577 million hours.™ The business .-
community must pass on to the consumer this tremendous economic loss‘
of productivity through higﬁéf'pxices for fewer goods and services.
Sec'y. Lubick of the Treasury Department, in his statement to
the House Subcommittee, said he was fearful that attempts hy the IRS
to collect from independent contractors through regular tax collections
would be an administrative burden upon the IRS of millions of letters,
telephone calls, and visits which would be regarded as hhrassm;nt of
the "little people.” In another instance he stated that the lost
revenue from the present system is estimated at one billion dollars.
Even if this estimate is correct, we can guatantee~you that full
compliance by the business community with the proposed withholding
requirements, the record keeping, and the subsequent follow-up by
the IRS would cost the economy of this country more thaﬁ one ?illion

dollars in lost productivity, and most certainly will be regarded as
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harassment by the business community and the "little people.” What
we need in order to produce more goods and services is less paper-
work requirgments,especially for the small businessman. Increased
regulation sounds hérmlesa when one agency considers only its own
requirements, but I assure you that the cumulative effect of all
governmental requirements.is a national disaéter of major proportions.

Sec'y. Lubick also stated at the House hearing that the IRS
study showed that 47% of the independent contractors reported none
of the compensation in question for tax purposes. .IAvanéyﬁq_point ..
out that Sec'y. Lubick also admitted that the study showed that only
20-25% of the total income from all independent contractors was
unreported. He also admitted that of the 47% of the people who did
not report, moat came from the low income brackets.

As Senator Bellmon pointed out in his speech, the latest IRS -
study "estimates that_$75 to $100 billion of income from legal
sources was not reported to' thé Treasury in 1976. Of this amount,
$7 to $14 billion was due to nonreporting of interest and dividend
income."

Senator Bellmon goes on to say: "However, the Treasury
Department proposes only to extend information reporting to interest
derived from certain money maziet and other debt instruments té
reduce underreporting:' Since when has the govertment become so
interested in éounterproductive, withholding paperwork to extract
the last dollar from the low income group? )

Sec'y. Lubick proposes that, even if it were reasonable
for the payor to treat the worker as an independent contractor,
and even if the worker had signed a statement electing out of the

system, the payor would still be liable for "his share" of FICA and

53-845 0 ~ 79 - 20
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FUTA taxes without any attempt by the IRS to determine whether

the worker had paid his SECA taxes. Also, Sec'y. Lubick urges that
any criteria adopted for determining whether a person is an employee
or an independent contractor should "provide certainty by erring only
on the side of classifying workers as subject to graduated withholding.
It seems the IRS wishes to collect the most téxes possible in the
easiest way possible for the qovernmeﬁt. with little Yegard for the
administrative burden placed on the groductiVe segmént 'of our ‘society.
This, coupled with the apparent goal of eventually reépla¢ing the small
independent, free enterprise entrepreneurs with more ‘placid, ‘more
tegimented-and less productive employees, is an insidious infringement
on our cherishgd freedoms and a drag on our productivity.

Instead of discouraging the proliferation of small independent
contractofs we should do everything in our power ts encourage growth
in their number, even-to tye.gxtent of giving tax incentives. For -
many present-day busﬁnessmeﬁ, their status as independent contractors
provided the first step in establishing their own business enterprises.
In some instances it was fullktime work, in others it was part time,
extra work, at nights and on weeken@s an holidays. These are fiercely
independent people who are trying to get agead on their own. And-we
might point out that many of them are members of minority groups
that are being encouraged to start their own businesses by other
governmental agencies. They are performing valuable services and
fulfilling vital needs that result in substantial economic benefits
for our economy, far beyond the proposed 10% tax to be withheld from
the 23.6% of gross income from all independent contractors who are

not now reporting according to Sec'y. Lubick. The 10% tax on this
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gross income, even if actually owed to and collected by the federal
'ireasuty, is a pittance compared to the administrative and economic
costs to thesbusiness community and to the consumers that would result
if the independent contractor status was serioudly eroded. Also, many
of these independent contractors would simply: raise their prices 10%
if 10% was withheld at the source, aga}n contributing to increased !
cost to the consumer and adding to inflation. -

Sec'y. Lubick said that ‘;n effect, thé emplo&ee‘buyé the
-employer's share of the payroll tax in the form o¥.10§ei b}o;é waées:'
This simply is not so in the construction industzy:“.in‘the éoﬁstéuction
industry the contractor figures each of his elements of cost and arrives
at a total cost. To this total cost he adds a hoped-for profit in
order to arrive at his bid to the consumer. His portion of the social
security tax plus that of the employee is included in the total cost N
and is paid by the coﬁsumetniﬁ.lncreased contract price for the
construction he purchases. 1In fact, when social security taxes are
raised .substantially, many employers increase their workers' pay so
that the take-home pay is not reduced. The consumer also pays this
added cost. This is pure and simple economics and no;here is it more
obvious than in the construction industry. ’ L. .

There seems to be a general agreement in the private sector that
independent contractors should be distinguished féom employees and
exempted from federal tax withho}ding requirements. The problem exists
}n defining an independent contractor. ’

Section 3508 (b) of the Dole proposal is a fair and reasoned
refinement of the common law control test. Therefore it justly

qualifies for what has been referred to as a "safe harbor." However,

in the congtruction industry there are several ways one or more of
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the five points will not be met and yet tax law, under the economic
reality test, upholds, for example, owner operators as independent
contractors; *

AGC therefore very strongly recommends the inclﬁsion of
subsection (c) found in H.R. 5266 introduced'by Congressman Phil
Crane, a member of the House Ways and Means Committee and former

ranking member of that body's task force on the independent contractor.

This "safe harbor" is primarily based on ghe aforémentioned

Mutual Trucking and Greyvan cases, giving this proy}pion, we‘thiny,
equal standing under tax law. In the Mutual Truckiné cése it was
held that control factors are not conclusive when the payor controls
the work only for the results to be accomplished.

In Greyvan, the economic reality test received further expansion
under the common law. On the facts, the Supreme Court concluded, and
I quote: "Where 'the gfrangemeﬁts leave the driver-owners so much
responsibility for investment and management..."” they must be held to be
Ce— T
independent contractorg. Thus, under the economic reality test or the
"investment and management™ test, a person who owned his own tractor
and leased it to a trucking compan& in- exchange for a percentage of
the revenue obtained for hauling on orders solicitea and obtaiﬂed'
by the trucking company w§s deemed an encrepreneuf, not an employee.

In addition, other courts reviewing owner operator litigation
other than tax cases have also upheld this principle.
As we emphasized at the beginning, an individual should know if he
qualifies as an independent contractor regardless of the agency he is
confronting. Since the National iabor Relations Board and the courts

under the Taft-Hartley Act attempt to implement the common law
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definition of independent contractor, and the IRS attempts to
accomplish the same purpose, this subsection (c¢) will be of special
significance., It will show that the Congress will not permit tax law
as defined by the IRS te conflict with or replace the common law
regarding the independent‘contractors as,vieved by other agencies and
the coﬁrts.

it is our understanding that the National Labor Relations Board
now accepts the "investment and management® test. In his remarks at
the American Bar Association National Institute, Washington,” D.C.,
April 27, 1979, Edward B. Miller, managing partner in Pope, Ballard,
Shepard & Fowle, Chicago, and former chairman of the National Labor
Relations Board said, "The board has also rather recently accepted
the findings of the ninth circuit in a seriee of cases involving
Associated General Contractors of California, wherein the court had
found that the board had erreg in finding certain dump truck operators
to be employees, again beca;se’it had failed to apply the common law

- tests (564 F.2D 271 (1977), 239 NLRB No. 100 (December 11, 1978).%4

This court's articulation of a bona fide owner-operator which
we call to your attention appears on page 16,832 in the case cited
as 82 Labor Cases at 10215, a copy of which is attached to this
testimony. 1In this case, the court referred to the xnvestment and
management test as the "tbtal factual context.” This emphasizes
the need, as Judge Bazelon complained, for Congress to clarify the "maze
of precedents.” Congress can do that,’we believe, in theﬁe two
"gafe harbors."

You may ask, why can't this be done in one "safe harbor?" Let

us examine the five requirements of subsection (b) of the Dole bill.
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As to requirement $l1, control of hours worked, many very
independent contractors who own their own dump trucks, welding rigs,
backhoes, draglines, etc., have their hours of work dictated for a
specific contract by the general contractor in accordance with the
needs of the construction program and probab%y would not be covered
by the Dole proposal for that reason.

And by no stretch of the imagination could an -owner operator
on a construction site do substantially all of the schedyling of the
hours worked. On some large projects, a contractor will.have as many
as 500 trucks dumping and/or removing material. Most of those owner
operators would not know ;ﬂo the others are or where they are from
and could not even attempt to schedule their arrivals and departures
as the contractor needs them to obtain certain results.

We also see the principle in the Mutual Truéking case -~ -
that the payor can control and direct an independent contractor N
(owner-operator) as to the fésult to be accomplished by the work --
is in conflict with this requirement, \

Therefore, after just the first requirement we can see that
the criteria for the two "safe harbors" are apparently incompatible
and probably cannot be drafted into bné éuﬁsection.- )

As to requirement #2, place of busipess, owner bpérators of
trucks usually have over night vehicle parking problems and normally
find rent-free parking accommodations on the construction ;ite. That
again could result in their disqualification under the Dole proposal.

As to the requirement #3(b), income fluctuations, many of this
same type of independent contractors are paid by the hour or partially

by the hour for the hours they and their equipment work. They usually
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are responsible for their own fuel oil and maintenance, etc., and
suffer loss of compensation during periods of breakdown or other
work stoppage. But their tax status under the GE:;::§¢ proposal probably
would be challenged by the IRS because all of their compensation
is not directly related to output. The more_realistic line of
demarcation would be whether or not the earnings are partially attributable
to the equipment owned and operated by the individual, as distinguished
from earnings attfibutable solely to his manual contributions. That
line of demarcation differs from that in the Dolé proposal. ™ However)
apparently an owner operator would qualify under #3(a). o

As to requirement #4, written contract, most small construction .
contracts are verbal and are administered by the job foreman, who is
a good craftsman but is often lacking in papér abiiity. You would be
surpr;sed at how very difficult it is just to obtain a propez W-2 ’
form from the field. -We can see that the necessity of obtalnlng a signed
contract before performance WOuld be a real problem, so that requirement
would not be met in many instances.

As to requirement #5, filing of required return, there would
be many instances where the payovr would fail to file information
returns required for such services under c;de section 6041(a), ,either
through administrative oversight or through lack of proper knowledge
of all the ramifications of the law. For that redson, AGC supports
the two provisions in the Crane bill. First, Sec. 3503(&)(7), that unless
the failure to file is willful or intentional, thg inaiviaual'’s status
is not affected. .
’ Second, and most important, Crane's Section 4, that
instructs IRS to conduct a four year study of this legislation's impact
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on compliance. We feel this eliminates the need to include with-
holding at this time and gives IRS time to prove that noncompliance
among the self emplqyed can only be solved by withholding, if that
is in fact the case.

As Senator Bellmon said, the recent disclosure "suggests that
withholding is the most efficient method for eliminating the problem
of noncompliance,” but ﬁe didn't say the disclosure prbved it.

Before the Congress enacts a requirement that could’ force '
some small businessmen to close shop, it would seem prudent to
require a véry detailed and reliable study, even if it requires an
additional appropriation to IRS. ,

We do sﬁggest that report language indicate that IRS should
be instructed to develop a new, shorter, more effiéient reporting
form to be used in connection‘with the study, perhaps along the lines -
of that used for reporting int;;est income,

However inappropriate the Dole points would be to owner
operato}s, they would appear to be important to the common law

control test and should be enacted into law. However, AGC emphasizes

that the Congress, in order to be completely responsible'in thip

matter, must give proper attention to the tax law regarding the economic
reality test. : .

A In this regard, I take this opportunity to call ydur attention

to the following figures, as a brief comparsion, received from the

Bureau of Labor Statistics:



Total Males Employed, 1978 55,490,000
Total Males Self-Employed, 1978

Non-Agriculture 4,529,000

Agriculture 1,455,000
Total Males Employed in Construction, 1978 5,630,000
Total Males Self-Employed in Constr., 1978 1,045,000
Total Employed in Truckihg Service, 1978 1,343,000
Total Self-Employed in Trucking Service, 1978 © 176,000
Total Employed in Insurance, 1978 1,776,000
Total Self-Employed in Insurance, 1978 . . 106,000
Total Employed in Real Estate, 1978 . 1,478,000
Total Self-Employed in Real Estate, 1978 258,000

Most of the self-employed (independent contractors) in
construction and trucking are owner-operators. So {t appears that
the owner-operator group is larger than many of the indepéndent
contractor groups that are now included in the Gephardt/bale "safé
harbor."” 1In addition, 57,000 of the self-employed in the construction =

category are non-white payees.

So we are not only discussing the common law, economic reality
test, but also large numbers of independent contractors and large
numbers of minority pa}ees..,iccordinq to Overdrive magazine (of
Delray, California,) there are approximately one-quarter million
truck owner operators in the United States in just the large constr-
uction and trucking areas alone. So we can assume that there are
many more non-truck owner operators in.construction and truck owner
operators in the very small construction and truckiné service industries.
We would also have to include owner operators in ;11 other fields so
the numbers would be quit; significant. 0verdr1vé-estimgted that 20%
of these owner opérators are non-white.

In fact, the route provided to owner operators of equipment
is one of the most common ways in which small businessmen, including

minority group members, have been able to make successful entrances
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into the construction industry. Several past presidenis of The
Associated General Contractors began their careers in the construction
contracting business by serving as owner-operators of pieces of
equipment.

The recognition ofhbona fide owner op?rators in the construction
industry would be a very appropriate move for the federal government,
in view of the high profile which Congress has given-to minority
business enterpriée (MBE) in the construction industry.~.1t'is no

secret that The Associated General Contractors has opposed the MBE
law in litigaéion up to the Supreme Court, where the¢ -issue is ~ -
still pending. AGC opposes the method, not the objective. AGC is
sincerely interested in bringing a maximum numbet of minority busxness
enterprises into the construction industry. Consistent with this
goal, we Qould highly recommend that the economic reality test or
"investment management" test be recognized as one of the best ways we,
know for accomplishing the objective in a proper and effective manner.
In addition, Mr. Chairman, we suggest a third
“"safe harbor" for those workers who hold themselves out as
independent contractors and who either worked for five or more payors
during the previous year, or who antickp;t; workiﬁg for five or more
payors during the current year. This, of course, is Saséd on Sec'y.
Lubick's proposal that "no withholding would be required op payments to
an individual who provides similar services to five or more payors
during each calendar yéar."
This makes sense and is incorporated into subsection (d) of
the Crane bill. This subsection also makes sense to the ;rgument for

no withholding. 1If a very large group of the self employed are to be

exempt from withholding on '~ recommendation of the IRS, why should

.
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the Congress strive to discriminate against all other indepéndent
contractors? '

Mr., Chairman, if the individual is not qualified under the five
points of Dole and Gephardt; or, the Crane "safe harbors," the statute
should still give him the opportunity to qualify as an independent
contractor under the current IRS common law definition of an
independent contractor. AGC recommends therefore that’'the committee

include in the Dole bill a no-inference section; Sec. 3142-03(5-71)5

of the IRS Training Manual. In other words, the eurrent Ins?defiﬁit{dn
should be codified into the statute to preclude laééi'atttitfoﬁ by IRS
expansion of the present common law test to enlarge the employee
definition and narrow the independent contrsgtor definition.

The IRS, a governmental agency which does not normally
embrace the common law, has at least issued regulations and revenue
rulings which provide ‘common Aﬁw guidelines. In the general rules . -
for execution of the.complicated form SS-8, it is stated, 'Tpen”
deterﬁination of whether a worker is an employee, for purposes of
the federal insurance contributions act, the federal unemployment
tax act, and the income tax withholding grgviéions of the internal
revenue code, is based on the usual common law rules'app}icable in
determining the employer-employee relationship."” However, to pre-
clude arbitrary changes in the criteria, the above regulations should
be codified. )

Mr. Chairman, the Gephardt and Crane bills have no-inference
sections. That is, the provisions state there is no inference that
those independent contractors not in the “"safe harbors" are to be
considered employees. This is especially important when we note that

the first sentence of section 3142-03 of the IRS Training Manual states:
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) *One of the most common mistakes made in making employer-employee
determinations is that agents do not fully develop their case."

Congressman Gephardt, in his House testimony, pointed out that
IRS has made an appa;ent, abrupt about face in its public aéproach
to common law as it relates to independent contractors. He emphasized
Sec'y. Lubick was saying that the IRS was nowiready to accept the
common law if Congress would accept withholding for 4ndependent
contractors. Although Congressman Gephardt did not. say.it, some
might charge that this so-called "offer too good to refuséf is
beneath the dignity of the Congress. e L.

The Gephardt bill, H.R. 3245, and the Crane bill, H.R. 5266
do not include the twenty criteria that the courts evaluate during
litigation. Codifying these criteria, of céurse, would not preclude
the courté"from adding new factors,

It would, however, as mentionéﬁ, preclude IRS from changing
its mind at some time in thé Ebluxe and arbitrarily reducing the scope
of the independent contractor definition. Also, in this way, Congress
would maintain control, not only over the criteria of the "safe harbors,"
but also those to be considered in making decisions under the common

law generally.
In fact, at scme time in the future, the Congress'may wéAt
to determine if and how the twenty factors can be weighed
comparatively in order to put 3ll independent contractors,Ain effect,
. in a “safe harbor." This would completely eliminate cnnecessary
harassment and litigation which, as we understand, is the specific
goal of this committee and the Congress. '

Therefore, we suggest the legisiation to read under Scc. 3508(f) (2):

"any determination of such an issue shall be made after consideration of

’
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no less than the following," and then 1ist the 20 common law factors
we have included in footnote 5. If this can be accompliéhed by
report language, that would be fine.

In conclusion, Mr, Chairman, AGC does support anokﬁer amendment
to S. 736 requiring that all workers who are yreclassified as independ--*%
contractors after date of enactment must come in under the economic
reality test or the twenty common law criteria. This Provision has
been included in Section 3508(e) (2) of the Crane bill. 'This wéuld
eliminate the criticism of S. 736 that employers could autsmatically
switch their employees to independent contractor status. Co

We feel this is a valid concern since the person‘§ status would be
changed from an employee to independent cont;actor and the element
of coercion could become a factor. The Crane provision would eliminate
the so called "switching,® but would not affect ne@ly-established -
independent contractors aftgr_;pe date of enactment.

The committee; however, might want to exclude, in report
1anguégc, those "switches" who were previously independent contractors
and were subsequently forced and/or harassed into employee séatun by IRS.
I am sure the committee has been made gwafg of a number of "horror
stories" in this regard. ) : .

We feel the Dole legislation is a good bill and can be
strengthened by the Crane'provisions. We have, Mr. Chairman, basedA
our testimony on what we believe to Be the common law ané common sense.

Thank you for this opportunity to share this vltal'information
with you. We hope it will be useful and we will be happx to attempt

to answer any questions.
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UNITED STATES v. MUTUAL
TRUCKING CO,

No. 9701

Circuit Court of Appeals, Sixth Circuit.
April 7, 1544,

I. Internal revenue C=21129

The Social Secprity Act recognizes
the common-law definitidon of independent
contract and excludes such relationship
from the burden of the tax. Social Security
Act §§ 801 et seq., 901 et seq., 42 U.S.C.A.
§§ 1001 et seq., 1101 et seq.

2. Internal revenue C>1(29

In determining whether “owner-oper-
ators” of tractors and trailers were em-
ployees of trucking company so as to ren-
der company liable for social security or
federal insurance contributions, the circum-
stance that to secure license plates, truck-
ing-company’s president was compclled to
apply to Interstate Commerce Commission
and state that plates were to be displayed on
vchicles operated by and under control of
company was not conclusive, in view of
Commission’s recognition of operation of
trucking companies through indcpendent
contract. Social Sccurity Act, §§ 801 et
scq., 901 et seq., 42 U.S.C.A. §§ 1001 et seq.,
1101 et seq.; Federal Insurance Contribu-
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tions Act, § 601 et seq, 26 US.C.A. Int.
Rev.Code, § 1400 et seq.; Federal Employ-
ment Tax Act, § 608 et seq., 26 U.S.C.A.Int.
Rev.Code, § 1600 et seq.; Interstate Com-
merce Act § 203(19), 49 U.S.C.A. § 303(19).

3. aternal revenue €&>1129

In determining, whether “owner-oper-
ators” of tractors and trailers were em-
ployees of trucking company so as to render
company liable for social security or fed-
eral insurance contributions, that company
usually did not know in advance what’par-
ticular driver was to take the freight was
cogent evidence that while company in-
structed owner-operators when and where
to transport the freight it did not inrtruct
them as to how to transport it. Social Se-
curity Act, §§ SO1 et seq., 901 et seq., 42 U.
S.C.A. §§ 1001 et seq., 1101 et seq.; Fed-

eral Insurance Contributions Act, § 601 et

seq., 26 U.S.C.A. Int.Rev.Code § 1400 et
seq.; Federal Employment Tax Act, § 608
et seq., 26 U.S.C.A.Int.Rev.Code, § 1600 et
seq.
4, Internal revenue 1129

Where a trucking company undertook
to move loaded trailers from terminal to
terminal of car loading company-and con-
tracted to have work done by owners of
tractors and trailers, some of whom operat-
ed through employees, such owners, under
evidence, were “independent contractors,”
and nzither they nor their employees were
“employees” of trucking company so as to
render such company liable for social se-
curity or federal insurance contributions.
Social Security Act, §§ 801 et seq., 901 et
seq., 42 U.S.C.A. §§ 1001 et seq., 1101 et
seq.; Federal Insurance Contributions
Act, § 601 et seq., 26 U.S.C.A.Int.Rev.Code,
§ 1400 et seq.; Federal Employment Tax
Act, § 608 et seq., 26 U.S.C.A.Int.Rev.Code,
§ 1600 et seq.

Sce Words aand Pbrases, Permapent
Edition, for all other definitions of
“Employce” and “Independent Contrac-
tor”.

———ra

Appeal from the United States District
Court for the Northern District of Ohio,
Waestern Division; Frank LeBlond Kloeb,
Judge.

Action by Mutual Trucking Company
against the United States of America to
recover taxes alleged to have been erro-
neously and itlegally collected from plaintiff
under the Social Security Act, the Federal
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Uneniployment Tax Act, and the Fedcral
Insurance Contributions Act. From a judg.-
ment for plaintiff, S1 F.Supp. 114, the de-
fendant appeals. :

Affirmed.

Frederic G. Rita, of Washington, D, C.
(Samuel O. Clark, Jr., Sewall Key, A. F.
Prescott, and Frederic G. Rita, all of Wash.
ington, D. C., Don C. Miller, of Cleveland,
Ohio, and Gerald P. Openlander, of Toledo,
Ohio, on the brief), for appellant.

Wilbur E. Benoy, of Columbus, Ohin
(Wilbur E. Benoy and Arthur M. Sebas.
tian, both of Columbus, Ohio, on the brief),
for appelice.

Before ALLEN, HAMILTON, and Mec-
ALLISTER, Circuit Judges.

ALLEN, Circuit Judge.

In ad «ction for refund of taxes, from

which 'ae present appeal is prosecuted, the
District Court entered a judgment for
$7,504.54 with interest. .
. In 1941 the Collector of Internal Revenue
amended and supplemented the appellee’s
returns for taxation under Titles VIII and
IX of the Social Security Act, Title 42, U.
S.C., § 1001 et seq. and § 1101 et seq., 42
U.S.C.A. §§ 1001 et seq. and 1101 et seq.;
the Federal Unemployment Tax Act, Title
26, US.C., § 1600 et seq., 26 U.S.C.A.Int.
Rev. Code, § 1600 et seq. and the Federal
Insurance Contributions Act Title 26, U.S.
C., § 1400 et seq., 26 U.S.C.A. Int.Rev.Code.
§ 1400 et seq., and assessed additional taxes
aggregating the amount of the judgment
The additional taxes were based upon 3
determination that the appellee during the
year 1939, in addition to amounts previous-
ly reported, had paid taxable wages amoun:-
ing to $204,090.30. This amount was one¢-
third of the total paid by appellce during the
period in question to certain so-called “own-
er-operators”  who performed truckirg
transportation for it under contracts here:
inafter described. Each of the statutes in-
volved imposes a liability for taxes upt
“every employer * * * with respect W
having individuals in his employ.” The
District Court held that the appclice was
not the employer of the owncr-operators no?
of various persons working under them, but
that the owner-operators were igdependeti
contractors, and that the taxes, penalty and
interest charged against appellee had bee?
erroneously and iicgally assessed.

The facts are undisputed. The appellee
is a corporatian organized under the law$

BEST CGPY AVAILABLE
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of the State of IMlinois, having its principal
place of business in Tolcdo, Ohio.  During
the entire period in question it contracted
with certain owner-operators to do hauling
for it in intcrstate commerce, under identi-
cal written contracts. which contained the
follewing clause: “It is to be clearly un-
derstood and agreed, and it is the intention
of the partics hereto, that Sccond Party
[owner-operator] is a contractor only and
ijs not the agent, employee or representa-
tive of First Party [appcilee] for any pur-
pose whatever.” The contract also provid-
ed that the owner-operator should assume
{ull responsibility for the payment of all
state and fedceral taxes for unemployment
insurance, old age pensions, or other social
security laws as to all persons engaged in
the performance of the contract? This
provision has been rigidly adhered to by
both parties,

Since appellee and its corporate predeces-
sors have been operating under similar con-
tracts since prior to 1932, no question of
tax evasion is involved. The owner-oper-
ators haul exclusively for the appellee, or-
dinarily using their own equipment which
consists of a tractor and trailer, and being
paid a flat rate for each trip, according to
a printed schedule of which all owner-op-
erators have notice in advance of the trip.
The operation consists of the transfer of
sealed and loaded trailers between the ter-
minals of the Universal Car Loading and
Distributing Company in Chicago, Milwau-
kee, Toledo and other important cities.
Each owner-operator hires and discharges

his drivers. The payment of the drivers,
the cost of muintenunce and repairs and the
cost of opcration arc borne exclusively by
the owner-opcrators. In compliance with
the contract, individual insurance covering
both property and tort liability is carricd by
the owner-opcrator. The cquipment is
inarked usually “Operated for Mutual
Trucking Company,” but a number of trail-
ers are marked only with the name of the
owner-opzrator. The trucks carry plates
secured from the Interstate Commerce
Commission whnich are required by the
rules of the Commission, and are applied
for_by the appcllee, but each owner-opera-
tor sccures his own state license plates and
drivers’ liccnses. Each driver is compelled
to carry an identification card which bears
a statement that it must be returned when
the bearer lcaves “the Employ of the Com-
pany.” The-: identification card was pre-
pared and supplied not by the appellee, but
by the insurance company intercsted in the
operation. All drivers of trucks are re-
quired to register at stations maintained
by appcllee on the principal routes for
the purpose of checking the time of the
trip. No penalty is exacted by appel-
lee if the shipment is dclayed, but the
appeilee, in order to assist in prompt dis-
position of freight, requires that the drivers
file a so-called “daily log” which indicates
the number of driving hours and helps the
appellee to know how far at a given time the
load has progresscd. The appcilee has es-
tablished a road patrol consisting of certain
inspector. who drive on the routes in order

1“First Party hercby grants permission
to Second Party, without charge or costs,
as and when necessary and required. to use
its certificates or permits for such huuling
of freight as he may do for First Party,
but for no otler purpose whuatever. Al
license tags, drivers' licenses, union fees
or ducs, fces assessed by mupicipal cor
porations, or other fces of sny kind or
character other than as bercin provided,
shall be paid and bornc by said Sccond
Party, and First Party sball have no re
spousidility whatever to Second Party, his
drivers, helpers or emplosees for any fines,
costs or expcoses incurred by Second Par
ty or any of his employces by reason of
his or their failure to bave proper mark-
fngs on equipment, or by rcason of aay
violstion by second party or soy of his
employces, of ary rule or order of the Bu-
reau of Motor Carricrs of the Interstate
Commerce Commissian, or any Public
Ctility Commission, or other authority of
an, state; and nothing in this contract

141 F.24—42
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shall be in any way coustrued to consti-
tute Second Party or any of hLis agents or
ewmployces as the agent, employce or repre-
sentative of First Party. Sccord Party
also sgrees that he will, at all times, com-
ply with all laws, rules and/or regulations
of the Burcau of Motor Carriers of the
Interstate Commerce Commission, or any
Public Utility Commission, or other au-
tho. ity of avy state in and throuzl which
be may be operating under this contract
with respect to workmen's compen<ation
or other insurance for the bencfit or pro-
tection of his employees, and that he will
assume full responsibility for the pay-
ments of all State and Federal taxes for
unemployment insurance, old age pen-
sions, or other Social Security laws, as to
all persons engaged in the performance of
this contract, and further a7 :es to meet
all requiremcots of regulations now or
herecafter ndopted or promulgated by legale
ly constituted autlbiority in respect there-
to-—
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to check on the observance by the truck
.drivers of statutes and regulations of the
various commissions. In case any violation
of law or the regulations is observed, the
patrol, instead of reporting the matter to
the appellee, reports to the police or to the
Operators” Safety Council, a voluntary
committee of the owner-operators which
meets regularly to consider and to deal
with such violations. One of appellant’s
witnesses testified that this copmittee pen-
alized one of his men for driving reckless-
ly and in effect forced him to dicharge the
driver,

[1} In promulgating the regulations to
implement Title VIII of the Social Securi-
ty Act, the Commissioner of Internal Rev-
enue stated that the employer-employee re-
lationship generally exists “when the per-
son for whom services are performed has
the right to control and direct the individu-
al ‘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. * * *
In gencral. if an individual is subject to
the control or direction of another merely
as to the result to be accomplished by the
work and not as to the means and methods
for accomplishing the result, he is an in-
dependent contractor. An individual per-
forming services as an independent con-
tractor is not as to such services an em-
ployee.” The statute thus recognizes the
common law dcfinition of independent con-
tract and excludes such relationship from
the burden of the tax. American Qil Co. v.
Fly, Collector, 5 Cir., 135 F.2d 491, 147 A,
L.R. 824; Radio City Music Hall Corp. v.
United States, 2 Cir., 135 F.2d 715; Texas
Co. v. Higgins, 2 Cir,, 118 F.2d 636; In-
dian Refining Co. v. Dallman, 7 Cir., 119 F,
2d 417, afirming D.C., 31 F.Supp. 433.

The District Court found that the ap-
pellee had no control over the drivers in any
way inconsistent with the contract provi-
sions. The Government maintains, how-
ever, that under the control exercised over
the operation hy appellee, the statutory rela-
tionship of emplovment exists. That this
is not the universal construction by the tax
authorities is shown by the fact that some
ten owner-operators in the Chicago area
and one owner-operator in Minnesota have
paid the taxes covering their own driver
employces, together with penaities, under the
same statutes,

The contract clearly sceks to establish
a rclationship of independent contrace. [t

53-8450 - 79 - 21
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specifically provides that it shall be gov-
crned by Ohio faw. The Ohio decisions
hold this relationship to be that of inde-
pendent contract. Coviello v. Industrial
Commission, 129 Ohio St. 589, 196 N.E.
661; Industrial Commission v. McAdow,
126 Ohio St. 198, 184 N.E. 759.

[2) The Government contends that the
findings of the District Court are supported
by. no evidence, claiming that the operation
through dispatchers and highway inspectors
employed by .appellee and the requircment
of drivers’ reports, all are evidence of such
‘control as to necessitate a finding that the
employer-employee relationship exists. It
stresses the circumstance that in order to
secure the license plates which, under the
rules of the Interstate Commerce Com-
mission, were required to be attached to
trucks in operation, the president of the ap-
pellee company was compelled to make ap-
plication to the Interstate Commerce Com-
mission and expressly to state that such
plates were to be displayed on motor ve-
hicles operated by and under the control,
supervision and responsibility of the ap-
pellee. We do not consider this fact con-
clusive. The Interstate Commerce Com-
mission recognizes operation of trucking
companics through independent contract,
and in its auditing department reports
this class of business under the heading
“Purchased Transportation.”  Since the
Motor Carrier Act, now part I of the In-
terstate Commerce Act, Title 49, U.S.C, §
3N et seq., 49 U.S.C.A. § 301 et seq., cov-
ers “all vehicles operated by, for, or in the
interest of any motor carrier irrespective of
ownership or of contract, express or im-
plied” Title 49, US.C., § 303(19), 49 U.S.
C.A. § 303(19), the present opceration, 5o 1ar
from being condemncd, 1s valid under fed-
eral law. The use of the plates and the
form of the application therefor is cleasly
explained by the neccssity for complying
with the regulations of the Interstate Com-
merce Commission.

{3,4] As opposed to this circumstande.
the owncr-operators select, discharge and
pay their drivers. In the only case of penal
ization shown in the record, the penalty was
suggested by the Opecrators’ Safety Couil
cil and was enforced, not by the appellee
but by the owner-operator. Neither the
drivers nor the owner-operators are undef
appellee’s control with reference to the
manner of their work. The important re-
lations which they obscrve grow out of 2ue
are impused by the contract and the applie”

BEST COPY AVAILABLF
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able statutes and rcgulations. The drivers
follow the routes required by the commis-
sions of the various states, but with sume
deviation, and in such case, “upon their own
responsibility.” It is significant that the
appellce in these transactipns usually does
not know in advance what particular driver
is to take the freight. This is cogent evi-
dence upon the proposition that while the
appellec instructs the owner-operators when
and where to transport the freight carried,
it docs not instruct them how to transport

it. While both the appcllce and the owner- .

operators have an interest in the transpor-
tation, and the responsibility is divided be-
tween them, clearly there is not such con-
trol as to create the relationship of employ-
ment between the appellee and owner-oper-
ators or the drivers.

Congress might have provided that such
a relationship should be considered an em-
ployment, but it has not done so. In fact
the Senate rejected a House amendment
which would have extended the coverage in
the statute beyond the employment relation-
ship. The House receded (Conference Re-
port, August 4, 1939, to accompany House
Resolution 6635, page 14), and the Act

was passed with coverage limited to em--

ployees. Moreover, the recent definition in
the Current Tax Payment Act of 1943 de-
fines employer as follows: )

“{(d) Employer. The term ‘employer
means the person for whom an individual
performs or performed any service, of
whatever nature, as the employce of such
person, except that—

“(1) if the person for whom the individu-
al performs or performed the services docs
not have control of the payment of the
wages for such services, the term ‘em-
ployer® * * * means the person having
control of the payment of such wages
* & o7 26 U.S.C Int.Rev.Code, § 1621
(d), 26 U.S.C.A. Int.Rev.Code § 1621(d).

In this case concededly the owner-oper-
ators completely control payment of the
wages.

These considerations require affirmance
of the judgment. We have recently made
a similar decision in Glenn, Collector, v.
Beard, 6 Cir., 141 F.2d 276. Our conclu-
sicn is in accord with the great weight of
authority both in federal and state decisions
upon this question. Texas Co. v. Higgins,
supra; Williams v. United States, 7 Cir.,
126 F.2d 129; Robinson v. Baltimore &
Ohio R. Co., 237 U.S. 84, 35 S.Ct. 491, 59
L.Ed. 849; Government Personnel Auto-

mobile Ass'n v. United States, § Cir., 124
F.2d 99. Cf. Midwest Haulers, Inc., v.
Brady. 6 Cir.,, 128 F.2d 496, 499; Walling
v. Sanders, 6 Cir,, 136 F.2d 78, which con-
strucd a similar provision of the Fair La-
bor Standards Act, 29 U.S.C,, § 201 et scq,,
29 U.S.C.A. § 201 et seq.; State ex rcl
Zone Cab Corp. v. Industrial Commission,
132 Ohio St. 156, 5 N.E.2d 477; Covicllo
v. Industrial Commission, supra; Gillum v.
Industrial Commission, 141 Ohio St. 373, 48
N.E2d 234. i

Our decision in Western Express Co. v.
Smeltzer, 88 F.2d 94, 112 A L.R. 74, is not
in conflict. While the operation therc pre-
sented certain features similar to those pre-
sented here, the question was one of tort
liability and not of contract relationship.
No written agreement existed between the
Western Express Company and the operator
of the truck in the Smeltzer case. Here a
contract, which is specific in every detail,
has been meticulously followed by the par-
ties, and expressly provides that the rela-
tionship is one of independent contract.
Moreover, the control exercised by the car-
rier over the details of the operation in
the Smeltzer case was more definite than
in the instant case. There the drivers were
subject to the call of the carrier while in
Chicago, and the rcports filed evidence a
greater degree of control than the drivers’
log used here. Explanation of delay was
required to be given, and details of expense
to be rcported. No construction of a stat-
ute was involved, and the sole question
was whether there was sufficient evidence
of control to sustain a jury verdict in a
court action. Obviously this is a question
to be determined by ¢anons of construction
different from those used to determine the
question of liability for tax under specific
statutes.

We are confirmed in our conclusion by
the fact that the tax is expressly required
to be computed upon the total wages paid
or payable by the employer. Title 42, U.S.
C., §§ 1001, 1101, 42 US.C.A. §§ 1001,
1101; Title 26, U.S.C., §§ 1400, 1600, 26
U.S.C.A. Int.Rev.Code, §§ 1400, 1600. In
this case the appellee paid no wages. The
record shows in two instances what wages
were paid by the owner-operator. It was
testified that the driver received the union
scale of two cents a mile. If all wages were
paid by this scale they would not exceed
twenty-one per cent of the full amount paid
to the owner-operators by the appeliee.
However, the Collector, without any evi-
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dence upon this question, determtined that
a third of the sum paid to the owner-oper-
ators constituted wages. This was an ar-
bitrary and illegal determination. Pre-
sumably the wages may have varied as be-
tween the different owmer-operators. As
was persuasively said in an analogous de-
cision of the Supreme Court of Ohio, “The
undisputed facts in this case show the im-
possibility of determining premiums based R
upon a payroll when there is none, and
there can be ncne in such a situation.”
Covicllo v. Industrial Commission, supra
(129 Ohio St 589, 196 N.E. 663].

The judgment is affirmed.
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UNITED STATES v. SILK, noiNG BUSINESS As AL-
BERT SILK COAL CO. .

NO. 312. CERTIORARI TO THE CIRCUIT COURT OF APPEALS
FOR THE TENTH CIRCUIT.*

Argued March 10, 1947 —Decided June 16, 1947,

1. In determining whether particular workers are independent con-
troctors or “‘employvees” within the meaning of the Social Sccurity
Act, the same rules are applicable as were applied by this Court
to the National Labor Relations Act in Labor Beard v. Hearst
Publications, 322 U.S. 111. Pp.713-714. '

2. Unloaders of coal who provide their own tools, work only when
they wish to work and are paid an agreed price per ton to unload
coal from railroud cars, held. in the circumstances of this case, to be
“employees” within the meaning of the Social Security Act. Pp.
706,716-718. - .

3. Truck drivers who own their own trucks, pay the expenses of their
operation, employ and pay their own helpers and receive comnpen-
sation on a piece-work or percentage basis, held, in the circum-
stances of these cases, to be independent contructors and not “em-
ployees” within the meaning of the Social Security Act. Pp. 706-
710, 718719, ’

155 F. 21 456, affirmed in part and reversed in part.

156 F. 2d 412, affirmned. -

No. 312. The District Court granted respondents a
judgment for a refund of social security taxes. The Cir-
cuit Court of Appeals affirmed. 1535 F. 2d 356. This
Court granted certiorari. 3290 U. S. 702. Affirmed in
part and reversed in part, p. 719.

No. 673. The District Court granted respondent a
judgment for a refund of social security taxes. The Cir-
cuit Court of Appeals affirmed. 156 F. 2d 412. This
Court granted certiocari. 329 U.8.700. Affirmed, p. 719. -

#Together with No. 673, Harrison, Collector of Internal Revenue,
v. Greyean Lines, [nc.. on certiorari to the Cirenit Court of Appeals
for the Seventh Cieenit, acgued March 10, 11, 1947,

REST COPY AVAILABLE
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Robert L. Stern argued the cause for petitioners.  With
him on the briefs were Acting Solicitor General Washing-
ton, Scwall Key and Lyle M. Turner. Jack B. Talc was
also with them on the brief in No. 312,

-Ralph F. Glenn argued the cause for respondent in
No. 312.  With him on the brief were Robert Stone and
Warren . Shaw.

Wilbur E. Benoy argued the cause for respondent in
No. 673. With himm on the brief were Artlur M. Scbas-
tian and Robert Driscoll. .

MR. Justice ReED delivered the opinion of the Court.

We consider together the above two cases. Both in-
volve suits to recover sums exacted from businesses by
the Commissioner of Internal Revenue as employment
taxes on employers under the Social Security Act)
In hoth instances the taxes were collected on assessments
made administratively by the Commissioner because he
concluded the persons here involved were employees of the
taxpayers. Both cases turn on a deterniination as to
whether the workers involved were employees under that
Act or whether they were independent contractors. Writs
of certiorari were granted, 329 U, S. 702 and 329 U. S. 709,
because of the general importance in the collection of
social security taxes of deciding what are the applicable
standards for the determination of employces under the
Act. Varying standards have been applied in the federal
courts.?

3 Titles VIII and X, Soeial Security Act, 49 Stat 636 and 639, as
repealed in part 53 Stat, 1.

See Internal Revenue Code, chap. 9, subchap. A and C.

2 Tezxas Co. v. Higgins, 118 F. 2d 636; Jounes v. Goodson, 121 F. 2d
176; Deecy Products Co.v. Welch, 124 F. 2d 592; American Oil Co. v,
Fly, 135 F. 2d 401; Glenn v, Beard, 141 F. 2d 376; Magruder v. Yellow



320

706 OCTOBER TERM, 1946.
Opinion of the Court. 331U0.8

Respondent in No. 312, Albert Silk, doing business as
the Albert Silk Coal Co., sued the United States, peti-
tioner, to recover taxes alleged to have been illegally
" assessed and collected from respondent for the years 1936
through 1939 under the Social Security Act. The taxes
were levied on respondent as an employer of certain work-
men some of whom were engaged in unloading railway coal
cars and the others in making retail deliveries of coal by
truck.

Respondent sells coal at retail in the city of Topeka,
Kansas. His coalyard consists of two buildings, one for
an office and the other a gathering place for workers,
railroad tracks upon which carloads of coal are delivered
by the railroad, and bins for the different types of coal.
Respondent pays those who work as unloaders an agreed
- price per ton to unload coal from the railroad cars. These
men come to the yard when and as they please and are
assigned a car to unload and a place to put the coal. They
furnish their own tools, work when they wish and work for
others at will. One of these unloaders testified that he
worked as regularly “as a man has to when he has to eat”’
but there was also testimony that some of the unloaders
were floaters who came to the yard only intermittently.

Respondent owns no trucks himself but contracts with
workers who own their own trucks to deliver coal at a
uniform price per ton. This is paid to the trucker by the
respondent out of the price he receives for the coal from
the customer. When an order for coal is taken in the
company office. a bell is rung which rings in the building
used by the truckers. The truckers have voluntarily

Cab Co., 141 F. 2d 324; United States v. Mutual Trucking Co., 141 F.
2d 635; Glenn v. Standard Oil Co., 148 F. 21 51, 53; McGouwan v.
Lazeroff, 14S F. 2d 512; United States v. Wholesale Oil Co., 154 F. 2d
745; United States v. Vogue, Inc., 145 F. 2d 609, 612; United States
v. dberdecn Aerie No. 24, 48 F. 2d 6353, 638; Grace v. Magruder, 148
F. 2d 679, 630-31; Nevins, Inc. v. Rothensies, 151 F. 2d 189,

BEST COPY AVAILABLE
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adopted a call list upon which their names come up in
turn, and the top man on the list has an opportunity to
deliver the coal ordered. The truckers are not instructed
how to do their jobs, but are merely given a ticket telling
them where the coal is to be delivered and whether the
charge is to be collected or not. Any damage caused by
them is paid for by the company. The District Court
found that the truckers could and often did refuse to
make a delivery without penalty. Further, the court
found that the truckers may come and go as they please
and frequently did leave the premises without permission.
They may and did haul for others when they pleased.
They pay all the expenses of operating their trucks, and
furnish extra help necessary to the delivery of the coal
and all equipment except the yard storage bins. No
record is kept of their time. They are paid after each
trip, at the end of the day or at the end of the week, as
they request.

The Collector ruled that the unloaders and truckers
were employees of the respondent during the years 1936
through 1939 within the meaning of the Social Security
Act and he accordingly assessed additional taxes under
Titles VIII and IX of the Social Security Act and Sub-
chapters A and C of Chapter 9 of the Internal Revenue
Code. Respondent filed a claim for a refund which was
denied. He then brought this action. Both the District
Court and the Circuit Court of Appesls * thought that the
truckers and unloaders were independent contractors and
allowed the recovery.

Respondent in No. 673, Greyvan Lines, Inc., a common
carrier by motor truck, sued the petitioner, a Collector
of Internal Revenue, to recover employment taxes alleged
to have been illegally assessed and collected from it under
similar provisions of the Social Security Act involved in

3155 F. 2d 356.
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Silk’s case for the years or parts of years 1937 through the
. first quarter of 1942. From a holding for the respondent
in the District Court petitioner appealed. The Circuit
Court of Appeals aflirmed. The chief question in this
case is whether truckmen who perform the actual service
of carrying the goods shipped by the public are employees
of the respondent. Both the District Court and the Cir-
cuit Court of Appeals* thought that the trucknien were
independent contractors.

The respondent operates its trucking business under
a permit issued by the Interstate Commerce Commission
under the “grandfather clause” of the Motor Carrier Act.
32 M.C.C.719.723. It operates throughout thirty-eight
states and parts of Canada, carrying largely household
furniture. While its principal office is in Chicago, it
maintains agencies to solicit business in many of the larger
cities of the areas it serves. from which it contracts to
move goods. As carly as 1930, before the passage of the
Social Security Act. the respondent adopted the systemi
of relations with the truckmen here concerned, which gives
rise to the present issue, The system was based on con-
tracts with the truckmen under which the truckmen were
required to haul exclusively for the respondent and to
furnish their own trucks and all equipment and labor
necessary to pick up. handle and deliver shipments, to
pay all expenses of operation, to furnish all fire. theft, and
collision insurance which the respondent might specify, to
pay for all loss or damage to shipmenrs and to indemnify
the company for any loss caused it by the acts of the
truckmen, their servants and employees, to paint the
designation “Greyvan Lines” on their trucks. to collect
all money due the company from shippers or consignees,
and to turn in such moneys at the office to which they
report after delivering a shipment, to post bonds with the

4156 F. 24 412
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company in the amount of £1.000 and cash deposits of
&250 pending final settleient of accounts, to personally -
diive their trucks at all times or be present on the truck
when a competent relief driver was driving (except in
emergencies. when a substitute might be employed with
the approval of the company). and to follow all rules,
regulations, and instructions of the company. All con-
tracts or bills of lading for the shipment of goods were to
be between the respondent and the shipper. The com-
pany’s instructions covered directions to the truckmen as
to where and when to load freight. If freight was
tendered the truckmen, they were under obligation to
notify the company so that it could complete the contract
for shipment in its own name. As remuneration, the
truckmen were o receive from the company a percentage
of the tariff charged by the company varying between 50
and 529 and a bonus up to 3% for satisfactory perform-
ance of the service. The contract was terminable at any
time by cither party. These truckmen were required to
take a short course of instruction in the company'’s
methods of doing business before carrying out their con-
tractual obligations to haul. The company maintained
a staff of dispatchers who issued orders for the truckmen’s
moveinents, although not the routes to be used, and to
which the truckmen. at intervals, reported their positions.
Cargo insurance was carried by the company. All per-
mits, certificates and franchises “necessary to the opera-
tion of the vchicle in the service of the Company as a
motor carrier under any Federal or State Law™ were to be
obtained at the company’s expense.

The record shows the following additional undisputed
facts. not contained in the findings. A manual of in-
structions, given by the respondent to the truckmen, and
a contract between the company and Local No. 711 of the
International Brotherhood of Teamsters, Chauffeurs, Sta-
blemen and Helpers of America were introduced in evi-
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dence. It suffices to say that the manual purported to
regulate in detail the conduct of the truckmen in the per-.
formance of their duties, and that the agreement with the
Union provided that any truckman must first be a member
of the union, and that grievances would be referred to rep-
resentatives of the company and the union. A company
official testified that the manual was impractical and that
no attempt was made to enforce it. We understand the
union contract was in effect. The company had some
trucks driven by truckmen who were admittedly company
employees. Operations by the company under the two
systems were carried out in the same manner. The in-
surance required by the company was carried under a
blanket company policy for which the truckmen were
charged proportionately.

The Social Security Act of 1935 was the result of long
consideration by the President and Congress of the evil of
the burdens that rest upon large numbers of our people
because of the insecurities of modern life. particularly old
age and unemployment. It was enacted in an effort to
coordinate the forces of government and industry for
solving the problems.* The principal method adopted by
Congress to advance its purposes was to provide for
periodic payments in the nature of annuities to the
elderly and compensation to workers during periods
of unemployment. Employment taxes. such as we are
here considering, are necessary to produce the revenue -
for federal participation in the program of alleviation.
Employers do not pay taxes on certain groups of .
employees, such as agricultural or domestic workers

3 Message of the President, January 17, 1935, and Report of the
Committee on Economic Security, H. Doc. No. 81, 74th Cong., 1st
Sexs.; 8. Rep. No. 652, T4th Cong,, Ist Sess.; 8. Rep. No. 734, 76th
Cong., Ist Sess.; H. Rep. No. 615, 74th Cong., 1st Sess.; H. Rep. No.
2N, hth Cong., Ist Nexs,  Steward Machine ('o. v. Davis, 301 U. S
548; Helvering v. Davis, 301 U. S. 619.
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but none of these exceptions are applicable to these cases.
§§ 811 and 907. Taxes are laid as excises on a percentage
of wages paid the nonexempt employees. .§§ 804 and
901; I. R. C. §§ 1410, 1600. “Wages” means all remu-
neration for the employment that is covered by the Act,
cash or otherwise. §8811,907; I.R.C.§§ 1426. 1607 (b).
“Employment” means “any service, of whatever nature,
performed . . . by an employee for his employer, ex-
cept . . . Agricultural labor” et cetera. §§ 811 (b),
907 (c¢); 1. R. C. §§ 1426 (b), 1607 (c). As a corollary to
the coverage of employees whose wages are the basis for
the employment taxes under the tax sections of the social
security legislation, rights to benefit payments under fed-
eral old age insurance depend upon the receipt of wages as
employees under the same sections. 53 Stat. 1360, §§ 202,
209 (a), (b), (g). 205 (¢) (1). Sce Social Security Board
v. Nierotko, 327 U. S.358. This relationship between the
tax sections and the benefit sections emphasizes the under-
lying purpose of the legislation—the protection of its bene-
ficiaries from some of the hardships of existence. Helver-
ing v. Davis, supra, 640. No definition of employer or
employee applicable to these cases occurs in the Act. See
§907 (a) and I. R. C. § 1607 (a). Compare, as to carrier
employment, I. R, C. § 1532 (d), as amended by 60 Stat.
722, §1. Nothing that is helpful in determining the
scope of the coverage of the tax sections of the Social
Security Act has come to our attention in the legislative
history of the passage of the Act or amendments thereto.
Since Congress has made clear by its many exemptions,
such as, for example, the broad categorics of agricultural
labor and domestic service, 53 Stat. 1384, 1393, that it was
not its purpose to make the Act cover the whole field of
service to every busincss enterprise, the sections in ques-
tion are to be read with the exemptions in mind. The
very specificity of the exemptions, however, and the gen-
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erality of the employment definitions ¢ indicates that the
terms “employment’” and “employee,” are to be construed
to accomplish the purposes of the legislation. As the
- federal social security legislation is an attack on recognized
evils in our national economy, a constricted interpretation
of the phrasing by the courts would not comport with its
purpose. Such an interpretation would only make for a
continuance, to a considerable degree, of the difficulties for
which the remedy was devised and would invite adroit
schemes by some employers and employees to avoid the
immediate burdens at the expense cf the benefits sought
by the legislation.” These considerations have heretofore
guided our construction of the Act. Buckstaff Bath House
Co. v. McKinley, 308 U. S. 3538; Social Security Board v.
Nierotho, 327 U.S. 358.

Of course, this does not mean that all who render service
to an industry are employees. Compare Metcalf & Eddy
v. Mitchell, 269 U. S. 514, 520. Obviously the private
contractor who undertakes to build at a fixed price or on
cost-plus a new plant on specifications is not an employee
of the industry thus served nor are his employees. The
distributor who undertakes to market at his own risk the
product of another, or the producer who agrees so to manu-
facture for another, ordinarily cannot be said to have the
employer-employee relationship. Production and distri-
bution are different segments of business. The purposes
of the legislation are not frustrated because the Govern-

8 See 53 Stat. 1384, 1393, “The term ‘employment’ means any service
performed prior to Junuary |, 1940, which was employment as defined
in this section prior to such date, and any service, of whatever nature,
performed after December 31, 1939, within the United States by an
employec for the perzon employing him, irrespective of the citizenship
or residence of either, except— . . . .” Compare 49 Stat. 639 and
643. :

* Nothing to suggest tax avoidance appears in these records,



327
UNITED STATES ». SILK. 713

704 Opinion of the Court.

ment collects employment taxes from the di<tributor in-
stead of the producer or the other way around.’

The problem of differentiating between employee and
an independent contractor, or between an agent and an
independent contractor, has given difficulty through the
years before social legislation multiplied its importance.
When the matter arose in the administration of the Na-
tional Labor Relations Act, we pointed out that the legal
standards to fix responsibility for acts of servants, em-
ployees or agents had not been reduced to such certainty .
. that it could be szid there was “some simple, uniform and
easily applicable test.” The word “employee.” we said,
was not there used as a word of art, and its content in its
context was a federal problem to be construed “in the light
of the mischief to be corrected and the end to be attained.”
We concluded that, since that end was the elimination of
labor disputes and industrial strife, “employces” included
workers who were such as a matter of economic reality.
The aim of the Act was to remedy the inequality of bar-
gaining power in controversies over wages, hours and
working conditions. We rejected the test of the “techni-
cal concepts pertinent to an employer’s legal responsibility
to third persons for acts of his servants.” This is often
referred to as power of control, whether exercised or not,
over the manner of performing service to the industry.
Restatement of the Law, Agency, § 220. We approved the
statement of the National Labor Relations Board that
“the primary consideration in the determination of the
applicability of the statutory‘definition is whether effectu-
ation of the declared policy and purposes of the Act com-
prehend securing to the individual the rights guaranteed
and protection afforded by the Act.” Labor Board v.
Hearst Publications, 322 U. S. 111, 120, 123, 124, 128, 129,
131.

Application of the social sceurity legislation should fol-
low the same rule that we applied to the National Labor



328

714 OCTOBER TERMI, 1946.
Opinion of the Court. 331U.8.

Relations Act in the Hearst case. This, of course, does not
leave courts free to determine the emrployer-employee re-
lationship without regard to the provisions of the Act.
The taxpayer must be an “employer” and the man who re-
ceives wages an “employee.” There is no indication that
Congress intended to change normal business relationships
through which one business organization obtained the
services of another to perform a portion of production or
distribution. Few businesses are so completely integrated
that they can themselves produce the raw material,
manufacture and distribute the finished product to the
ultimate consumer without assistance from independent
contractors. The Social Security Act was drawn with this
industrial situation as a part of the surroundings in which
it was to be enforced. Where a part of an industrial
process is in the hands of independent contractors, they
are the ones who should pay the social security taxes.

The long-standing regulations of the Treasury and the
Federal Security Agency (H. Doc. 595, 79th Cong., 2d
Sess.) recognize that independent contractors exist under
the Act. The pertinent portions are set out in the mar-
gin.® Certainly the industry’s right to control how “work
shall be done” is a factor in the determination of whether
the worker is an employee or independent contractor.

8 Treasury Regulations 90, promulgated under Title IX of the
Social Security Act, Art. 205: .

“Generally the relationship exists when the person for whom services
are performed 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 al<o as to the details and means by which that result
is accomplizhed.  That is, an employee is subject to the will and
control of the employer not only as to what shall be done but how it
shall be done. . .. The right to discharge is alo an important factor
indicating that the person possessing that right is an employer. Other
factors churaeteristie of an employer are the furnizlung of tools and
the furni-hing of a place to work, to the individual who performs the
serviees,  In general) if anindividual is subject to the control or liree-
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The Government points out that the regulations were
construed by the Commissioner of Internal Revenue to
cover the circumstances here presented. This is shown
by his additional tax assessments. Other instances of
such administrative determinations are called to our

attention.®

So far as the regulations refer to the effect of contracts,
we think their statement of the law cannot be challenged
successfully. Contracts, however “skilfully devised,”
Lucas v. Earl, 281 U. S. 111, 115, should not be permitted
to shift tax liability as definitely fixed by the statutes.”

tion of another merely as to the result to be accomplished by the work
and not as to the means and methods for accomplishing the result,
he is an independent contractor, not an employee. ]

“If the relationship of employer and employee exists, the designation
or description of the relationship by the parties as anything other than
that of employer and employce is immaterial. Thus, if two individuals
in fact stand in the relation of employer and employce to each other,
it is of no consequence that the employee is designated as a partner,
coadventurer, agent, or independent contractor.

““The measurement, method, or designation of compensation is also
immaterial, if the relationship of employer and employee in fact exists.

“Individuals performing services as independent contractors are not
employees. Generally, physicians, lawyers, dentists, veterinarians,
contractors, subcontractors, public stenographers, auctioneers, and
others who follow an independent trade, business, or profession, in
which they offer their services to the public, are independent con-
tractors and not emplovees.”” 26 C. F. R. §400.205. Sce also
Treasury Regulations 91, 26 C. F. R. §401.3. (Emphasis added.)

® The citation of these cases docs not imply approval or disapproval
of the results. The cases do show the construction of the regulation
by the agency. United States v. Mutual Trucking Co., 141 F. 2d 635,
Jones v. Goodson, 121 F. 2d 176; Magruder v. Yellow Cab Co., 141 F.
2d 324; Tezas Co.v. Higgins, 118 F. 2d 636; American Oil Co. v. Fly,
135 F. 2d 491; Glenn v. Standard Oil Co., 148 F. 2d 51.

See also note 2.

30 Gregory v. Helvering, 203 U. S. 465; Griffiths v. Commissioner,
308 U. 8. 355; Higgins v. Smith, 308 U. S, 473; Helvering v. Clifford,
309 U.S. 331
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Probably it is quite impossible to extract from the stat-

ute a rule of thumb to define the limits of the employer-
employee relationship. The Social Security Agency and
the courts will find that degrees of control. opportunities
for profit or loss. investment in facilities. perma-
nency of relation and skill required in the claimed inde-
pendent operation are important for decision. No one is
controlling nor is the list complete. These unloaders and
truckers and their assistants are from one standpoint. an
integral part of the businesses of retailing coal or trans-
porting freight. Their energy, care and judgment may
conserve their egquipment or increase their earnings but
Greyvan and Silk are the directors of their businesses.
On the other hand, the truckmen hire their own assistants,
own their trucks, pay their own expenses, with minor ex-
ceptions, and depend upon their own initiative, judgment
and energy for a large part of their success.
- Both lower courts in both cases have determined that
" these workers are independent contractors. These infer-
ences werc drawn by the courts from facts concerning
which there is no real dispute. The excerpts from the
opinions below show the reasons for their conclusions.”

Giving full consideration to the concurrence of the two
lower courts in a contrary result, we cannot agree that the

1 United States v. Silk, 1535 F. 2d 356, 358-9: “But even while they
work for appellee they are not subject to his control as to the method
or manner in which they are to do their work. The undisputed
evidence is that the only supervision or control ever exercised or that
could be exercizedd over the haulers was to give them the sales ticket
if they were willing to take it, and let them deliver the coal. They
were free to choose any route in going to or returning. They were not
required even to take the coal for delivery.

“We think that the relationship between appellee and the unloaders
is not materially different from that between him and the haulers. In
response to a question on cross examinution, appellee did testify that
the unloaders did what his =aperintendent ar the coal varnd told them
to do, but when con-ulered in the light of all bis testimony, all that
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unloaders in the Silk case were independent contractors.”

They provided only picks and shovels. They had no op-
pqrtunity to gain or lose except from the work of their

this answer meant was that they unloaded the car assigned to them
into the designated bin. . . .

“The undisputed facts fail to establish such reasonable measure of
direction and control over the method and means of performing the
services performed by these workers as is necessary to establish a legal
relationship of emnployer and employee between appcllee and the
workers in question.” . .

Greyvan Lines v. Harrison, 156 F. 2d 412, 414-16. After slating
the trial court's finding that the truckmen were not employees, the
appellate court noted:

“Appellant contends that in determining these facts the court failed
to give effect to important provisions of the contracts which it asserts
clearly show the reservation of the right of control over the truckmen
and their helpers as to the methods and means of their operations
which, it is agreed, furnish the test for determmmg the relationship
here in question. i

It then discussed thc manual and concluded:

“While it is true that many provisions of the manual, if strictly
enforced, would go far to establish an employer-employee relationship .
between the Company and its truckimen, we agree with appellee that
there was evidence to justify the court’s disregarding of it. It was not
prepared until April, 1940, although the tax period involved was from
November, 1937, through Maurch, 1942, and there was no evidence to
show any change or tightening of controls after its adoption and dis-
tribution; one driver testified that he was never instructed to follow
the rules therein provided; an officer of the Company testified that it
had been prepared by a group of three men no longer in their employ,
and that it had been inpractical and was not adhered to.”

After a discussion of the helper problem, this stutement appears:

. the Company cannot be held liable for employinent taxes on the
wages of persons over whomn it exerts no centrol, and of whose employ-
ment it has no knowledge. And this element of control of the truck-
men over their own helpers goes far to prevent the employer-employee
relationship from arising between them and the Company. While
many factors in this case indicate such control as to give rise to that
relationship, we think the most vital one is missing because of the
complete control of the truckmen as to how many, if any, and what
helpers they make use of in their operations. . .-.”

32 Cf, Grace v. Magruder, 148 F. 2d 679,

53-845 0 - 79 - 22
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hands and these simple tools. That the unloaders did not
work regularly is not significant. They did work in the
course of the employer's trade or business. This brings
. them under the coverage of the Act.”® They are of the
group that the Social Security Act was intended to aid.
Silk was in a position to exercise all necessary supervision
over their simple tasks. Unloaders have often been held

to be employees in tort cases.**
There are cases, too, where driver-owners of trucks or
wagons have been held employees ** in "accident suits at

131 R. C, chap. 9, subchap. A, § 1426 (b), as amended, 53 Stat.
1384: .

“The term ‘employment’ means any service performed . . . by an
employee for the person employing him . . . except—

“(3) Casual hbor not in the coursc of the employer’s trade or
business; . . .”

1 Swift & Co. v. Alston, 4SGa App. 649 173 S. E. 741; Holmes v.
Tennessee Coal, 1. & R. Co., 49 La. Ann. 1463, 22 So. 403; Muncie
Foundry Co. v. Thompsoi, 70 Ind. App. 157, 123 N. E. 196; Ch!cago,
R.1.& P.R. Co.v. Bennett, 36 Okla. 358, 128 P. 705; Murray's Case,
130 Me. 181, 154 A. 352; Decatur R. Co. v. Industrial Board, 276 Ili.
472, 114 N. E. 915; Benjamin v. Fertilizer Co., 169 Miss. 162, 152 So.
839.

13 [Western Express Co. v. Smeltzer, 88 F. 2d 94; Industrial Com-
mission v. Bonfils. 78 Colo. 306, 241 P. 735; Coppes Bros. & Zook v.
Pontius. 76 Ind. App. 298, 131 N. E. 843; Burrussv. B. M. C. Logging
Co.. 38 N. M. 234, 31 P. 2d 263: Bradley v. Republic Creosoting Co.,
231 Mich. 177, 274 N. W. 734; Rouse v. Town of Bird Island, 169
Minn. 367, 211 N. W. 327; Industrial Commission v. Hammond, 77
Colo. 414, 236 P. 1006 Kirk v. Lime Co. & Insurance Co., 137 Me.
73, 15 A. 2d 184; Showers v. Lund, 123 Neb., 36, 242 N, W, 258;
Burt v. Davis-Wood Lumber Co., 157 La. 111, 102 So. 87; Dunn v.
Reeves Coal Yards Co., Inc., 150 Minn. 282, 184 N. \V. 1027; Waters
v. Pioneer Fuel Co.. 52 NMinn. 474, 53 N.W.532; Warnerv. Hardwood
Lumber Co., 231 Mich. 328, 204 N. W. 107; Frost v. Blue Ridge
Timber Corp.. 153 Tenn, 18, 11 3. \\ 2 860; Lee v. Mark H. Brown
Lumber Co, 15 La. App. 294, 131 So. 697, '

Sce p:rmularly Singer Manufacturing Co. v. Rahn, 132 U, S. 518
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tort or under workmen's compensation laws. But we
agree with the decisions below in Silk and Greyvan that
where the arrangements leave the driver-owners so much
responsibility for investment and management as here,
they must be held to be independent contractors.’® These
driver-owners are small businessmen. They own their
own trucks. They hire their own helpers. In one in-
stance they haul for a single business, in the other for any
customer. The distinction, though important, is not con-
trolling. It is the total situation. including the risk
undertaken, the control exercised, the opportunity for
profit from sound management, that marks these driver- -
owners as independent contractors.

No. 312, United States v. Silk, is afﬁrmed in part and
reversed in part.

No. 673, Harrison v. Greyvan Lines, Inc., is affirmed.

MRg. Justice BrLack, Mr. JusticE DouvcLas and Mgr.
JusTice MuRrrHY are of the view that the applicable prin-
ciples of law, stated by the Court and with which they
agree, require reversal of both judgments in their
entirety.

Mpr. JusTicE RUTLEDGE.

I join in the Court’s opinion and in the result insofar as
the principles stated are applied to the unloaders in the
Silk case. But I think a different disposition should be
made in application of those principles to the truckers in
that case and in the Greyvan case.

So far as the truckers are concerned, both are border-
Jine cases.! That would be true, I think, even if the so-

36 Compare United States v. Mutuel Trucking Co., 141 F. 2d 655;
Glenn v. Standard Oil Co., 148 F. 2d 51.

1 The opinion of the Circuit Court of Appeals in the Greyvan case
stated, after referring to United States v. Mutual Trucking Co., 141 F.
2d 655: “It is true that the fucts there do not present as close a
question as in the case at bar.” And see note 3.
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called “common law control” test were conclusive,’ as
the District Court and the Circuit Court of Appeals in each
case seem to haveregarded it.® It iseven more true under

2]t is not at all certain that either Silk or Greyvan Lines would not
be held liable in tort, under application of the common law test, for
injuries negligently inflicted upon persons or property of others by
their truckers, respectively, in the course of operating the trucks in
connection with their businesses. Indeed this result would seem to
be clearly indicated, in the case of Greyvan particularly, in view of
the fact that the trucks bore its name, in addition to other factors
including a large degree of control exercised over the trucking opera-
tions. For federal cases in point sce Silent Automatic Sales Corp.
v. Stayton, 45 F. 2d 471 (applying Missouri law); Falstaff Brewing
Corp. v. Thompson, 101 F. 2d 301 (applying Nebraska law); Young v.
Wilky Carrier Corp., 54 F. Supp. 912, aff’d, 150 F. 2d 764 (applying
Pennsylvania law). And sce for a general collection of state cases,
9 Blashfield, Cyclopedia of Automobile Law and Practice (1941)
§ 6036.

Certainly the question of coverage under the statute, as an em-
ployee, should not be determined more narrowly than that of em-
ployvee status for purposes of imposing vicarious liability in tort upon
an employer, whether by application of the control test exclusively
or of the Court’s broader ruling.

3In the Silk case formal findings of fact and conclusions of law by
the District Court do not appear in the record. But a “Statement by
the Court” recites details of the arrangements with the truckers and
unloaders in the focus of whether Silk exercized contral over them
and concludes he did not; hence, there was no employer-employee
relation. The opinion of the Circuit Court of Appeals, though recog-
nizing the necessity for liberal construction of the Act, treats the
facts found in the same focus of contrul. The court was influenced by -
the regulations promulgated under the Act (Reg. 90, Art. 205) and
also by the Burean of Internal Revenue (Reg. 91, Art. 3). The
opinion conclindes: “The undisputed facts fail to establish <uch reason-
able measure of direetion and control over the method and means of
performing the services . . . as is neecssary” to create the employer-
employee relation. 155 F. 2d 356, 359.

In the Greyvan case formal findings anrd conelusions were filed.
The Circuit Court of Appeals, accepting the findings, conelided they
did not show “change or tightening of conteols” after the company’s
adoption of a manual in 1940, although itx provisions “if strictly en-
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the broader and more factual approach the Court holds
should be applied.

I agree with the Court’s views in adopting this approach
and that the balance in close cases should be cast in favor
of rather than against coverage. in order to fulfill the
statute’s broad and beneficent objects. A narrow, con-
stricted construction in doubtful cases only goes. as
indeed the opinion recognizes, to defeat the Act's policy
and purposcs pro tanto.

But I do not think it necessary or perhaps in harmony
with sound practice, considering the nature of this Court’s
functions and those of the district courts, for us to under-
take drawing the final conclusion generally in these bor-
derline cases. Having declared the applicable principles
of law to be applied. our function is sufficiently discharged
by seeing to it that they are observed. And when this has
been done, drawing the final conclusion, in matters so
largely factual as the end result must be in close cases, is
more properly the business of the district courts than
ours.

Here the District Courts and the Circuit Courts of Ap-
peals determined the cases largely if not indeed exclusively
by applying the so-called “common law control” test as the
criterion.  This was clearly wrong, in view of the Court’s
present ruling. But for its action in drawing the ulti-
-mate and largely factual conclusion on that basis, the
error would require remanding the causes to the District

forced, would go far to establish an employer-emplovee relation-
ship . . .. 156 F. 2d 412, 415. However, it found another factor
conclusive: “While many factors in this case indicate such control
as to give rise to that relationship, we think the most vital one is
missing because of the complete control of the truckmen as to how
many, if any, and what helpers they make use of in their opera-
tions.” 156 F. 2d at 416. Apparently not control of the method of
performing the work in general but absence of expressly reserved
right of control in a single feature became the criterion used. '
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Courts in order for them to exercise that function in the

light of the present decision. .
I would follow that course, so far as the truckers are

concerned.




FOOTOTE 3

96TH CONGRESS
1ST SESSION
H. R. 5266

IN THE HOUSE OF REPRESENTATIVES

Mr. PHILIP M. CRANE introduced the following bill; which was
referred to the Committee on Ways and Means.

A BILL

To amend the Internal Revenue Code of 1954 to clarify the
standards used for determining whether individuals are self-
employed for purposes of the employment taxes. -

1 Be it emacted by the Senate and House of Representatives

2 ‘of the United States of America in Congress assembled,
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SHORT TITLE

SECTION 1. This Act may be cited as the ''Self-Employed

Tax Status Clarification Act of 1979'’.
STANDARDS

SEC. 2. (a) IN GENERAL.--CHapter ?5 of the Internal
Revenue Code of 1954 (relating to general provisions
relating to the employment taxes) is amended by adding at
the end thereof the following new section:

''SEC. -3508. ALTERNATIVE STANDARDS FOR DETERMINING WHETHER
INDIVIDUALS ARE NOT EMPLOYEES.

''(a) GENERAL RULE.--For purposes of this subtitle other
than chapter 22 and for purposes of chapter 2, and
notwithstanding any other provision of chapters 21, 23, and
24 of this subtitle, if all of the requirements of
subscction (b), (c¢), or (d) are met with respect to service
performed by any individual--

''(1) such service shall be treated as being
performed by an individual who is not an employee, and

''(2) the person for whom such service is performed
shall not be treated as an employer with respect to such
service, '

t'(b) SUBSECTION (b) REQUIREMENT.--For purposes of
subsection.(a), the requirements of thi's subsection are met
with respect to service performed by any individual if--

'1(1) CONTROL OF HOURS WORKED.--The individual
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controls the aggregate number of hours actually worked
and substantially all of the scheduling of the hours
worked. )

t%(2) PLACE OF BUSINESS.~--The individual does not
maintain a principal place of business, or, if he does
so, his principal place of busine;s is not provided by
the person for whom such service is performed, or, if it
is so provided, the individual pays such person rent
therefor. For purposes of this paragraph, the individual
shall be deemed not to have a principal place of
business if he does not perform substantially all the
service at a single fixed location.

*1(3) INVESTMENT OR INCOME FLUCTUAT!ON.--

'*(A) The individual has a substantial
investment in assets used in connection with the
performance of the service, or !

'"*(B) The individual risks income fluctuations
because his remuneration with’respect to such
service is directly related to sales or other output
rather than to the number of hours actually worked.
''(4) WRITTEN CONTRACT AND NOTICE OF TAX

RESPONSIBILITIES. -~

''(A) The individual performs the service

pursuant to a written contract between the

individual and the person for whom such service is
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performed--
''(i) which was entered into before the
pgrformance of the service, and
''(ii) which provides that the individual
will not be treated as an employee with respect
to such service for purpoées of the Federal
Insurance Contributions Act, the Social Security
Act, the Federal Unemployment Tax Act, and
income tax withholding at source; and
''(B) The individual is provided written notice,
in such contract or at the time such contract is
executed, of his responsibility with respect to the
payment of self-employment and Federal income taxes.
t'(5) FILING OF REQUIRED RETURNS.--The person for
whom such service is performed files any information
returns required in respect of such service under

section 6041(a).

**(c) SUBSECTION (c) REQUIREMENT.--For purposes of
subsection (a), the requirements of this subsection are met
with respect to service performed by any individual if--

'1(1) INVESTMENT IN ASSETS.--The individual has a
substantial investment in the assets used to perform
such service.

''(2) OWNERSHIP OR LEASE OF ASSETS.--The individual

owns the assets, or holds them under a bona fide lease
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agreement.

'*(3) MAINTENANCE OF ASSETS.--The individual is
responsible for the maintenance of the assets.

'7(4) INCIDENCE OF COSTS.--The individual bears the
principal burden of the operating costs of the assets,
including fuel, repairs, supplies, insurance, and
personal expenses while engaged in the performance of
the service. ‘

' (5) RESPONS!BILITY FOR PERSONAL SE#VICES.--The
individual is responsible for supplying the personal
services necess;ry in performance of the business.

'1(6) CONTRACT.--The individual performs such
service pursuant to a written or oral contract with the
person for whom such service is performed.

'1(7) RETURNS.--Failure by an individual to file any
return with respect to remuneration received for the
service involved, unless such failure is willful or
intentional, shall not affect the application of this
subsection to such individual.

t1(d) SUBSECTION (d) REQUIREMENT.--For purposes of

subsection (a), the requirements of this subsection are met
with respect to service performed by any individual in any

taxable year if--

'1(1) such individual performed similar services for

5 or more payors during the preceding calendar year, or
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'1(2) objective circumstances indicate that such
individual can reasonably expect to perform services for
5 or more payors during the taxable year.

''(e) SPECIAL RULES.--

''{1) SECTION NOT TO APPLY TO CERTAIN IND!VIDUALS
FOR PURPOSES OF SOCIAL SECURITY T‘AXES.--For purposes of
chapters 2 and 21, this section shall not apply to an
individual described in section 3121(d)(3) (relating to
certain agent-drivers, commission-drivers, full-time
life insurance salesmen, home workers, and traveling or
city salesmen).

'1(2) SPECIAL RULE FOR CONTRACTS ENTERED INTO BEFORE
1981.--With respect to contracts entered into before
January 1, 1981, subsection (b)(4) of this section shall
be deemed to be satisfied if such contract clearly
indicates that the individual is not an employee (either
by specifying that the individual is an independent
contractor or otherwise), provided that the notice
required by subsection (b)(4){B) is given hefore January
1, 1981.

"' (f) NO INFERENCE.--1f all the requirements of

subsection (b), (c), or (d) are not met with respect to any

service--

''{1) nothing in this section shall be construed to

infer that the service is performed by an employee or
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that the person for whom the service is performed is an
employer, and

"(2)'any determination of such an issue shall be
made as if this section had not been enacted.''

(b) CLERICAL AMENDMENT.--The table of sections for such
chapter 25 is amended by adding at the end thereof the
following new item: )

'*Sec. 3508. Alternative standards for
determining whether individuals are
not employees.''

SOCIAL SECURITY COVERAGE

SEC. 3. (a) Section 210(a) of the Social Security Act is
amended by striking out ''or'' at the end of paragraph (19),
by striﬁing out the period at the end of paragraph (20) and
inserting in lieu thereof ''; or'', and by adding after
paragraph (20) .the following new paragraph:

''(21) Service which, under section 3508 of the Internal
Revenue Code of 1954, is treated as being performed by an
individual who is not an employee.'"'.

(b) Section 3121(b) of the Internal Revenue Code of 1954
(relating to definition of employment) is amended by
striking out ''or'' at the end of paragraph (19), by
striking oul the period at the end of paragraph (20) and
inserting in lieu thereof ''; or'', and by adding after
paragraph (20) the following new paragraph:

''(21) service which, under section 3508, is treated
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as being performed by an individual who is not an
employee.''.

REPORT

SEC. 4, Not later than January 1, 1984, the Secretary of
the Treasury shall prepare and submit to the Committee on
Ways and Means of the House of Represéntatives and the
Committee on Finance of the Senate a report on the
compliance of individuals who are not treated as employees
by reason of the amendments made by ‘this Act with reporting
of income and payment of tax requirements under chapters 1
and 2 of the Internal Revenue Code of 1954,

EFFECTIVE DATE

SEC. 5. (a) Except as provided in subsection (b), the
amendments made by this Act shall apply to service performed
after December 31, 1979.

(b) Subsection (b) of section 3508 of the Internal
Revenue Code of 1954 (as added by this Act) shall not apply
to any attempt after December 31, 1979, to change the
employment status of an individual from status as an

employee to status as an independent contractor.
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{710,218]) Associated Geueral Contraclors of Califo'rnia. Inc. et al, Petitioners v.
National Labor Relations Board, Respondent and Joint Council of Teansters, No, 42 et al,
Intervenors. .

United States Court of Appeals, Ninth Circuit. Nos, 75-3157, 75-3370, 75-3580. Octo-
ber 11, 1977.

Petition for Review and Cross-Application for Enforcenient of a Decision of the
National Labor Rclations Board.

National Labor Relations Act

Judicial Revicw—Representation Determination—Preelection Unfair Labor Practice.
—Although, by itscl, an NLRB representation determination that truck owner-operators
were employees was not subject to judicial review, a fedeml appeals conrt could review
the issue in conncction with a complaint that general contractors had unlawfully enteeed
into new contracls covering owner-operators prior to a scheduled decettification clection.
Since there was no order predicated on the results of an clection, the matter was not
reviewable mder Scction 9(d) of the Act. However, the court did have jurisdiction under
Scction 10(f) to review the issue in order to determine whether or not an unfair labor
practice had occurred. The court could not reverse the Board's decision in the repre-
sceetation case to include the owner-aperators on the election ballot. NILRA, Scctions
9(d) and 10(f). Back references.—Y 2390.053 and .22,

Independent Contractors—Owner-Drivers- -Freedom to Contract.—-Dump truck owner-
opecrators were independent contractors rather than employces of gencral contractors.
The total factual context and all incidents of the relationship must be assessed and

T2 UL S C 09I (4) pronides as follows:
Nothing in thls section shatl be coonstrued to
prohibit the walving of hearinges by stipulatton
for the purpose of a consent clection In con-
formlty with rerulations and rules of declsion
of the pBoard.

1We recognize that there Is ease Jaw holding
that the Board may not alter A bargaining unit
thitt was ostablished by a stipidation between
partics  See, e w, NLEH v Inileslive Iutellr-
gence Servace, tne, (66 142 8 1204820 418 F. 2d
102 (9th Cir. 3y Tidewniter Oil Coo v,
NLRRB, |53 L4 9 11,153) 358 F. 2d 363, MO (24
Cir. 31966, Howeser, the Board has authority

410,215

to Interpiet a stipulation which it finds am-
biguous., NLRI v. Detective Intelliyence Serv-
tce, Inc, aupra, M8 F. 2d at 1725

Moremer, we note In passing that  those
cases, holding the Board had no discietion to
alter an unambiguosus unit er1eated by stiputa-
ton, eame up (or review after an unfalr labor
pactlee finding by the Board. We nie aware
of no ease which has used the Kune exivption
to provide for direct Judictal review In these
clrcamstanecs, ang we deeline any oppartunily
to expand this exeeplion beyond s intention-
ally nparcow confines.

© 1977, Commmerce Clearing House, Inc.
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weighed, and no onc factor is decisive. The individuals were skilled operators who
tnvested substantial sums in their equipment and who bore the risk of loas. ‘They were
free to reject hauliug contracts; they did not have continuing relationships with contrac-
tors; they could hire substitutes and subcontracts; and their hourly pay reflected the
use of the equipment as wecll as the value of their labor. The contractors’ control of
loading and dumping sites, route instructions, use of load checkers, and reprimands for
standing around did not establish a right to control the manner or mecans of doing the
work, NIL.RA, Section 2(3). Back rcference.—Y 1680.3571. :

Denying enforcement of (1975) 220 NLRB—(No. 93), 1975-26 CCH NLRB { 16,295.
See also (1973) 201 NLRB—(No. 36), 1973 CCH NLRB {]24,971.

John H. Stephens (Cox, Castle & Wecks), for Petitioner Associated General Con-
tractors of California. Kenncth N. Silber (Brundage, Beeson, Tayer & Kovach), for
Petitioners Teamsters, T.ocals 137, 150 and others, * Alvin Shaight, Jr. (Paul, Iastings &
Janofsky), for Pctitioner Associated Independent Owner-Operators. Carol Dedeo, for
Respondent. William C. Nottger, Jr. (Brundage, Beeson, & Pappy), for Intervenors Joint

Council of Teamsters, No. 42.

Before BarNes and Sneep, Circuit Judges and WoNg,* District Judge.

[Statement of Case)

Sneep, C. J.: Associated General Con-
tractors of Californis, Inc. (AGC), Building
Industry Association of California, Inc.
(BIA), and Engincering and Grading Con-
tractors Association, Inc. (ILGCA) (jointly
referred to as “Employers”), Teamsters
Local Union No. 137, ct al. (Northern Cali-
fornia Unions), arnd the Associated Inde-
pendent Ohwner-Operators, Inc. (AT0OO),
petition this court under scction 10(f) of
the National Labor Relutions Act, 29 U.S. C.
§ 160(f) (Act) to review a decision and
order of the National Labor Relations Buurd
(Baard). The Joint Council of Teamsters
No. 42, ¢t al, (Southern California Unions)
and the California Duinp Truck Owners
Association (CDTOA) have intervened, and
the Roard has filed a cross-application lor
enforcement. In the decision and order, the
Board found that the Ewmployers had en-
gaged in unfair Iobor practices within the
meaning of scctions 8(a){1) and (2).of the
Act, 29 U. S. C. §5158(a)(1) and (2),' by
entering into, maintaining and enforcing
contracts with the Unions at a time when a
real question concerning the representation
of the employees existed. 1t is reported at
[1975-76 CCH NLRB §16,295] 220 NLRB 93.

+ I. Facts

The AGC, BIA and EGCA are voluntary
associations of employers engaged in the
building and coustruction industry. They
represent their emnployer-icmbers in nego-
tiating and administering collective bargain-
ing agreements; all three represent em-
ployers in their negotiations wiih the South-
crn California Unions and the AGC and
EGCA represent cinployers in negotiations
with the Nortlicrn California {Inions,

The Ywployers use dump trucks and
other vehicles in the course of their con-
struction businesses. These vehicles are op-
erated either by daver-employees, who are
employed in the traditional scnse and who
are represented by the Union,' or owner-
operators, who arc represeated by the
AIQO and the CDYFOA. The fundamental
issue around which this liigation swirls is
whether these owner-operators should be
classified as sclf-cmployed independent con-
tractors or cmployces of the Imploycrs.”

Prior to 1971, the Master labor Agree-:
ment (MILA) ncpotiated by the IEmployers
and the Unjons did not cover owner-opera-
tors. In 1970, the Unions obtained a inodi-
fication of the MLA, which was executed

¢ Honvrable DIck Yin Wony, United States
District Judge for the District of Hawali,
sitting by designallon.

t Seetions 8(a){1) and (2) provide that

(a) It shall be an unfalr lubor practice for
an employer—

(D) To |Interfere wlith, restialn, or cocree
employces tn the excrelse of Lthe righty guaran-
teed In scction 157 of this tlile;

2) To dominnir or inteitere with the for-
matlon or administration of sny labar organl-
zation or coptribuite financial or other suppeunt
o It: Prownded, ‘That subject o pules and
regulutions ninde and publishied by the Board
pursuant to sectlon 156 of this title, ap cm-

Labor Law Reports

ployer shall not be prohibited from peimitling
employces to confer with him durlng working
hours without loss of thme or pay.

9 he status of Lhese ditver-employecs bs not
ut fssuc, nor Is their representation by the
Unlons questioned.

* Nelther the partics nor this titigation is a
aewromier o thts Court. The ATOO previously
challengied 1n distelel court the Board's fAinding
with respeet (o the employment status of the
owneraperatoes and  attempted to have the
clection enfolned.  The distriet court dlsmissed
the case for lack of Jurtsdletton nnd we af~
Mimed  ayy v, Miler, (T7 10 113,024) 54
F. 24 631 (h Clr. 1975).

9 10.215
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in January, 1971, that would subject the
owner-opcrators to Union control hy ex-
panding the coverage of the MLA to in-
clude owner-operators as cinployecs. This
modification prompted three owner-operators
to file deccrtification petitions  with  the
BRoard an February 26, 1971, sccking clee-
tions in their respective bargaining units
and decertification of the incumhent Unions
as solc bargaining representatives of con-
struction industry cmployecs.

The Board held hearings on these de-
certification petitions in which the parties
presented conflicting contentions as to the
status of the owner-operators. On January
17, 1973, the Board rendered its decision
in which it held that the owncr-opcrators
were “‘employces” within the mcaning of
the Act, that they were entitled to par-
ticipate in an clection, and that a question
concerning the representation of the em-
ployces existed. [1973 CC1E NLRDB §24,071]
201 NLLRB 311, ‘Uhe Board also remanded
the cases to the Regional Director to deter-
mine the scope of the bargaining units and
the eligibility of the emplovecs.  After
hearings on these issues, on March §, 1974
the Roard isswed a Supplemental Decision
and Dircction of Election, which held, fnufer
alia that owner-operatars were properly in-
eluded with driver-emplovees in the same
bargaining unit and which dirccted clections
by mnail in the separate Northern and
Southern  California wnits.  [1974 CCH
NLRB §26,276, 26,277) 209 MLRDB Nos.
61, 62.

In July 1974, in the midst of clection
proccedings in the northern and sovthern
repions, the Janplovers entered into new
coftective bargaining agrcements, which cov-
erced the owner-operators, with the Unions,
Almost immediately thereafier, the owner.
operator associations, the AIOO and the
CDTOA, filed unfair labor practice charges
against the Employers. Vhe Roard sus-
pended further processing of the clections
pending the delerinination of the unfair
{abor praclice charges.!

The Board consolidated these charges
and hcld hearings in Jannary, 1975, In
Scptember, 1975 the Board rendered the
decision now on appeal, finding violations
of scctions 8(a)(1) and (2) and ordering,
inter elia, the Lmployers to cease an <desist
from further bargaining with the Unions
and from cnforcing the 1974 contract until

the Unions proved their majority repre-
senlation  status in a RBoard conducted
election.

11. The Contentions

The parties bring scveral issues to this
courf for review. The first, not suepricingly,
deals with the ‘problem of whether the
owner-operators are independent contrac- .
tors or employees. This issie, however,
divides itselfl into two parts: firet, whether
this eourt may even reach the issne at
this stage and second, whether the Board
properly classified the owner-operators as em-
ployees. The Emplovers and the « wner-
operators here join [orees and contend that
this court 1nay consider the issue in its re-
view of the unfair lahor practice charge and
that this court should reverse the Hoard's
finding as to the status of the owner-opera-
tors. Inasmuch as this Anding underlies
the unfair labor praclice charge, the Em-
ployers and owner-operators seck .a remand
of the unfair labor charge to the Roard.
On the other hand, the Board and the
Unions insist that this court may not reach
the issug because the finding was madc in
the course of a representalion investigation
under scction 9(c), 292 U. S. C. § 159(¢).

The sccond issue presented by the parties
is whether, assuming the owncr-operators
were properly classified as employces, the
cevidence was sufficient to support the Raard's
finding that a rcal question existedl concern-
ing the representation of the majority of
the employees. On this issue, the owner-
operators align themsclves with the Board
in support of the Board’s finding, whereas
the Employers and the Unions stand shoulder
to shounlder and argue that the evidence did
not supporl such a finding.

The ATOO also complains of the Board’s
remedy for the unfair lahor practice. It
argues that itls members are entitied to
recover cerlain losscs incurred as a result
of the Emplayers' entering into collective
bargaining agreements with the Unions. In
addition, it contends that the Board should
not have permitted the Fmployers to con-
tinue to rccognize the Unions as representa-
tives of the employecs. :

For the rcasons hercafter stated, we hold
that appellate review of the issuc of the
employment status of the owner-operation
is proper under the circumstances of this
case and we conclude that under the facts

In the southern reglon, the Board had e
pared eligibliity Nsts and bad malled (he bal-

. lots to the elgible voters. In the northern
reglon, etfciblitty lsts were belng prepared.
{ 10,215 )

53-8450 - 79 - 23

the AMling of the unfali Iabor practlee
%, Lhe Beard timpounded ail the votes 1L
had received and discontinued any further pro-
reedings In the clietions,
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before us, the owncr-operators appropri-
ately should be classificd s independent
contractors, not cmnployees. This holding
makes it unnccessary ‘o reach the remain-
ing issucs. We deny enforcement of the
Roard’s order ansd remand the cases to the
Board for furiiher consideration of the un-
fair labor practice charges in the light of
this opinion.

III. Availabili.y of Appellate Review

The parties focis their respective argu-
ments as to whethier this court may review
the Board's finding with respect to the em-
ployment status of the owner-opcrators on
the proper interpretation of scction 9(d)
of the Act, 29 U. S. C. §159(d), which
provides

(d) Whenever an order of the Board
made pursuant to section 160(c) of this
title is based in whole or in part upon
facts certificd (ollowing an investigation
pursuant to subscction (¢) of this section
and there is a petition for the enforcement
or review of such order, such certifi-
cation and the record of such investi-
gation shall be included in the transcript
of the entire record required to be filed
under subscction (e) or (f) of section
160 of this title, and thercupon the decree
of the court enforcing, modifying, or
seiting asidle in whole or in part the
order of the Board shall he made and
catered upon the pleadings, testimouy,
an) procecdings set forth i such transcript.

The Board contends that this s:ction per-
mits review of rulings made by the Board
in representation proceedings only after the
Board has (1) held an election, (2) cerlified
the results and (3) ordered the employer
to do somcthing bascd on these election
resulis. Bt relies heavily on the Supreme
Court’s decision in Roire v. Grevhound Corp.,
[49 1.C 718830]) 376 U, S 473, 84 S. Cu.
#94, 11 L. Ui 24 819 (1904), where the
Court obscrved the purpose of §9(d) was
to provide ‘for review in the courts only
after the election has been held and the
Board has ordercd the employer to do
somcthing predicated upon the results of
the clection” Id at 478-79, 84 S. Ct. at
897-98. Inasmuch as the three precequisites
to appeal have not been satisfied, the Board
argues, this court may not review the
Board’s finding, The owner-operators, how-
ever, insist on what they consider to he a
pwre practical application of scction 9(d).
They contend that because the record of
the representation case is included in the
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record of this unfair labor practice case?
and was the basis for the finding that an
unfair labor practice had been committed,
scction 9(d) is satisficd and this court may
consider the matter. While conceding that
ceview of findings in representation proceed-
ings gencrally are reviewable in the context
of a review of an unfair labor charge based
on a refusal to bargain with a certified
bargaining representation under  section
8(a)(5), 29 U. S. C, § 158(a)(5), the owner-
opcrators argne that such findings are also
revicwable in the course of a review of
other unfair labor practice charges, such as
the scctions 8(a)(1) and (2) charges in
these cascs.
{Indirect Review)

We agrce with the Board in that section
9(d) in itsclf docs not allow us to review
this ruling of the Bourd. Nomctheless, we
conclwde that we may review the Board's
finding, undcr section 10(f), 29 U. S. C.
§ 160(f), in conjunction with our review
of the unfair labor practice charges now be-
fore us, and that this review is not pre-
cluded by section 9(d).

The lecgislative history of scction 9(d)
supports our reasoning. Prior to the enacl-
ment of section 9{d) in 1935, direct re-
view of election orders prior to the clection
was permitted. This allowed cmployers to
engage in dilatory tactics aimed at weakea-
ing the position of the unions, whose influ-
ence tended (o wane as the election was
postponcd pending court review. Sce 79
Cong. Rec. 7569 (1935) (remarks of Sen.
Wagner). To remedy this defect, Congress
passed scction 9(d). By its caactinent,
Congress intended o abolish discet review
of the representation findings, replacing it
with a mcthod of indirect review whereby
an employcer faced with a Board order relat-
ing to an unfair labor practice based on the
results of an election could obtain review of
the underlying representation proceeding in-
dircctly through the review of the unfair
labor practice decision. 1t is clear that
Congress did not conteinplate dircct review
of representation proceedings prior to an
clection. S, Rep. No. 573-74, 74th Cong,
tst Sess., 14 (1935). Sce Boire v. Grey-
hound Corp., supra; A. F. of L. v. NLRB.,
f2 1.C 112,051} 308 U. S 401, 60 S. Ce.
J00, B4 1. Ld. 347 (1940). Instead, Con-
grese struck a balance which would prevent
undue interference with the clection process
with iy altendant detrinental ¢ffect on
tabor reliations but which albso would plo-

* T parties Introduced  the fovord of the
repnaentation cuse ilo evidemy at the hear-
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Ing below, and I 15 a part of the nvord be
{fore us.
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vide for cventual review of the representa-
tion proccedings. Sce H. R. Rep. No. 99,
7%h Cong., Ist Scss, 5, 20-21 (1935) H. R,
Rep. No. 972, 74th Cong., 1st Sess., $-6,
20-21 (1935).

Congress reafiirmied its beltef in this bal-
ance during the passage of the Labor Man-
agement Relations Act of 1947, The House
proposed an amendment to section 10(f)
which would allow “any person aggrieved
by a final order of the Board [including
an order of certification under section 9]
to appeal. This amendment sought to cure
the unfairness of the present system, in
which many of the partics are withnut an
effeclive avenue of appeal, hy giving any
aggricved person the right to a direct ap-
peal from the clection order The amend-
ment was rejected hecause it would permit
the same dilatory tactics used prior to 1935.
%J fC)ong‘ Rec. 643 (1947) (remarks of Sen.
Taft).

In sum, the intended thrust of section
9(d) was aimed at the proliibition of direct
review of certification orders; indircet re-
view at some point was clearly envisioned.
Taken in this context, comnments such as
“Section 9(d) makes it absolutely clear that
there shall be no right to court review
anterior to the holding of an clection” S.
Rep. No. 573, 74th Cong., st Sess, 14
(1935) must be viewed as mercly restating
the intention of Congress to deny direct
revicw of certification orders. It does not
follow that inddircet review of representation
procecdings prior to an clection is prohibited.

NLRR v. Falk Corp, |2 LC §17,053] 308
U. S. 453, 60 S. Cu 307, &4 1. Ed. 396
(1241)), i< not to the contrary. In that case,
the Board, in a consolidated procecding, (1}
had found that the cmployer liad committed
an unfair labor practice by fostering and
dominating a company union and (2) had
dirccted an clection to he held without the
participation of the company union. The
court of appeals granted enforcement of the
Reoard’s order to crase dominating and to
disestablish the company union. However,
on its own volition, it ordercd that the
cmployces in a future election shiould he free
to choosc the company union, The Su-
preme Court prinarily was concerncd with
only the latter hotding.

The Court held that section 2(d) did not
authorize “such anticipatory judicial control

of clection methods.” Inasmuch as none of
the Roard’s orders was ** ‘based in whole or
in part upon fazts certificd’ as the result
of an clection,” NLRRB v. Falk Corp., 308
U. S. at 459, 60 S. Ct. at 311, the court of
appeals was powerless to modify the election
procceding. The Court limited the power
of the court of appcals under section 9(d)
to review of Board orders based on an
actual certification of a bargaining repre-
sentative.,

The proposcd clection here bas not
even been held and conscquently no cer-
tification of a proper barpaining agent
has been made by the Board. Until (hat
clection is held, there can be no certifica-
tion of a bargaining representative and no
Board order—based on a certification, has
heen or can be made, <o as to invoke the
court’s powers under 9(d).

NLRB v Fatk Corp, 508 U. S. at 459, 60
S. Cr. at 311,

Under the Court’s reasoning  (contrary
to the owner-operators contention at oral
argumient) “lacts ccrtified” are limited to
those actually certificd after an clection,
viz., the certification of the bargaining unit,
bargaining representative, ete., and do not
include any facts which the DBoard may
“certify” as part of the rccord. The Court
spoke uncquivocally when it said:

There can be no court review under
9¢d) until the Board issucs an order and
requires the employer to do something
predioated upon the result of an clection.

Kinee this employer has not been or-
deredd by the Reoard to do anything predi-
cated upon the results of an etection the
court had no authority to act under 2(d).

1d.
[Uslawful Assistance Charae)

Atthough scctiom 9(d) provides no au-
thority to consider the ewncr-operator
issue, it also docs not preciude reaching the
issuc in the context of the independent
mfair lalhior practice undee scetion 10(0).
The basis for this conclusion resides in Falk.
Fhe pivotal finding there was that the
employcr fostered and dowinated the com-
pany union. This finding provided the basis
for the Board's unfair labor practice hold-
ingr, which holding was reviewed by the
court of appeals in the course of deciding
that the Voard's order to ccase dominating®
and to discstablish the company union
should be enforced. The Supreme Court

¢ This [the currenl] procedure i unfair to
everyone:; the Unfon that wins, which f{re-
quently must walt for months to exercise ts
rights: the union that loses, which has nn
appeal at all no matter how wrong the certif-

110,215

catlon may be; the cmployees, who have no
appeal; and the employer, for whom an appeal

fnvolves grent ricks.
H. R. No. 215, 80th Cong., 1st'Sess., 43 (1917,
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recognized that the court of appcals had
jurisdiction 1o review the Board’s unfair
labor practice holding and in the coursc of
which, to determine whether the Board cor-
rectly found that the employer fostered and
dominated the company union. kad it not
so recognized jurisdiction it would have
pointed out that the circuit court’s enforce-
ment of the unfair labor practice order was
a brutum fulmen. No such indication was
given. Morcover, nothing in Fofk indicates
that the circuit court's power was limited to
enforcement only.

Here, the pivota! finding by the Board
was that owner-operators are cmployces.
This finding was the basis for conducling
an clection in which the bargaining unit in-
cluded owncer-operators. 1t also was the
basis for the unfair labor practice of bar-
gaining with a union when a question con-
cerning representation cxists. In reviewing
the Board's unfair labor practice holding
under the aunthority of section 10(f) we
must deterinine whether the Board cor-
rectly held the owner-operalors to be cin-
ployees. In doing so we are merely doing
what the court of appeals in Falk did when
it reviewed the facts and cnforced the
Board's order to ccase dominating and to
discstablish the company union.! Qur juris-
diction, however, is limited to the unfair
labor practice proceedings. Under Falk, we
have no jurisdiction to review any order in
conncction with the representation pro-
ceedings.'

Holding as we have that in the context of
the uafair labor practice charge we may

consider the issue of whether the awner-
opcerators are properly considered emiployees
or indepumdent contractors, we now lum to
the merits of this problemn.

1V. Reversal of the Board’s Finding

The facts relating to the indcpendent
contractor-employce controversy arc notl in
question.  We neced only determine (1)
whether the Board employed the correct
legal stundard in deciding this question and
(2) if so, was this legal standard properiy
applied. .

For the purposes of section 2(3) of the
Act, 29 U. S. C. §152(3), the term “em-
ployee” does not include “any individual
having the status of an independent contrac-
tor.” In distinguishing bctween the two,
both the Beard and the courts must apply
general agency principles, NLRB v. United
Insurance Co., [57 1.C §12,520) 390 U. S.
254, 256, 88 S. Ct. 988, 19 L. Ed. 2d
1083 (1968), such as those found in the
Restatement (Sccond) of Agomey §220(2)
(1957). Associated Independent Owncr-Qper-
ators, Inc. v. NLRB, [59 LC {13,285] 407
F. 24 1383 (9 Cir. 1969). Of the considera-
tions employed in reaching a decision under
general agency law, the determination of
who has the right to control and direct the
work is foremost. SIDA of Hoawaii, Inc. v.
NLRB, [76 1.C §10,222] 512 F. 2d 354 (9th
Cir. 1975); Associated Independont Oumer-
Operators, Inc. v. NLRB, supra. Tt must
be teinpered, however, by other considera-
tions rclevant to the relationship in its
entircly, NLRB v. Uniled Insurance Co.,

T The case hefore us admittedly s distinguish-
able from Fulk fn terms of the chronology of
events In Falk, the two procecdings were
held simultaneously, whereas In our case the
representation case preceded the unfalr Jabor
case. This is a distinction without a diffrence,
To Iilustrate, assuime that In Falk, the repre-
sentation casc was heard firsl, and the Board
found Lhut the cmployer had fosltered and
dominated the company unlon and therefore the
Board would nol place the cumpany union’s
name on the ballot. Then, becuuse of this find-
ing, an unfatr labor practice charge was heard,
relying nalnly on the cariter finding in the
representation proceeding,  To allow Lhis pro-
cedura)l differvnce (o deprlve this court of the
power to reach the controlling Issue In this case
placss form over substance.

We do note one other difference. In the
Instan® case, It was the employers’ action taken
afier he Doard's finding (hat precipitated the
uniir labor practice charge. In Fatk, the ein-
pluyur's actlons prveded both the representa-
tion procveding and the unfalr labor practice
proceeding. ‘This difference should not change
the resull beviruse it Is not relevant to the issue
before us, Lo wil, whether Lhis court may con-
sider & finding made In a representation pro-
cownding In the course of its review of an unfalr

- Labor Law Reports -

labor praclice charge when the tion
procecding s (ncorporated Into the unfalr labor
practice procceding.

1 To ittustrate further, we turn to the Fourth
Circuit declsion in 8. 1. Dupont De Nemokrs &
Co. v NLRB, (2 1 160,24) 116 F. 24 388 (4th
Cir. 1940), which retles heavily on Falk. As In
Kulk, the Bourd, in consolldated unfalr labor
practice and representation proceedings, had
found Lhat the cmployer had cwnimllted an un-
fair labor pmctice by dominaling a coinpany
unlon and Uwrefore the Board exciuded the
company union frotn the ballol. The court of
apirculs reversed the Board on the unfalr lubor
practice issue, finding that the employer had
not interfend with the fonaation or operation
of the compuny unlon. Under Malk, however,
1L held that 1t could not review the finding as
1t related to the representation procceding and
consequently could not reverss (the Roard deci-
slon to exclude the cumpany union from the
baMot. Similarly, we may not reverse the Board
decision In the representation proceeding with
respect to the Inclusion of the owner-operaturs
in Lthe bargaining unit on the basis of our decl-
ston hereln. Nevertheloss, we may reverse the
Jtoard with sespect to the owner-Gperalor Ques-
tton as It relates to the unfale labor practive
charges now before us,

1 10.21S



351

16,832

Labor lielalions Cases

3 12977

Associated General Contractors of Californie, Inc.v. NLRI

supra. Althongh the Board applied  this
“right-of-canirol” test, we disagree with its
application of the test and its apparent
failure to give sufficient weight to other
indicia of independent contractor status.

Yet simple disagreement with the Board
does not mandate reversal. We may 1ot
reverse the Board simply because we might
have decided the case differently were it
tricd before us de novo, NLRB v. United
Incurance Co, supra, nor may we if the
board has chosen hetween two fuirly con-
flicting vicws of the issne. NLRB v. United
Insurance Co, supra; SIDA of Haivaii, inc.
v. NLRRB, «upra;, Acsociated Independent
Ouner-Operators, Inc. v. NLRRB, supra. On
the other hand, if the Board decision that the
enwner-operators are emplovees facks substan-
tial support in the record considered as a
whole, we nust reverse. Inmasmich as the
detennination of this issue will depend on the
particular facts of the case, we shall first
describe the faztual sclting hefore us?

The owncr-operators own and operate
dump trucks and perform hauling services
for contractors. They deal either directly
with the contractor or through an overlying
carricr, who contracts with the contractor
to provide hauling scrvices and in turn
subcontracts his work to the owncr-operators
for a fec of $5% of the minimum tariff for
the work. An owncr-operator generally will
have such subcontractual, or subliaul, agree-
ments with various overlying carricts; con-
versely, an overlying  carrier will  have
subhaul agreements with various owner-ofeta-
tors. ‘T'he overlying carricrs do not super-
visc in any significant fashion the work of
the owner-operators.  Rejection of referrals
from overlyving carriers is conwnon ; an owner-
operator often will turn down work he he-
lieves is too dangecrous, unprofitable or
stimply does not it into his schedule.

The relationship between an owncer-oper-
ator and a contractor generally is chort-
lived. An owncr-operator may work for
as many as 100 contractors in any given
yecar, and somctimes will work for two
different contractors during the course of
one work day.

The California Public Ulilitics Commis-
sion (P'UC) establiches the minimum tariff,
which includes compensation for both tabor
and cquipment, Owner-operators are free
to negotiate for higher rates; the minimum
tarifl operates as a floor below which the
rates may not fall. Owner-operators are

usually paid by the hour, although some-
times their pay is based on milcage and ton-
nage rates. Unlike employee-drivers, who
are paid on an hourly hasis from the time
they are told to report to work until the
work day is finished, regardliess of whether
the equipmient is in operation throughout
that period, owncer-operalors are not paid
for the time their equipment is inaclive.
Morcover, the contractors do not deduct
state and federal income tax, social sccurity,
or disability insurance from the owner-
operators’ wages. The owner-operator keeps
track of his own time and presents a bill
for his services to the contractor or over-
Iying carrier, This is then compared against
the records kept by the contractor nr over-
lying carricr to prevent padding of the bill.

Under the regulations of the PUC, the
owncr-operators must obtain a peninit issued
by the PUC, be bonded, and carry sufficient
Kability insurance. In addition, owmner-
opcrators are responsible for any traffic vio-
Iations for overloading and spillage,

An owner-opeiator bears the entire cost
of his enterprise. This usually includes his
trucking cquipment ($15,000 to £20,000), a
service pick-up ($1,000 to $1,000), tools
($500 to $1,500), insurance premiums ($500
to £3.500), and office supplies, mcluding for
cexample, stationery, invoices, a typewnrter
and a calculating machine. In addition he
must pay all maintcnance and opcrational
eXpenscs.

An owner-operator may hire a driver to
opcrate his cquipment, in which case he
pays the driver an hourly wage and makes
the standard deductions from the driver’s
pay. e may alse subicontract the work to
another owncer-operator.  In  cither case,
hie need not first reccive permission for such
substitution from nor cven report the sub-
stitution to the contractor. If he hires a
driver, this driver is under the exclusive
control of the owner-operator.

At the jobsite, the owner-opcrators fol-
low the samce starting time, quilting time
and Junch break as do emplovee-drivers. In
mnnst cascs, the contractors dircct the owner-
operators where to load and to dump the
materials and designate the routes to be
taken. Contractors may have personnel,
known as “load checkers,” who oversee the
performance of the owner-operators. Con-
tractors also often have “spotters” who tell
the owner-operators where to dump the
material.  On occasion, contractors, take

* These facts arc derlved from the Board's
decision In the underlying representation cnse,
reported at 21 NLRB 311,
1 10.215
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disciplinary actions in the forin of repri-
matds or docking pay for an owner-opora-
tor's poor poerivtmiance.,

In determining that the owner-operators
are cmpluyces, the Board scized on scveral
facts relating to the owner-operators’ per-
formance of their work at the johsite and
concluded that these facts indicated that
the comtracturs had the right to control the
manner and means by which the desired
result was accomplished and therefore the
relationship between the partics was that
of coploycr-cmpluyee. In so concluding,
the Board, although recognizing the distine-
tiou belweea the right to conrol the man-
ner and nteans and the riglit to contral only
the result, failed o draw properly this
distinction.  Morcover, the factors  relicd
upon by the Board are not persuasive evi-
dence of an employer-cmployee relationship.

[Contractor's Control|

The contractor's control of the loading
and dumping sites aud instructions to the
owner-operators as to where (o pick up and
dump this matcrial demwnstrates the con-
tractor’s right to control the result of the
work, not the amamner or mouns of doing the
work. Such instructions have little to do
with the actual opceration of the cquipment,
vz, the manner in which material is loaded,
unloaded, and transported. Sce Associnted
Industrial Qivner Operators, Ine. v. NLRB,
mpra. Nor does designation of the routes
to Lie taken necessarily indicate that the con-
tructors controlled the wmanner and means
of accotnplishing the desircd result. Inas-
much as ithe owncer-operators are paid by
either the hour ur by the anile, it certainly

is in the contractor’s best interest not to .

permiit owner-operitors to take ‘circnitous
roules to and from the jobsite. Control of
this facet of the business merely prevents
padding of the ultimate cost. In the same
vein, ueithier the presence of foad chechers,
who make ccrtain that the Jump trucks do
not take side trips, nor spotters, who direct
the ovwoer-operators where to dunp the
naterial, deprives the owaer-operators of
their independent status. “T'he existence of
the load chiechers is simply a by-procduct
of the nmutiod of payment. The spotters
perform a function which involves primarily
the final result of the owner-operator's
services.

The Boanl also pointed to the fact that
coutraclors repriniad awner-operators for
“standing around and talking, for domping
at a site not designated by the cantractor,
and  for taking  excessively kg lunch
breaks” as an indication of the contractor’s

Labor Law Reports

control. Clearly the designation of a Juinp-
ing site is a part of the desired  pesult,
which is within the sphicre of the coutrac-
tor’s control in an comtractor-independent
contractor relationship, cAssociated Indvpen-
dent aomer-Operators v. NLRI, supra. As
for reprimands for loating and taking exces-
sively lomg tuncht breaks, these are to be
oxpectald from a contruactor who wishes to
complete a job on time. Such reprimands
are nut examples of interference with the
nanner and mcans by which an ownier-aper-
ator loads his truck, transports material to
a dunyp site, and willoads his truck.

Finally, the Board notes that the owner-
operiturs are required 1o observe the same
starting and quitting times and lunch breaks
as the rest of the cmployees, Again, this is
a necessary requirement by virtue of the
need for cooperation among the various
workmen of a construction site.  T.oaders
load the dwnp trucks; the owser-operators
nmust  courdinate their work  with  these
loaders. Such coordination would he more
ditticult if varying lunch bours weie observed.
\We accorded thie insignificant factor of pre-
scribed  working  hours  little  weight in
Associated  Independent Qumer-Operators v.
NI.RB, supra, and do so again here.

{Entreprencurs)

looking at the relationship in its eatirety,

it hecomes even clearer that the owuer-
operators are independent contraetors. Each
operates an independent business of his
own, see Restatanent, supra, § 220(2)(b), in
which the -contraciors excercise no cantrol.
Sce Joint Council of Teamsters No. 42 v.
NLRE, [66 1LC §12,075] 146 U. S. App.
D. €. 275, 282, 450 ¥, 24 1322, 1329 (1971)
(MacKinnow, J., dissenting). Each is a
skilled  operator.  Associated  Independent
Oumer-Operators v. NLRB, supra; Restate-
went, supra, §220(2)(d). Reing entrepre-
neors, cach miust invest substantial suins in
equipimient and bear the risk of any Joss
attrifuted to his operation. Sce STHA of
Hawwaii, Inc. v. NILRR, supra; Brinom v
NILKB, [68 1.C §£12,782] 462 1. 24 ¢ (%th
Cir), eert denicd, 49 U, S, 1008, 93 S.
Co 441, 38 L. Ed, 2d 300 (1972). 1t is the
owner-opcrator's responsibility 1o neet the
regulations of the PUC so that he nay
operiate legally. The success of an ownee-
ator depends upon his own skill and
~soacumen, and does not depeidd on
that of any contractor. He may work as
little as he wauls or as much as he can,
and for as many different coutractors as
will hire him. It is unlikely that Ik will
work for any single comiractor fur an
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casociated General Contractors of Colifurnia, Ine. v. NLRD

extended lengith of time, Sce Restatement,
supra §220(2)(1). Ue does not have a
continuing relationship with a contractor in
the same sense that an cimployee has a con-
tinving relationship with an employer. His
relationship is omgoing only in that he may
do some more work for the contractor some
time in the fatnre. In short, owner-opera-
tors run businesses completely independent
of the contractors, and in the main are not
subject to their control. “The contractors'
only rcal coneern is in the accomplishient
of the job for which the owner-operators are
hired, 1o wit, the loading, hauting  andd
dunmiping  of wmaterial, Any  supeevisory
activity of the contractors is limited to that
which is neeessary to accomplish this goal.
Sec Jaint Council of Teamsters No 42 v,
NLRR, supra, (MacKianon, J, dissenting).

There ase other indicia of the indcpendent
contractor status of the owner operators.
Although paid on an hourly basis, which
is usnally an indication of scmployee statos,
Restiatemcent, sepra § 220(2) (), the hourly
rate reflects amounts attributed 1o the use
of the cquipment as well as to the value of
the labor. thus, owner-operators are unl
paid for the time they ate oun the jobsite
whien their equipmient is idle. Morcover, the
contiactors do not make any of the normal
deductions from the pay cof the owner-
opcrators, contrary to the practice com-
monly employed with  respeet to true
employees.  Also contrary to the practlice
vsed in dealing with employees, each owner-
opcrator is free to” readh his own bargain
with cach contractor as 1o the amount he
is to he paid, linited only by the minimum
tanfl sct by the PUC. We note that all
of these conwiderations were  present in
Acsociated  Independent Quncr-Operalms .
NLRR, supra where we reversed a Doard
decision finding owner-operators of graders
employces.

In addition, owncr-operators may hire
cubstitute drivers or subcontract the work
to another owner-operator without prior
permission of or any natification to the con-
tractor, This is clearly incoosistent with a
finding that a personal cmployer-employ ee
refationship exists. Tt is further evidence
that the owner-opcrator’s truck is his ¢xcin-
sive domain, and its eperation is beyond the
authority of the contractor.”

In determining whether the owner-oper-
ators are employces or dependent contrac-
tors, the “tolal factual context” and “all
the incidents of the relationship must be
assessed and weighed with no one factlor
being decisive” NLRR 1. United Insurance
Co, 30 U, S a1 258 88 S. Ct at 991, T'his
the Hoard failed to do. “Instead, it pave
ordinate .weipht to isolated examples of
contractor control at the johsite, contrnl
which in the main involved only the resnlt
sought to be accomplished”  Given the
the exicencics of a construction site, the
contractor’s reasonable instructions as (0
trivial maticrs, such as the timing of the
lunch hour, cannot  transform  what by
every other indicia is contractor-indepen-
dent contractor relationship into an em-
ployer-emplavee relationship.  1.ooking to
the “total factual context” of the relation-
ship which the owner-operators and con-
trictors maintain, we hold that the Roard
erred in concluding that the owner-opera-
tors of dump trucks are employces. This
holding docs not depart from the <pirit of
our carlier holding in Associated Independent
Qumer-Operators, Inc. v. NLRB, supra.

We deny cenforcement of the Board's
decisiom and order of September, 1975 and
remand this case to the Board for further
proccedings consistent with this opinion.

* We also note that contractors do not give
owner-opciators any Instructions on how (o op-
erate the dump lrucks, nor dn they require
that the trucks be of a certaln Lype or
maintained In any ecrtaln fashion,

"W disagree with the majorily In Jaint
Council of Tenmsteva Na, 42 v. NLRB, 146 U 8.
App. D. C. 275, 450 ¥. 24 1322 (1991, which
held that the owner-operators of dump (rucks
were employees,  Thal court found that the
contractors d1d exercise suflicient enntrol of the
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detalls of the work to outweligh other Indicia of
indcpendent contructar status, lHowtver, we are
of the opinion that the ID. C. Circull erred In
two respects.  First, it failed to consider the
reintianship as a whole, and second as the
Board In the case before us, 1t was hlinded by
presence of the eontractors’ rlght (o eontrol
detalis of the work which were necessary only
o Inwure a smooth runaing construction job
and the accomplishiment of the desired resull.

© 1977, Commerce Clearing House, Inc.



FOOTNOTE 5

One of the most common mistakes made in making
employcr<mployce deterintnations is that agents do not -

fully develop their case. ! IJ.' P:)’mcr-.l of worker's busiaess and/or teaveline

expgiises
14. Furnishing tools. material
1S. Significant investinent
16. Realization of profit or Joss
17. Working for more than one firm at same time

The main fa¢tors 1o be considered are discussed fn detail 18+ Making senvice avaitable to general public
in Chapter 8 of the Social Secunity 1{andbook. These are 19. Right 10 discharge

gencral guides Jntended (0 aid in rcacbing a conclusion 0. R“’“ to terminate

2nd not (0 compel a particular conclusion. The weight

W be given to these factors is nut always constant, Their
degree of importance may vary. depending oa the occu- |
pation and the rcasons for the factors. Some factors do
not apply to certain occupations. Therefore judgment
and discretion must be used in applying these guides.

It might be s2id that in 2uditing by acception an agent
artempts to apply an occupationalized-type ruling to an
occupalion without developing the common-law factors
that show (ise right to controt.

In #pplying the aboie factors, cxh must be consi'ed
from two mndpomls .

2. Does it exis1?

b. What is the reason for its existence or noncxistence

Common law lacices that show control of lack of con- Each of these factors or elensents that show contrel ¢t
uol are: ) detaids of work must be welghed against o compared to
those which point 16 an independent contractor statvs,
Any single f2ct or small group of facts Is not conck $ive
evidence of the presence or absence of control. 115 o
3, Iategration combination of these facts which points 10 an crrployey~
4. Services 1endered personally . employee relationship of 10 an independent contrctor
S. Wiring, supervising and paying an&slmu sates. .
6. Continuing relationship e
7. Set hours of work
8. Full time required
9. Doing work on employer's premisgs |
10. Ocder oc scquence ses i
1. Oral or written teports
12. Payme..t by hour. week, moath and ;uanmeed min-_
mum salary

1. lnstructions given
2. Teaining given

)

Above source: IRS Training Manual 3142-03 (5-71)
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Senator Byrp. There is a second panel dealing with S. 736. This
panel will consist of Mr. Duncan McRae, Jr., executive vice presi-
dent, Melton Truck Lines on behalf of the American Trucking
Institution; Mr. James D. McCarthy, vice president, tax services,
for General Business Services, Inc., Washington, D.C., on behalf of
the International Franchise Association; Mr. Kenneth S. Rolston,
executive vice president, American Pulpwood Association; and Mr.
Fred Napolitano, vice president ahd secretary of the Association of
Home Builders of Virginia Beach.

Welcome, gentlemen.

Mr. McRae, would you lead off? |

Mr. McRAE. Yes, sir.

My name is Duncan McRae, Jr., sir. I am with Melton Truck
Lines in Shreveport, La. I have submitted a written statement on
behalf of the American Trucking Association, and also a separate
written statement on behalf of the American Movers Conference,
which is an affiliate of ATA, and I would like to have those made a
part of the record.

Senator Byrp. That will be made a part of the record.

STATEMENT OF DUNCAN McRAE, JR.,, EXECUTIVE VICE PRESI-
DENT, MELTON TRUCK LINES, ON BEHALF OF THE AMERI-
CAN TRUCKING ASSOCIATION

Mr. McRAE. The American Trucking Association is the national
association of the trucking industr{. As such, we represent all
tyg:s of motor carriers of freight, both for hire and private.

r. Chairman, we appear today to urge that this subcommittee,
-and the Congress, continue the historic status of the independent
truck operator, as independent businessmen exercising their entre-
preneurial spirit and talent. Furthermore, we urge this subcommit-
tee and the Congress not to further strain the limited financial
resources of these independent emall businessmen by imposing a
withholding tax upon their receipts which they so sorely need to
meet the great demands imposed upon them by inflation and the
fuel crisis, as well as other economic burdens.

The effectiveness of the motor transport system existing in this
country today is in no small measure the result of the dedication of
these independent operators. This dedication comes from the fact
that the independent truck operator is an independent business-
man in control of his own work habits and, to that extent, in
control of his own destiny.

Mr. Chairman, the monthly cash demands imposed upon an inde-
pendent truck operator are substantial. These demands reflect his
cost of investment, maintenance of equipment, operating expenses
and, of course, the support of his family. To subject the receipts of
these independent s businessmen to as {et an additional sub-
atantial expense in the form of a withholding tax without an
adequate showing of need for such withholding by the Internal
Revenue Service will drive thousands of these entrepreneurs over
the brink of financial disaster and out of business, and make it
economically unattractive for new entrants, all to the great detri-
ment of the motor carrier industry and the country.

Inde;%;\dent truck operators generally own their own power
units. e independent operators control their day-to-day oper-
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ations, subject to the regulatory requirements of the Interstate
Commerce Commission, the Department of Transportation, and
other Federal as well as State agencies.

They are not supervised in their daily routine by the motor
carrier. Many independent operators haul freight over long dis-
tances across the country. Some may go for many days or weeks
with the only contact with the motor carrier being a telephone call
to find freight to haul or to advise of a delivery.

Working in cooperation with trucking industry groups the Serv-
ice, in the early seventies, issued a set of guidelines by which to
determine the status of independent truck operators. The guide-
lines are written so that they can be easily understood and applied
by examini’?‘g agents as well as by motor carriers and independent
operators. The guidelines have generally eliminated the turmoil.

The guidelines are substantially similar to the test proposed in
the Dole bill, S. 736, and the Gephardt bill, H.R. 3245, and are
detailed on pages 10 and 11 of our written statement.

If, and so long, as the Internal Revenue Service applies the
guidelines fairly and consistently, there would be no need for legis-
lation insofar as the trucking industry is concerned. Shifting deter-
minations by the Service in other industries are the source of the
current problem.

While the Dole bill is essentially the same as the Gephardt bill,
it does not contain a no-inference provision. Such a provision is
essential. Such a provision is essential to the accomplishment of
the bill’s goal.

The inclusion of a no-inference provision in any legislation adopt-
ed by this subcommittee is strongly supported and urged by the
motor carrier industry. In oral and written testimony presented to
the Subcommittee on Jelect Revenue Measures of the House Wa,
and Means Committee, the Treasury portrayed a picture of wide-
spread noncompliance in the reporting of income and the payment
of income and social security taxes by independent contractors.

We have substantial reservations about the validity of the Serv-
ice’s study, arguing that there is a substantial compliance problem.
Not only its results, but its methodology as well.

Of significant concern to us is the fact that while the results
purport to apply to all independent contractors, the sample from
which the study was drawn consisted of those persons whom the
Service proposed to reclassify from independent contractors to
em&loyees.

e seek to assure that the historical independent contractor
status of the motor carriers independent truck operators is pre-
served. We strongly oppose the Treasury’s pro for a withhold-
ing tax on all payments made in the course of a trade or business
to an independent contractor for the reasons already noted. Such
withholding will surely, we submit, result in the financial ruin of a
substantial number of small businessmen. We recommend the en-
actment of the Gephardt bill, or the Dole bill, if it is amended to
include a no-inference provision.

We further urge that the common law be retained, even with the
enactment of the “safe harbor” provisions.

Thank you very much.

Senator Byrp. k you.
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Mr. McCarthy?

STATEMENT OF JAMES D. McCARTHY, VICE PRESIDENT, TAX
SERVICES, GENERAL BUSINESS SERVICES, INC., ON BEHALF
OF THE INTERNATIONAL FRANCHISE ASSOCIATION

Mr. McCartHy. Thank you, Mr. Chairman.

My name is Jim McCarthy. I am here today to represent the
International Franchise Association.

The IFA is a membership organization of about 380 franchisors,
large and small, and is generally recognized as being the spokes-
person for the frarchising industry. According to recent Depart-
ment of Commerce statistics, one-third of retail sales in the United
States are made by businesses operating franchises.

We wholly support the bill, provided that it is not amended to
include the 10-percent withholding provision. You might wonder
why a franchisor outfit is concerned with us at all. In the typical
francise arrangeraent, me, as a franchisor, would issue a license to
you as a franchisee, to use my trademark and expertise. You, in
turn, would pay me a royalty fee for such use. The funds do not
flow from me to you; they flow backward. ’

There have been cases, however, a number of horrifying cases
where, through a reverse agency theory, the franchisor has been
deemed to be an employer and charges with large amounts of back-
due employment taxes.

So in our prepared statement—which I have submitted—there
are two cautions that we would like to have read in the record.

In a franchisor arrangement where I indicate to you to keep your
store opened x number of hours a week or x number of days a
week, we do not want that inadvertently to spoil one of the safe
harbor tests in that we are controlling you, nor do we want one of
the safe harbor tests to be spoiled if we require you, as a franchi-
see, to provide us with reports.

We question the Treasury study. The Treasury study was a list of
the various businesses, restaurants, insurance businesses, and so on
and at the end it came down to franchises.

Really, franchising is a way of doing business, not a separate
industry. There are franchisees who operate restaurants and insur-
ance businesses and real estate businesses. If the study were to be
accurate, it should have had restaurants and independently owned
franchise operators and so on.

We are stuck with the 50-percent noncompliance rap based on,
apparently, 60 audits of franchisors—and again, I repeat, fran-
chises make up one-third of all retail sales of the United States.

We are horrified at the statement made by Treasury representa-
tives that the requirement of withholding by the payor would not
have a significant recordkeeping burden. It would. It would add a
tremendous cost to the payor and especially affect the small busi-
ness community who, in our opinion, is being destroyed now with
ever-increasing recordkeeping requirements.

We are for the bill, providing it does not have a withholding
provision.

Thank you.

Senator Byrp. Thank you.

The next witness will be Mr. Rolston.
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STATEMENT OF KENNETH S. ROLSTON, EXECUTIVE VICE
PRESIDENT, AMERICAN PULPWOOD ASSOCIATION

Mr. RowstoN. Thank you, Mr. Chairman. I represent the Ameri-
can Pulpwood Association a2ud, in addition, 44 forestry and logging
associations in 32 States which are listed in my formal statement.

If my predecessor thinks 50-percent noncompliance, try 70 per-
cent. We do not believe a bit of it.

You will find our position on the IRS compliance study in our
written statement. We have had it analyzed, and we find very
seroius problems with it. '

On top of it, what we see is that there is really a change in
target now. In 1978 when we came in here, it was because the IRS
was whipping up on the payors. Now they realize they had a
concept that did not work, and there was some remedial legisla-
tion. Now it looks like the IRS wants to whip up on the payees, the
independent contractors, and change the target.

But in the long run, what will happen here is that, in an effort
to kill the fox, the tax evader, they are going to get a lot of
chickens in the process.

I think someone in the logging business who has been a responsi-
ble taxpayer for many years is going to justifiably get upset if the
Government comes and tells him, “Hey now, you are not going to
handle things like other companies now. We are going to take the
10 percent out front and handle this for you.”

On top of this, you know taxpayers get upset—I do once a year—
some small businessmen get upset four times a year, because that
is when they have to make advance tax payments—when it actual-
ly comes home.

You take that independent contractor out there that may have
hundreds of transactions during a year where he gets payments for
his services or products. You are going to upset him all the time,
everytime that happens, that 10 percent comes out of his pay-
ments.

I just do not think it is going to work and I do not think it is
credible.

The IRS has the capacity to go out and find these people right
now. They have two campaigns on against our industry, 1 in 9
counties in Florida and another in 17 counties in Pennsylvania.
They can find the people. The information is there. They just have
to go find where the logs are sold and they can go out and find out
whether there is tax compliance or not.

That is about it. We support 736 all the way without any sub-
stantial amendment.

Senator Byrp. Thank you.

Mr. Napolitano?

STATEMENT OF FRED NAPOLITANO, NATIONAL ASSOCIATION
OF HOME BUILDERS
Mr. NaroLitaANO. My name is Fred Napolitano. I am a home
builder from Virginia Beach, Va. I appear here today on behalf of
the National Association of Home Builders of which I am vice
president and secretary.
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With me today is Mr. Bob Bannister, our senior vice president
for governmental affairs and Mr. Leonard Silverstein, our tax
counsel for NAHB.

NAHB is the trade association of the housing industry of the
United States. Our membership, engaged in the building of the
homes of America, comprises more than 118,000 members and
more than 700 local associations situated throughout our country.

The membership of NAHB is vitally and directlg affected by the
concerns which are the subject of S. 736. The ambiguities in pres-
ent law concerning the distinction between an employee and an
independent contractor have long been a source of Internal Reve-
nue Service inquiry of homebuilders. Often, this entails a time-
consuming, expensive and, we believe, needless tax audit controver-
sies.

NAHB, therefore, shares fully the concerns of Senator Dole and,
for that matter, the Treasury Department in resolving the inde-
pendent contractor-employee issue. At the same time, this commit-
tee must be fully aware of the special needs of the housing indus-
try in relation to these problems.

First, we strenuously oppose the Treasury approach of a 10-
percent withholding tax. Any withholding tax simply shifts the cost
gf _fgmpliance from the Revenue Service to the operating home-

uilder.

That person typically is a small businessman producing less than
25 homes a year, who engages very few direct employees, often no
more than three or four.

The withholding tax approach adds complications and costs to
the administration of homebuilding, already overburdened with
administrative expenses.

To give you one quick example of that, a builder will give out a
contract for labor and material; there is no way of knowing how
much is labor, how much is material. Taking 10 percent of the
entire contract would not be necessary at that time. We do not
know how much of that is labor.

The committee should also be aware that certain tests of S. 736
are somewhat ambiguous when applied to homebuilding operations.
Regarding a person’s control of his own hours, home construction
entails work performed on a job site in sequence by many subcon-
tractors.

Therefore, a builder must necessarily impose time and date lim-
its upon initiation and completion of work of the subcontractor. We
urge that these factors not be deemed to cause the subcontractor to
be considered as an employee. Nor should a subcontractor be char-
acterized as an employee if, as occurs in homebuilding, most of the
work takes place at a single-fixed location, and even though the
value of all the assets of a subcontractor, such as small tools or
equipment, may be great in relationship to the value of the serv-
ices.

Finally, a subcontractor, in the performance of his work, may
store his equipment on a temporary basis provided by the home-
builder rent free. This factor should not cause the subcontractor to
be regarded as having a principal place of business.

I would be happy to answer any questions.

Senator Byrp. Thank you, sir.
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Senator Dole?

Senator DoLe. I have no questions. I appreciate the comments.
The bill is reasonable. It is supported by a number of Members in
the Senate of both parties. It is an effort to establish, once and for
all, the status of what many thought of the law all along.

We see the Treasury tinkering with the law from time to time.

I appreciate the testimony. If anybody has anything to add—
otherwise, I have no questions.

Senator Byrp. Senator Chafee?

Senator CHAFEE. I have no questions.

Senator Byrp. Thank you, gentlemen.

[The prepared statements of the preceding panel follow:]
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. STATEMENT OF DUNCAN MCRAE, JR., ON BEHALF or THE COMMITTEE ON
OPERATING PRACTICES OF “HE AMERICAN TRUCKING ASSOCIATION, INC.

SUMMARY
I

The independent truck operator is an independent
businessman, in control of his own work habits, and to that
extent in control of his own destiny.

He is the classic example of the American dream of
owning your own business -~ working for yourself -- and, therefore,
is the prototype small businessman.

He is a vital segment of this country's motor transport
system, which depends upon the independent operators' entrepre-
neurial spirit. Their historic status as independent contractors
must continue unimpaired.

The trucking industry has found the common law to be
instructive in determining an independent operator's status as
an independent contractor. We urge that the common law in this

regard not be tamperad with.

II

The trucking industry is fully aware of the continued
attack by the Internal Revenue Service upon the small businessman's
status as an independent contractor. To remove the uncertainties
that these attacks have caused we support the legislative effort,
exemplified by S. 736 -- the Dole bill, and H.R. 3245 -~ the
Gephardt bill -~ to establish statutory "safe harbor" rules
based upon the common law, in addition to retaining the common law.

Any safe harbor tests that are adopted must take
account of the operating practices of the trucking industry,
particularly those imposed upon the industry by Federal and State

laws and regulations.
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wWhile we would, obviously, support legislation that
would exempt independent operators from all withholding and
employment tax provisions, we recognize the inherent problems
presented in attempting to resolve the issue with that type of
legislation.

IIX

In the strongest possible terms, we oppose the im-
position of any withholding tax on the payments received by
independent contractor operators from the motor carriers with
whom they contract.

The Treasury Department's proposed withholding is
sought because of an alleged serious noncompliance problem.
The existence of the alleged noncompliance problem is based
upon an Internal Revenue Service study which, we submit, has
serious flaws in methodology, as well as in conclusions.

A survey made of a limited number of members of the
American Trucking Associations, Inc. supports the conclusion
that the independent truck operator is complying with his
obligations under the tax laws.

Furthermore, analysis of the Internal Revenue Service
study that we have commissioned, while not yet completed, supports
the view that the study is seriously flawed. The preliminary
reports we have state that the conclusion of the Service study
is not supportable because of defects in the sample and the

methodology.
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Purthermore, the withholding from the independent
truck operator of a substantial portion of his gross revenue
will, we submit, drive this independent businessman over the
brink of financial disaster, and this would be true, even
if he loses the use of this substantial portion of his revenue
only temporarily. His business is already severely strained
by the inflation raging in this country, and the pricing
policies of the oil producing nations. His operating costs
are skyrocketing -- estimated to be approximately 71% of his
gross revenue., Withholding, even though temporary, will deprive
the indepedent operator of desperately needed funds.

If the Treasury Department's proposal is enacted, we
submit that a substantial number of these small businessmen will

be forced out of business.

$3-8450 ~ 79 ~ 24



364

INTRODUCTION

We appreciate the opportunity permitted us to
participate in the hearings before the Subcommittee. The
American Trucking Associations, Inc. (ATA) is the national
organization of the trucking industry, a federation of
associations in the 50 states and the District of Columbia,
together with 13 national crnferences which represent each
of the specialized types of motor carrier operations. As
such, we represent all types of motor carriers of freight,
both for-hire and private.

This statement was formulated and prepared in con-
junction with the ATA Committee on Operating Practices
(Committee), which is a standing ATA Executive Committee
comprised of motor carrier executives from all segments of
the motor carrier industry. The Committee was specifically
established by the governing body of ATA to consider and
deal with issues arising out of the industry's reliance upon
independent contractors for the motor transport of freight
throughout this nation.

We appear today to urge that this Subcommittee, and
Lthe Congress, continue the historic status of the "independent
truck operators" as independent businessmen, exercising their

entrepreneurial spirit and talents.
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:i> Furthermore, we urge this Subcommittee, and the
Congress, not to further strain the limited financial re-
sources of these inderendent small businessmen by imposing
a withholding tax upoa their receipts, which they so sorely
need to meet the great demands imposed upon them by inflation
and the fuel crisis, as well as other economic burdens.

The effectiveness of the motor transport system
existing in this country today is in no small meacure the
result of the dedication of these "independent operators".

This dedication comes from the fact that the "independent truck
operator” is an independent businessman, in control of his own
work habits, and to that extent in control of his own destiny.

The "independent truck operator" is the classic
example of the American dream of owning your own business --
"working for yourself" -- and, therefore, is the prototype
small businessman. f

As the Subcommittee on‘Special Small Business
Problems of the House of Representatives' CORmitteé on Small
Business noted (H.R. Rep. No. 95-1812, 95th Cong. 2nd Session,
1978):

“Throughout the interstate motor
carrier 1ndustry';s a trucker who has
been referred to as 'the last American

cowboy'. The Aherican public pictures
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him riding the range perched high in

his cab, listening to country and

western music. A close-up look at

this adventurous trucker reveals an

independent-styled small businessman

who is working hard to earn a decent

living for himself and his family."

Their continued existence as small businessmen,
and the vitality of this country's motor transport system,
which is so heavily dependent upon their entrepreneurial
spirit, demands that the "independent truck operators”
status as independent contractors, their historic status,
be continued unimpaired.

The monthly cash demands imposed upon an inde-
pendent operator are substantial. These demands reflect his
cost of investment, maintenance of equipment, operating
expenses and, of course, the support of his family. To
subject the receipts of these independent small businessmen
to as yet an additional substantial expense, in the form of
a withholding tax, without an adequate showing of need for
such withholding by the Internal Revenue Service, will drive
thousands of these entrepreneurs over the brink of financial
disaster and out of business, to the great detriment of the

motor carrier industry and the country.
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The trucking industry has found the common law to
be instructive in determining an "independent operators”" status

as an independent contractor. We urge that the common law in

this regard not be tampered with.

Nevertheless, we are fully aware of the continued
attack by the Internal Revenue Service upon the small business-
man's status as an independent contractor. Therefore, we support
a legislative effort, exemplified by S. 736, amended as we
propose =-- the Dole bill -- and H.R. 3245 -- the Gephardt bill
-~ to establish certain so-called statutory "safe harbor" rules
based upon the common law, in addition to the common law of
section 3121 of the Internal Revenue Code (Code), to determine
an "independent operators” status as an independent contractor.

As we understand Senator Dole's and Congressman
Gephardt's proposals, the independent truck operator would be
entitled to rely upon the common law tests in determining his
status as an independent contractor, or alternatively, make use
of the "safe harbor™ rules to establish his sgtatus. Furthermore,
it is our understanding that the common law rules and the "safe
harbor" tests are not intended to be mutually exclusive -- an
independent truck operator may use either in determining his
status under the Federal tax laws.

It might be helpful to the Subcommittee if we briefly
outlined the common law rules that have established the inde-

pendent contractor status of independent truck operators.
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INDEPENDENT TRUCK OPERATORS
AS INDEPENDENT CONTRACTORS

For purposes of the Federal Insurance Contributions
Act (FICA), section 3121(d) (2) of the Code defines the term
employee to mean any individual who, under the usual common
law rules applicable in determining the employer-employee
relationship, has the status of an employee, if the contract
of service contemplates that substantially all of such
services are to be performed personally by such individual.
An exception to this rule is that an individual shall not be
included in the term employee if such individual has a sub-
stantial investment in facilities used in connection with the
performance of such services, other than facilities for trans-
portation. The "other than facilities for transportation”
was not intended to, and does not, encompass transportation
facilities when they are an essential part of a trade or
business.

This definition is in effect incorporated into the
Federal Unemployment Tax Act (FUTA) and the Collection of
Income Tax At Source On Wages law (Withholding Tax).

Independent truck operators generally own their
own power units (the tractor); a relatively small percentage
lease this equipment from a carrier or a third party. In
either case, the independent operators control their own

day-to-day operations, subject to the regulatory requirements
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of the Interstate Commerce Commission (ICC), the Department
of Transportation (DOT), and other Federal z3 well as state
agencies. They are not supervised in their daily routine by
the motor carriers. Many independent operators haul freight
over long distances across the country. Some may go for
many days or weeks with the only contact with the motor
carrier being a telephone call to find freight to haul or to
advise of delivery.

Scme independent operators own one unit of equip-
ment; others may own a fleet, sometimes including as many as
twenty or more units.

In general, independent operators are compensated
by an agreed division with the motor carrier of the revenue
paid by the shipper for the haul, or by a formula which takes
into account the weight of the freight and/or the miles driven.
Most of the revenue paid to the carrier -- usually from about
60 to 75 percent or more depending upon the commodities
hauled or the equipment furnished by the independent truck
operator -- is paid over to the independent truck operator
pursuant to an agreement for the division of the revenue.

Independent operators bear their own operating ex-
penses., We will discuss these in greater detail in the part

of this statement dealing with the Treasury Department proposal
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with respeét to a withholding tax. It is important here
to note, however, that these operating expenses are sub-
stantial.

Independent truck operators provide all necessary
labor. Many ingependent operators who own one rig operate

the equipment[themselves1 while some hire drivers. Inde-

pendent operators who own a fleet of trucks may employ a

| )
substantial wprk force including drivers, drivers' assistants,
i

mechanicg, §nd office ?eréonnel. ! :
Ié addition éo labor expenses, major expenses bdrne
by the iﬁdependent truck operators in general include fuel
and maintenance costs, finance costs, depreciation, collision
insurance, highway tolls, state permitkand license fees, and
various Federal and state taxes.
The independent contractor status of independcnt
truck operators for employment tax purposes was first challenged
by the Internal Revenue Service in a series of cases in the

1940's. That controéersy culminated in a Supreme Court de-

cision, Harrison v. Greyvan Lines, Inc., 331 U.S. 704 (1947),

which recognized the independent operators status as independent
contractors. The Supreme Court's decision that these con-
tractors are independent -~ but not the Court's adoption of

an "economic reality" test -- was expressly confirmed by Congress,
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which reaffirmed the "common law" test, in the 1948 and 1949
amendments to the Social Security Act. (S. Rep. No. 1255,
80th Cong., 2d Sess. 2, 4, 13, 16, 1948; H.R. Rep. No. 1300,
81st Cong., lst Sess., 189-91, 202-04, 1949).

The Internal Revenue Service acquiesced in the
treatment of independent truck operators as independent
contractors until the early 1970's, when it again began to
challenge the relationship in a number of cases. The actions
taken by the Service in 1972 and 1973 with respect to the
trucking industry could serve as a model for similarly-
affected industry groups.

In 1969 and 1970, the Service had reissued three
Revenue Rulings which were based upon Social Security Tax
rulings which had been issued in the 1930's. These rulings
are Rav. Rul. 69-349, 1969-1 C.B. 261; Rev. Rul. 70-441,

1970-2 C.B. 210; Rev. Rul. 70-602, 1970-2 C.B. 225. Although
these rulings did not address the current pattern of operations,
Revenue Agents began to rely upon them in asserting that an
employment relationship existed in a number of cases. Huge
retroactive assessments were proposed against the motor carriers
involved.

It was at this point that the National Office of the
Internal Revenue Service adopted a procedural method designed
to resolve the cases fairly and equitably, and without the need

for extended litigation.

-
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As a first step, the National Office solicited
the submission of approximately a dozen cases for Technical
Advice. The cases were selected to represent a broad cross
section of the trucking industry. The Service studied the
operations of the carriers and the independent operators
engaged by them. Working in cooperation with trucking
industry groups, the Service issued a set of Guidelines
[Internal Revenue Manual 46(10) (2}] by which to determine the
status of independent truck operators. The Guidelines
identified six factors commonly found in the relationship be-
tween independent truck operators and carriers, and stated
that there would be a "strong inference" of independent con-
tractor status when these factors were present. The then-
pending cases were resolved by reference to these Guidelines.
Contracts between the carriers and independent operators
were, in many instances, revised to make it clear that an in-
dependent contractor relationship existed in line with the
Guidelines.

The Guidelines are written so that they can be easily
understood and applied by examining agents as well as by motor
carriers and independent operators. The overwhelming majority
of employment tax cases involving the trucking industry have

been resolved by reference to the Guidelines. The Guidelines
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have generally eliminated the turmoil caused by enormous

proposed assessments and have enabled the independent

operators and carriers within the trucking industry to go

about their business with reasonable certainty that their

independent contractor relationship will be respected for

withholding and employment tax purposes.

The six factors identified by the Guidelines as

creating a strong inference of the independent contractor

status of the independent truck operators are:

1)

2)

3)

4)

5)

The independent operator owns the equipment
or holds it under a bona fide lease arrange-
ment.

The independent operator is responsible for
the maintenance of the equipment.

The independent operator bears the principal
burdens of the operating costs, including
fuel, repairs, supplies, insurance and
personal expenses while on the road.

The independent operator is responsiblg for
supplying the necessary personal servicés to
operate the equipment.

The independent operator's compensation is
based upon a division of the gross revenue

or a fee based upon the distance of the haul,
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the weight of the goods, the number of

deliveries, or a combination of these

factors.

6) The independent operator generally determines
the details and means of performing the
services, in conformance with regqulating
requirements, operating procedures of the
carrier and specifications of the shipper.

The Internal Revenue Service concluded in Internal

Revenue Manual 46 (10) (2) (4) that:

"The ([six] factors [set forth above] give
contract operators substantial opportunity for
profit and loss and the risks of enterprise,
which are indications of independent contractor
relationships. Economic factors alone, however,
are not conclusive when the company meaningfully
controls the details and means used by the
contract operators. Such controls do not in-
clude those which a carrier imposes upon its
drivers in order to direcé them as to the re-
sults to be achieved. For instance, a company
rule that drivers report regularly or frequently
in a prescribed manner to receive work assign-
ments should not be considered significant. 1In
addition; operating requirements imposed by
governmental regqulations require that a
carrier's name appear on the operator's
equipment and, therefore, such identification

is not evidence of company control.”
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THE PRESENT AND
THE FUTURE

1f, and so long as, the Internal Ravenue Service (Service)
applies the Guidelines fairly and consistently there would
be no need for legislation insofar as the trucking industry
is concerned.

However, we believe that there has been some
movement by the Service away from the stability provided
the industry by the Guidelines. We understand that the
National Office of the Service has proposed in a Technical
Advice memorandum involving a trucking case to find an
employer-employee relationship, even though in substantially
identical cases reviewed at the time when the Guidelines were.
issued the Service found that an independent contractor
relationship existed.

Furthermore, there has been some informal indication
that the National Office of the Service is considering the
issuance of a revenue ruling that would be a companion to
Rev. Rul, 76-226, 1976-1 C.B. 322, but which would set forth
cdertain facts and circumstances and conclude that the relation-
ship involved was that of employer-employee rather than
independent contractor. Rev. Rul. 76-226 applied the Guide-
lines and concluded that an independent contractor relation-

ship existed, rather than an employer-employee relationship.
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Shifting determinations by the Internal Revenue
Service in other industries are the source of the current
problem. The "bracket ruling” concept -- one finding an
independent contractor relationship and another finding an
employer-employee relationship -- has created a vast area of
uncertainty in other industries, and has resulted in the
creation of a substantial number of controversies rather than
putting cases to rest. Wwhile a "companion" ruling involving
the trucking industry would not necessarily have the same
effect, there is a potential for substantial confusion.

Consequently, the legislative enactment of "safe
harbor" rules -- rules that take account of the operating
practices of the trucking industry -- would receive the strong

support of the trucking industry.
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LEGISLATIVE PROPOSALS

There are currently pending before Congress several
legislative proposals which are directed toward clarifying the
withholding and employment tax status of independent contractors
and those who engage their services.

These proposals are in addition to any consideration
of any extension of section 530 of the Revenue Act of 1978 (with
or without a cutoff date) or to consideration of section 530
without an expiration date as a permanent substantive remedy to
this problem.

Two of the bills, S. 736, introduced by Senator Dole,
and H.R. 3245, introduced by Congressman Gephardt, are essentially
the same, with the only substantive difference being the existence
of a "no inference" provision in the House bill. Each seeks to
amend the Internal Revenue Code of 1954 in order to clarify the
standards used for determining whether individuals are or are
not employees for employment tax purposes. The are general in
nature and neither is directed to any specific industry.

Another bill, S. 987, sponsored by Senators Leahy
and Stafford, does, however, address itself to one particular
industry. Pursuant to its provisions, this legislation would
exempt from employment tax treatment those individuals who are
engaged in the harvesting of timber. The net effect of this
bill would be to insure the independent contractor status of

those particular persons.
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And, of course, the Treasury Department proposed in
its testimony before the Subcommittee On Select Revenue Measures
of the House Ways and Means Committee, on June 20, 1979 a flat
rate withholding tax to be applied against "**#*payments made
in the course of a trade or business for services provided by
an independent contractor”, in addition to certéin measures to
strengthen the information reporting requirements of present
law. The testimony of the Administration's w;tness before the
wWays and Means Subcommittee made clear that its proposal was
not intended to resolve the definitional questions arising out
of the relationship existing between the provider of the service
and the payor, but rather was intended to ease the administrative
burden upon them in collecting revenue, and to prevent what they
allege to be large scale noncompliance with the tax laws.

We will discuss each of these proposals and a General

Accounting Office (GAO) proposal in some detail.

S. 736 and H.R. 3245

As we noted, with the exception of the inclusion of
the "no inference" provision in the Gephardt bill, there is
no distinction between it and the Dole bill. Since, however,
it is an important distinction, the inclusion of a "no

inference" provision in any legislation is strongly supported

and urged by the motor carrier industry.
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Our specific comments will be directed to the Gephardt
bill, since it already contains the "no inference" provisions.

As proposed, the Gephardt hill would create a two-
tiered test, only one of which need be satisfied, to be used
in the determination of independent contractor versus employee
status.

The first tier consists of what have been referred
to as "safe harbor"™ tests; five tests, which if met will
qualify the provider of the services for treatment as an
independent contractor for employment tax purposes. The bill
provides, however, that failure to satisfy the five criteria
will'not automatically render the status of the proQider of
the services to be that of an employee.

Rather, the "no inference" clause operateé as a
bridge between the safe harbor provisions and the current
provisions of the Internal Revenue Code which incorporate the
common law rules. In other words, the fact that the safe
harbor provisions are not met creates "no inference" of
employee status. In such a case, reference is made to the
common law for determination of the status of the provider

of the services.

$3-8450 ~ 79 - 25
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While we support, in general, the Gephardt bill,
it is not without problems. 1In explaining the purpose of
his bill, Congressman Gephardt had this to say:

"Mr. Speaker, the purpose of the bill is

to establish rules that for employment

tax purposes can be easily applied in

those industries where the IRS' reclassi-

fication program has disrupted business

relationships and threatened the very

existence of the independent business.

An overriding purpose of the bill, there-~

fore, is to preserve the status of workers

who have historically been treated as

independent contractors." (Emphasis

supplied)

The independent truck operator of the motor carrier
industry has historically been treated as an independent con-
tractor. As noted earlier, the industry has received a
favorable decision from the United States Supreme Court in

Harrison v. Greyvan Lines, Irc., 331 U.S. 704 (1947). A

favorable decision was also rendered by the Court of Appeals

in United States v. Mutual Trucking Co., 141 F.2d4 655 (6th

Cir. 1944), and by the IRS in its "Guidelines” and in Rev.
Rul. 76-226, 1976-1 C.B. 322.
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Moreover, for purposes of clairty and as a practical assis-
tance to the tax administrators and taxpayers, the Committee
Report should include examples of independent truck operators
meeting the safe harbor provisions.

We are prepared to work with this Subcommittee and
its staff in making suggestic ,s and drafting language for a
Subcommittee report explaining the application of the safe
harbor rules to assure that the independent operators and the

trucking industry are acknowledged as coming within their terms.,

S. 987

An alternative to the proposals of S. 736 and H.R.
3245 is the specific exemption format of S. 987, the Leahy-
Stafford bili. While we certainly would not object to the
passage of this bill, and would, obviously, support a similar
bill directed toward the independent operators and the trucking
industry, we nonetheless recognize the inherent problems faced
by this form of legislation. The myriad of bills that would
need be considered, let alone passed, in order to address all
of the industries affected by the independent contractor issue,
militates against urging that type of legislation as an answer
to the problem. Accordingly, we proceed along the line that
S. 736, if amended to include the "no inference" provision or

H.R. 3245 best addresses the overall issue.
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GAQO PROPOSAL

The GAO has recommended a "safe harbor" rule consist-
ing of four basic tests which, while similar to S. 736 and H.R.
3245, present some distinctions which must be noted. Unlike the
tests contained in S. 736 and H.R. 3245, theAGAO proposal would
require that a separate place of business be maintained and that
it be a place of business which satisfies the provisions of
section 280A of the Internal Revenne Code. Whether or not a
separate place of business qualifies for business deductions
under 280A, however, should not be a crucial factor; to conclude
otherwise confuses the real issue. The question here is what
is the relationship of the provider of the services to the payor?
Insofar as a principal place of business is concerned, quali-
fication under 280A is purely tangential; that the payor not
provide the facilities free of charge to the provider of the
services is all that should really matter.

In addition, the GAO proposal would require that to
meet the safe harbor tests the provider of the service must
hold himseif out in his own name as self-employed and/or make
his services generally available to the public. This test
raises certain problems.

For one, this GAO proposal fails to specifically
address and define what constitutes a "holding out.” Also, we
direct the Subcommittee's attention to the fact that specific

Pederal regulations relating to the trucking industry require
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displaying the carrier's placard on the independent operator's
tractor, which might appear to preclude our industry from
complying with this particular requirement. It seems most
probable that there are other industries which too would be
prevented from meeting this test because‘of contravening
government regulations.

Whether, therefore, it is this particular GAO test,
one propounded in the Dole or Gephardt bills, or any other test
which may be proposed, the inability of a provider of services
to comply with a particular test because of rules imposed upon
him by other Federal or State laws or regulations should not
prohibit him from having the benefit of the safe harbor rules.

A further distinction between the GAO proposal and
S. 736 and H.R. 3245 lies in the requirements for compliance with
the enumerated safe harbor tests. Under S. 736 and H.R. 3245,
satisfaction of all five tests is mandated. Failure to meet all
of the tests results in reference to the common law test,
without any inference created as to employer-employee status.
The GAO proposal, on the other hand, provides for the application
of the common iaw tests in the event that only three of the four
safe harbor tests are met. When less than three of the tests
are met, the provider of the services will be deemed to be an

employee.
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while the difference here may appear to be more
form than substance, a failure to modify the GAO position to
take account of the operating rules applicable to the trucking
industry, insofar as the principal place of business test is
concerned, as well as to specifically recognize conflicting
Fe@etal and State Jaws and requlations may result in a déter—
mination contrary to the long standing determination of the

independent contractor status of the independent truck operator.
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TREASURY PROPCSALS

In oral and written testimony presented to the
Subcommittee on Select Revenue Measures of the House Ways and
Means Committee on June 20, 1979, the Treasury Department
portrayed a picture of "widespread non-compliance" in the
reporting of income, and the payment of income and social
security taxes with respect to revenue received by independent
contrqggg;§{~_The statement of Assistant Secretary of the
Treasury Lubick alleges that "*** at least 47 percent of workers
treated as independent contractors did not report any compen-
sation in question for income tax purposes. An even greater
percentage, 62 percent, paid none of the social security tax
due on their compensation.”

Zero compliance in the trucking industry, according
to the Treasury study, is alleged to be 54.2 percent with re-
spect to income tax, and 64.9 percent with respect to SECA
taxes.

‘ Mr. Lubick also testified (page 7 of written state-
ment) that "the IRS estimates that fewer than 60 percent of
the required information returns for nonemployee compensation
are actually filed.”

To resolve these purported problems, the Administra-

tion propésed that:
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-~ A flat rate of ten percent be withheld
from payments made in the course of a payor's
trade or business for services provided by
certain independent contractors.

-- Exceptions from the withholding tax be
permitted where the individual provides
similar services to five or_ more payees
during each calendar year, or where the
individual expects to owe less tax than

the amount to be withheld (taking into
account any taxes being withheld by other
payors). In either event, the worker
electing out of the system need only check
a box and sign a form that would provide
the payor with the worker's n;me, address,
and social security number.

-~ More substantial penalties be authorized
for failure to file information returns;
there be a reduction in the penalty tax
assessed against payors whose workers have
been reclassified as employees; and, there ba
a requirement that payors furnish copies

of information returns to workers and a

penalty for the failure to do so.
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-- In the future, consideration be given to

correcting the disparity between Federal

Insurance Contributions Act and Self-Employment

Contribution Act tax rates.

In the alternative, the Treasury proposed the re-
placement of the common law test and the imposition of a
"*** graduated rate withholding on all workers paid other
than on a wage or salary basis, ﬁnless the gross payments
received by a worker would not approximate his or her net
income and it is likely the worker would provide services
to multiple payors."” The Administration proposes, for ex~
ample, that graduated rate withholding be required on comp-
ensation paid to independent contractors unless a worker
had (1) a separate pla?e of business, (2) a substantial in-~
vestment in assets, (3) employees of his own or (4) sub~
stantial, continuing expenses and concurrently performed
'services for more than one payor. -

The Treasury's proposal is constructed to resolve
a perceived problem ~- substantial noncompliance. The ex-
istence of the perceived problem is based upon the Internal
Revenue Service compliance study undertaken in the latter

part of 1978 and early 1979.
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We have substantial reservations about the validity
of that study, not only its results but its methodology as
well. Of significant concern to us is the fact that while
the results purport to apply to all independent contractors,
the sample from which the study was drawn consisted of those
. persons whom the Service had proposed to reclassify from
independent contractors to employees.

The Subcommittee is, I am sure, aware of the fact
that the Internal Revenue Service refused to disclose much
of the background information dealing with the study and its
conclusions in a letter from the Service dated May 16, 1979
which responded to a request for such data under the Freedom
of Information Act, 5 U.S.C. Section 552. On July 5, 1979,
the éervice, without public fanfare, made available some
5,000 to 6,000 computer printout sheets containing background
data with respect to its compliance study. The material com-
prises eight bound volumes, which while labelled with respect
to their content, are neither indexed nor do they contain the
standards of the study or definition of terms.

While the number of individuals comprising each
industry group is provided in the base data, it is not clear
whether or not the individuals are properly classified in
their industry category, or within subgroups within a parti-

cular industry. It should also be noted that those cases
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which éid not contain enough information to provide what
the Service considered a "reasonable possibility of follow-
through" were dropped from the study.

While the implication is left with the reader
that the persons who could not be located deliberately
failed to submit returns and pay their taxes, we submit
that such inference is grossly unfair based upon the infor-
mation provided in the study. For many years, the Service .
has consistently refused to adopt a change of address form
that taxpayers could submit to inform the Sexvice of their
change of location. The Service consistently uses the
address on the tax return they are reviewing, which in most
cases is two to three years old. In our mobile society, it
is not at all unlikely, as the GAO pointed out in its July 11,
1979 report on "Who's Not Filing Income Tax Returns?”,
GGD-79-69, that taxpayers have moved from one location to
another within that time frame -- and moved for economic or
family reasons -- not for the sinister purposes implied by
the Service's compliance study. We also know that the United
States Postal authorities maintain the change of address for-

warding service for only one year.



390

The ATA purchased a copy of all of the material
released by the Service, and undertook to have its staff analyze
the material. The research staff has raised substantial ques-
tions with regard to validity of the conclusions of the study,
and specifically with respect to the conclusions as they relate
to the trucking industry.

We have also retained an unrelated consultant to
analyze the Internal Revenue Service Study. The consultant's
preliminary report seriously questions the validity of the study,
and states that the conclusions of the study aie not supportable
by the sample and methodology used by the Service. We will be
pleased to share the final report with the Congress.

We do note that the Service's background data shows
that 700 taxpayers comprised the "trucking" category of the
study. But; only 396 of those taxpayers were "drivers" -- in-
dependent truck operators. Yet the Service's study indiscrimin-
ately implies that the alleged noncompliance percentages presents
a valid portrayal of the independent truck operator. We submit
that this is simply not so.

It is also interesting to note that the background
data, at one point, indicates that there was insufficient in-
formation with respect to 148 of the 700 taxpayers inveolved --
21.1 percent of the trucking category. Yet, later data seems
to indicate that 64 of those taxpayers were subsequently found
to have previously filed returns, and 7 were found not to be

required to file.
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We note these matters simply to show that important
questions about the Service's compliance study do exist, We
understand that the GAO is also looking at some of these
questions, We will be interested to read their report when it
is available.

In the time available to us since June 20th, we also
undertook to question some of our members with respect to their
reporting compliance. We sought this information from seventeen
of our members from various gross income groups, who were geo-
graphically dispersed. We do not claim that our survey was
scientifically structured; nevertheless, we feel the results are
illuminating.

Sixteen members responded, all of whom said that they
filed From 1099 with respect to payments to independent operators
who had hauled freight for them. It is also important to note
that all of the respondents voluntarily provided copies of the
1099 Forms to their payees, a requirement that the Treasury
Department is now seeking. In our opinion, this is a more
accurate reflection of what our industry is doing than is the
Service study.

The results of the study and the Treasury's proposals
are tied directly to the soundness of the methodology of the
compliance study. It is essential, therefore, that those
affected by the proposals have access to the full methodology
and the detailed background data in a comprehensible and usable

form.
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We also note that in Table 1 attached to the‘Treasury's
written statement it is reported that where the independent
contractor's amount of compensation (as corrected) is $50,000
and over the percentage of compensation reported for income
tax compliance purposes is 98.4 percent, while the percentage of
Self Employment Contribution Act tax paid is 66 percent. This
Table also notes that for this compensation level the percentage
of payees with full income tax compliance is 92 percent, while
compliance with some or all of the SECA tax is 66.7 percent.

We cite these figures since our survey, albeit un-
scientific, clearly shows a profile of the independent operator
as receiving compensation in excess of $50,000 per annum. In
addition, one carrier, who contracts with approximately 800
independent operators during the course of a year, constructed
a profile of the average operator. This demonstrated that the
averaze annual amount of compensation received by the inde-
pendent operator is $55,000.

The results of these surveys give further support to
our serious concern about the validity of the statements by the
Treasury Department with respect to the alleged noncompliance
by the independent operators of the trucking industry.

Even more important than our doubts about the
validity of the Service's study is our acute awareness of
the financial impact of a flat 10 percent withholding tax on

the industry's payments to independent operators.
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In its Report on The Regulatory Problems of the
Independent Owner-Operator In The Nation's Trucking Industry
(H.R. Rep. No. 85-1812, 95th Cong., 2d Sess., 1978) the’
Subcommittee On Special Small Business Problems of the
Committee On Small Business concluded that the independent
operator is a "vital segment of the motor carrier industry.”

If this vital segment of our industry is unable to
meet the rapidly escalating fuel and other costs it faces, it
will cease to exist, to the great detriment of the country.
It is critical to note that what is at issue is not what the
independent operator's margin of profit should be, but rather,
and more importantly, whether the independent operators will
be able to meet their increasing costs in order to survive in
business.

The plight of the independent operator in meeting
his costs was recognized by the Subcommit¥ee on Special
Small Business Problems which described it as a "continuing
cost crunch ... [resulting from such factors as] ... the cost
of equipment ([which] alone Hﬁs almost doubled in the past few
years, and the cost of fuel [which] has in many cases more
than :ripled.”

We believe that it is significant that the Sub-
committee recognized the fuel problem in advance of the crisis

with which the independent operators are presently confronted.
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We estimate that on average, approximately 71 per-
cent of an independent operator's gross receipts are consumed
by fixed and operating expenses -- fuel, maintenance, finance
costs, depreciation, insurance, tolls, permit and license
fees and operating taxes. The profile developed by the
carrier referred to earlier showed that the independent
operator's average operating expenses totaled $39,000, re-
sulting in his having remaining disposable income of $16,000.
To these operating expenses the Treasury Department is pro-
posing to add as an expense an additional 10 percent of the
independent operator's gross revenues. To take a further 10
percent from an amount of compensation that is already squeezed
in meeting fixed costs and operating costs that are rapidly
escalating as a result of inflation is unconscionable.

Clearly, the independent operator will not owe in
taxes anywhere near the equivalent of 10 percent of his gross re-
venue. With an adjusted gross income of $16,000, we would esti-
mate that exemptions and deductions would reduce the average in-
dependent operator's taxable income to approximately $10,000, which
would result in a maximum income and self-employment tax of $1,875.

Given the fact of escalating fuel and other costs that
make it increasingly difficult, if not impossible, for inde-
pendent operators to continue operating, the additional burden
of tax would further reduce his disposable income and imperil
the continued and viable existence of this vital segment of our

industry.



395

If the answer is that the independent operator
could opt out of the withholding tax by simply filing a
form with the Service, what purpose has this elaborate Treasury
program served? We submit that the Treasury is building a
straw man to be shot down by a withholding tax whose real
purpose is to ease the collection of tax function of the
Service.

We strongly object to such a proposal where the conse-
quence will be the 1likely financial ruin of the independent operator.

The Treasury Department states in its testimony (at
page 4 of the written statement) that an estimate of the annual
revenue loss from the noncompliance by independent contractors
is $1 billion dollars. The revenue gain estimate from the
purported increased compliance that is to result from the
Treasury's proposals is $600 million -- but at the cost, we
submit, of drivinjy a substantial number of the trucking in-
dustry's independent operators out of business.

We read reports by and hear statements from Internal
Revenue Service officials indicating that some $4 billion
dollars of revenue is lost to the Tre§sury Department because
taxpayers fail to report dividend and interest income for tax
purposes. This revenue loss exists even after a substantial
strengthening of the.information reporting requirements

applicable to payors of dividends and interest.

53-845 0 ~ 79 - 26



396

We suggest that the Treasury Department consider
directing its energies to expanding the witholding tax in
that area, an area which it claims has four times more revenue
potential than it claims existgin the independent contractor
area. Not only can the Treasury Department substantially in-
crease its revenue collection estimates by seeking withholding
from dividend and interest payments, it can accomplish this
without driving thousands of independent trucking operators
out of business. )

We subniit that such a program would apparently be
far more worthwhile. The Treasury should undertake such a
program, rather than further burdening the already strained and
limited financial resources of the independent truck operators.

while we strongly oppose the imposition of a with-
holding tax upon the revenues of the independent truck operators,
we do not countenance taxpayers evading their fair share of the
tax burden imposed upon our citizenry. All must shoulder the
financial burden of supporting our Government.

Consequently, we would support the Treasury Depart-
ment's request for

-- an increase in the penalty for

failure to file information returns;
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-=- a requirement that payors be required
to give payees a copy of the information
return;

-~ that information reporting be extended to

compensation paid to salespersons based
upon the difference between the cost and
selling price of goods sold; and

-- a more realistic penalty to be imposed

upon the payor who unreasocnably fails to
withhold.

The need for a more realistic penalty to be imposed
upon a payor who unreasonably fails to withhold tax further
confirms one of the principal shortcomings of the Treasury
Department's proposal -- the lack of well defined rules for
determining who is an indepéndent contractor. Assistant
Secretary Lubick, in response to questions from Subcommittee
members, acknowledged that that issue would not be resolved
under the Treasury's proposals. He testified that, at best,
the magnitude of the issue would only decrease.

It seems clear that the independent truck operators
of our industry might continue to face the uncertainty of
their status and the attacks of the Internal Revenue Service

even if the Congress were to enact all of the Treasury's present
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proposals. We submit that if that course of action is
adopted by the Congress thenCongress will be faced with
this very issue again in the very near term.

The Treasury Department's progosal, therefore,
fails to accomplish any major goal since it ignores the
definitional aspect of the independent contractor issue.
Safe harbor rules are, we submit, essential.

The Treasury also urged that the Congress consider
correcting the disparity between the FICA and the SECA tax
rates as a part of the broader issue of social security
financing. We would not disagree with the suggestion for
considering that matter. Nevertheless, the Treasury's allega-
tion that "#*** jndependent contractors bear less than their
fair share of the social security tax burden even when they
report all of their incomel[.]" is, we submit, falacious, and
indicative of the generally biased approach of the Treasury
Department and the Internal Revenue Service against the inde-
pendent small businessman.

The Treasury bases its questionable conclusion
upon the statement that:

"**% Although employees and irndependent

contractors receive ‘identical social

security benefits, the social security
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taxes imposed on independent contractors

under the Self-Employment Contributions

Act (SECA) are lower than the social

- security taxes an employee must bear under

the Federal Insurance Contribution Act

(FICA). (Although one-half of the FICA

tax is technically paid by the employer and

one~half by the employee, in an economic

sense the entire -burden of this tax is

borne by the employee.)"

The Treasury Department has consistently failed to
produce any empirical evidence to support the parenthetical
sentence cited from their testimony.

Moreover, while it is true that the SECA tax imposed
on the independent contractors is approximately seventy-five
percent of the combined employer and employee FICA tax, the
employer is entitled to claim a deduction under the general
income tax rules for the employer's share of FICA. The employer,
of course, receives a tax deduction for the entire amount of
compensation paid to the employee. We understand that the net
effect of this tax treatment is that the total burden differ-
ential is substantially less than one percent.

We submit that the Treasury Department's allegation

in this respect is unwarranted, and is made solely for the

purpose of creating a bias in favor of their proposals.
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TRUCKING INDUSTRY
RECOMMENDATIONS

We seek to assure that the historical independent
contractor status of the motor carrier industry's independent
truck operator is preserved.

We strongly oppose the Treasury Department's pro-
posal for a withholding tax on all payments made in the
course of a trade or business to an independent contractor for
the reasons already noted. The Treasury's proposals do not
resolve the definition issue, and do not remedy the alleged
compliance problem.

Yet, it will surely, we submit, result in the
financial ruin of a substantial number of small businessmen.

-~ Are not the independent operators sufficiently
burdened by the inflation raging in our country
today?

-- Are not the independent operators sufficiently
burdened by the devastating and outrageous
pricing policies of the o0il producing nations?

-- Must their own Government impose upon them the
final blow by unreasonably invading their al-
ready severely strained financial resources?

We urge this Subcommittee, and the Congress, not to be a party

to this final devastating act.
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The status of independent contractor or employee
has been and should continue to be one of choice. It should
be based upon the contractual agreement of the parties.

What is at issue is the continued existence of
the independent truck operator as a vital, viable and pro-
ductive part of the motor carrier industry. Should the
Treasury be allowed to eliminate this small businessman from
the American scene?

If an independent operator is unable to meet the
test necessary to have the status of an independent con-
tractor, it should be by choice. If an independent operator
is unable to satisfy the test to qualify as an independent
contractor, where historically he has been able to satisfy
the test, it should be the exception rather than the rule.

If an independent operator is unable to satisfactorily demon-
strate compliance with the independent contractor test, it
should not be because the test fails to take account of
governmentally imposed burdens with which the regulated parties
have no choice but to comply; where conflicting burdens do

exist the test should recognize this. The enactment of legis-
lation which fails to consciously address these general prob-
lems, applicable to any industry, will fail in its stated
purposes of preserving the historical status of independent
businessmen, and eliminating confusion, hardship and inequitable

treatment.
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Again, let us note that we are opposed to the
enactment of any legislation which would impose upon the inde-
pendent truck operator the burden of a withholding tax.

We recommend the enactment of the Dole bill, with the
"no inference® amendment, the Gephardt bill or similar legislation.
However, in recommending this course of action, we restate our
position that Congress must enact safe harbor criteria whose
application is not such that "bona fide subcontractors might
not be able to satisfy the strict requirements of the bill."

To accomplish what we recommend with respect to the
Dole and Gephardt bills, however, does not require the redrafting
of the safe harbor tests set forth in those bills. Recognition
of circumstances beyond the control of the parties, contravening
laws or regulations for example, can be dealt with as part of
the legislative history. As a result, safe harbor provisions
which could be met but for uncontrollable circumstances will
be met, the possibility of inequitable or inconsistent appli-
cation of the law will be reduced, and the independent con-
tractor small businessman status will be maintained.

We further urge that the common law rule be re-
tained, even with the enactment of the safe harbor provisions.
This we understand to be the goal of S. 736 and H.R. 3245.

Thank you.

Duncan McRae, Jr.
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INTERNATIONAL FRANCHISE ASSOCIATION

Summary: IFA Statement on S.736 before the United States Senate Finance
Committee, Subcommittee on Taxation and Debt Management Generally

Delivered by James D. McCarthy, Vice President, Tax and Business Services
Group of General Business Services, Inc., representing the .
International Franchise Association

September 17, 1979

The International franchise Association (1FA), consisting of over 360
member companies who use franchising in their business operations, supports
S.736 sponsored by Senator Dole. IFA represents the franchising method of
doing business; our members range over 40 diverse industries, from the more
familiar national fast food operations to hotels, tax services, pet shops,
to weight control centers, and business service companies such as my own.

A major characteristic of franchising is the independent business
ownership and operation of a business by the franchisee. In every sense
of the word, the franchisee is an independent contractor. He owns and
operates his own business with an opportunity for profit or a risk of loss
with the guidance of his more experienced franchisor.

Typically, the franchise relationship invoives the licensing of a
tradename and contracting for a fee to allow the franchisee to operate the
business under that tradename. Payments for the )icense flow from the
franchisee to the franchisor, either in the form of an initial payment or
more usually a combination of initial payment and an ongoing royalty. The
royalty is generally a percentage of gross sales which is forwarded to the
franchisor at regular intervals. The franchisor, also bound by the franchise
agreement, provides a variety of services, training and expertise to the
franchisees 1n his system, promoting their individual growth and the strength
of the franchise system as a whole.

It is vital to the continuedgrowth and existence of franchising, one
of the fastest growing areas of the national economy, that the independent
status of the franchisee is preserved. Franchising now accounts for fully
one out of three retail dollars spent in the Unfted States and employs
more than 4 million workers. Much of this growth has been attributed to the
basic nature of the franchise relationship: it provides the small
businessman with an opportunity to get into business and the assistance of
a franchiscr who offers both expertise and a proven, market-tested business
format. The IFA belfeves that the Dole Bi11, S.736, and its companion bill
in the House, H.R.3245, will protect the vital {ndependent status of the
franchisee. Franchisees, generally incorporated, occasionally publicly
traded companies, would easily fail within the safe-harbor test contained
in the Dote Bill. C(learly, franchisee businesspeople operating their own
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establishments for their own profit and loss should under no circumstances
be construed as employees of their franchisors. For this reason, we suggest
that the 'control of hours' test be applied to the hours worked by an
individuai, not the hours of his business which is often determined by the
franchise agreement.

Treasury Proposal Would Ruin Franchising

Franchising could be destroyed if the Congress were to adopt the
Treasury Department's recorrendation to the House Ways and Means Committee
that an across the board 10 percent witholding be applied to all {ndependent
centractors. The IFA objects to this proposal for several reasons:

**The Compliance Study, upon which the Treasury proposal is based
is unscientific and misleading as applied to franchising and
is statistically unsubstantiated. The sample drawn is inherently
biased and not large enough to be statistically reliable.

**"Franchised Operations" as a category of study is nowhere defined
and gives no indication whether it refers to the franchised,
contractual relationship between the franchisor and the franchisee.

**Many franchises operate on a slim profit margin which would be
totally undermined by a 10 percent witholding of gross or net
earnings.

**1f withholding is applied to a franchise, which party is the payor
from whom funds are withheld? Franchise fees flow in the opposite
direction from the usual independent contractor relationship. No
one has claimed or demonstrated franchisors have engaged in a
pattern of noncompiiance with the Revenue Code.

The IFA urges passage of the Dole Bill, $.736 without amendment.
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Statement by

Mr. James D. McCarthy, Vice President, Tax and Business Services Group
of General Business Services, Inc.
51 Monroe Street, Rockville, Maryland

Member of the International Franchise Association

Mr. Chairman, and Members of the Subcommfttee, my name is
James 0. McCarthy. I am Vice-president, Tax and Business Ser-
vices group of General Business Services, Inc., of Rockvilie,
Maryland, and I am also chairman of the Tax Subcommittee of
The International Franchise Association (IFA) located in Washing-
ton, D.C. I am appearing on behalf of the IFA and we appreciate
the opportunity to testify in support of Senator Dole's. T

S. 736.

The International Franchise Association is an association consist-
ing of more than 380 firms, large and small, which engage in whole
or in part in the franchise method of distribution. The Associa-
tion provides information concerning franchising and sponsors
seminars and conferences dealing with legal and management mat-
ters. The IFA is widely recognized as a spokesman for franchi-
sors in all legal and legislative matters affecting franchising.

Membership in the IFA is limited to companies that subscribe
td and pledge adherence to a comprehensive Code of Ethics. All
applicants for membership are screened for business integrity,
and to qualify for regular membership a company must demonstrate

a sound financfal condition and proven business accomplishment.
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Independent Contractor Status fn Franchising

One of the cornerstones of franchising is the independence
of a franchisee who can own and operate this own business while
drawing upon the training, experience and market expertise of
the franchisor. It has been shown that franchisees have a very
good chance of survival and prosperity in highly competitive
markets, offering opportunities to many individuals who have
6n1y a limited amount of capftal and relevant business experience,

Modern franchising enjoys several definitions among the state
and federal bodies which regulate it, but none truly reflects
the practical nature of the business arrangement. In its
simplest practical terms, a franchise is a license from the owner
of a trademark ora trade name, the tranchisor, permitting the
franchisee to market a product or service under the franchisor's
name or mark pursuant to procedures established by the franchisor
and agreed to in the franchise contract.

The trademark and the trade name have been called "the corner-
stone of the franchise system." The license granted to a fran-
chisee for the use of the mark cannot be unrestricted; the owner
of the mark or name has a legal duty to the public, and an obli-
gation to all franchisees in the system to assure‘the quality of
the product or service sold under the mark or name. The Federal
Trademark Act of 1946, 15 USCA 1051 et seq. (1946) requires
that licensor establish and police standards for products sold
under a franchise trademark.

The typical modern franchise can be accurately characterized

as a contractual arrangement between two independent businesses
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fn which the franchisee is licensed to use and enjoy the trade-
mark, tradename or business system of the franchisor. In many
cases, the franchisee is incorporated and is the owner of several
franchised units. And it must be remembered that when we refer
to a "typical" franchise arrangement, we are covering vast
differences spanning 40 different industries. Usually the fran-
chise involves the payment of an inftial franchise fee coupled
with ongoing royalty payments, which are stated as a percentage
of the gross sales of the franchisee business. In return for
these fees, the franchisor provides a variety of services which
may include market assistance, training, advertising, accounting
services, quality control advice....the list goes on.

When applied to this type of business relationship, the analysis
of independent contractor status often leads to anomolous conclu-
sions. Generally speaking, only the royalty fees, certain re-
quired advertisjng contributions and other specified fees are ever
remitted to franchisors. The franchisee is responsible for
generating revenues through the operation of his business, suffer-
ing a loss or making a profit, and paying his own creditors. The
franchisee is generally free to transfer his business to another
individual or corporation who qualifies under the franchisor's
standards for ownership. The "payment" between the payor and
the payee is, therefore, flowing in the direction of the franchisor
and not vice versa. Who, under these circumstances, is the
independent contractor and who is receiving the services? This
analysis also becomes strained when applying the Treasury Depart-

ment's proposal for a 10 percent across the board withholding.
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Should the franchisee withhold 10% of his gross revenues? When
extended the reasoning goes from anomaly to absurdity.

Only on the ratre occasion has the Internal Revenue Service
challenged the independent status of a franchisee, but such
challenges have occurred. The common law test-of twenty factors
to be considered in determining independence has in every fran-
chise to our knowledge resulted in the determination that a fran-
cﬁisee is indeed independent. However, these factors have been
strained on occasion to support an IRS argument that because
of the controls exercised by a franchisor over the independent
members of his franchise system, a franchisee would be taxed
as an employee of the franchisor.

S. 736

It is for this reason that The International Franchise Associa-
tion appears today in support of S. 736, sponsored by Senator Dole.
This bill would provide a "safe harbor" for franchisors to make
certain that their franchisees shall be treated by the Service
as truly independent contractors, independent businesses,
responsible for their own taxes and their own reporting of income.

Virtually all- franchise relationships easily satisfy the safe
harbor test for independent contractor status as it appears in
S. 736. ... There are, however, a few areas which we believe
should be clarified as they would apply to franchising.

Control of hours worked. The IFA has but one minor suggestion

for this first test of the safe harbor:

(1) control of Hours Worked - the individual
controls the aggregate number of hours




409

the individual actvally worked and
substantially all of the scheduling
of the hours worked. (Underlined
portion added.)

Our concern here is caused by franchise agreements which specify
the hours of retail operation of the business. If a franchise
agreement }or a restaurant, muffler shop, hotel or pet shop
specifies that it be opened to the public during certain minimum
hours, it should not deprive the franchisee of safe harbor
protection. This type of contract provision usually leaves a
particular individual free to set his or her hours of working
in the business, and this should qualify under this test of the
safe harbor. Our proposed language assures that the section
refers to individual control of individual work, and not the
hours of a business operation.

The reference. to the number of "hours actually worked" {s of
some comfort here, but the reference earlier in the section to
the individual "control{ing]™* the aggregate number of hours
does concern us. For instance, if a franchise agreement re-
quires that a business be open to the public for a minimum num-
ber of hours, requires that a franchisee lend his "best efforts"”
to the success of the operation, and requires personal participa-
tion in the management of the business, does this take "control"
out of the hands of the individual franchisee? We think it
should not, and we urge that this point be clarified by adding
the suggested language.

The filing requirement.

The fifth and final test of the safe harbor for {gQgpgndent
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contractor status reads:

(5) Filing of Required Returns - The person
for whom such services performed files
any information returns required in re-
spect of such service under section 6041(a).

Based upon the actual experience of one IFA member, this section
could be the most harmful to franchisors. Most franchisors
pay their franchisees nothing; the flow of franchise fees runs
in the direction of the franchisor. Franchisees typically
pay franchisors for the right to engage in a business system
and for the use of the franchisor's trademark or trade name.

The franchise business operates independently, generating revenues
which form the base for calculating fees which are then forwarded
to the franchisor.

Under such circumstances franchisors should not rationaily be
required to provide the IRS information on 1099 forms. To argue
that the franchisor should supply these forms would require ig-
noring basic factual characteristics of the franchise relationship.
Such an arguhent has been made unsuceessfully by the Internat
Revenue Service. - Faced with an IRS challenge the safe harbcr
may be denied to a franchisor on this point, who must then
grapple with the twenty common Taw rules now considered by the
Service.

Rather than suggest amendment language pertaining specifically
to franchising, we urge this subcommittee to send a clear inter-
pretation of this test to the full committee and the Congress that
information forms need be filed only to report direct payments

to an independent contractor. This section puts the burden of
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filing information on the fperson for whom such services {(were)
performed." Once again, this language has a confused application
to franchising because of the "services" usually being performed
by a franchisor to aid his franchisee. Our concern here is
preventing the Internal Revenue Service from engaging in strained
factual analysis to apply confusing statutory provisions.

A response to the statement of Donald C. Lubick, Assistant

Secretary of the Treasury Department.

On June 20, 1979, a representative of the Treasury Department,
Donald C. Lubick, submitted testimony in the House on the cuestion
independent contractor status. In his statement, Mr. Lubick
made a few sweeping recommendations to this subcommittee and pre-
sented the tabulated results of a recent IRS Employee/Independent
Contractor Compliance Study. On behalf of the members of The
International Franchise Association we stand fast in our challenge
of the implication of this compliance study, the methods used
in compiling the figures as well as the conclusions and recommenda-
tions of the Treasury Department.

The Treasury Department proposes that a flat rate of 10 percent
be withheld from_oayments made in the course of a trade or business
for services provided by an independent contractor. The IFA
has very serious misgivings about the application of such a
taxing scheme to franchising in particular. We-suggest to the
Subcommittee that such a scheme would be unworkable and in any
application to franchising it wosald be unfair. As with the infor-
mation reporting requirements, the lack of any "payments" by a

franchisor to a franchisee make the application of the ten

53-845 0 - 79 - 27
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percent withholding proposal very confusing indeed. If thts scheme
is interpreted to require of a franchisee that he withhold ten
percent of his gross revenues on which royalties are based, 1t
would work an obvious disservice and we suggest not improve
_the compliance rates among franchising in general. We would fore- .
see severe cash flow problems being imposed on franchisees who
must set aside a ten percent portion of their gross earnings,
and the proposal challenges an essential element of franchising --
the business independence of the franchisee. The proposal is
unwise and should be rejected.

Even more disturbing to the franchising community is the IRS
compliance study. As presented to this subcommittee a series

of tables identifies compliance figures on an industry by industry
basis, and incltudes among its 1ists of separate industries a
category referred to as "Franchise Operations.” The figures
attribute to franchfise operations, for instance, a "zero com-
pliance” rate of 51.7%. Upon closer examination of the study
we conclude that these figures are patently misleading. As

they apply toAfranchising they present an inaccurate picture of
the compliance by franchisees across the country. There are
unjustified biases built into these figures and several questions
which remain unanswered as to the methods by which the data
were collected and categorized. Let us merely mention several

of these:

(1) The sample from which these figures were drawn

has an inherent bias. Quoting from Mr. Lubick's



(2)

(3)
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testimony, the sample for this study “was drawn
from a 1ist of payments which the IRS had proposed
to rec!assifyAfrom payments to independent con-
tractors to payments to employees." Then from

this sample a “"stratified random sample" was se-
lected. Any conclusions drawn from this sample
will be an extreme statement of compliance in
franchising. It is only the rare case where the
Internal Revenue Service has attempted to reclas-
sify a franchisee from an independent contractor

to an employee. These figures therefore explore
only the very rare, narrow cases.

Upon examination of the raw data made available by
the IRS, we find a very low number of returns upon
which the "franchise operations" figures were com-
piled. We suggest that 60 returns is an extra-
ordinarily small number upon which to indict a
method of distribution which, according to the
Department of Commerce, represeats fully one third
of all retail sales in the United States.
"Franchise opefations" is nowhere defined, and it is
not clear what the Service had in mind when it
established this category. The Service's methodclogy
was to ask first the employer and then the employee
what industry each cohsidered himself to be a part
of. To this question sixty (60) of the employers

answered "franchise operation" while only thirty-five
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(35) of the "employees” said franchise operation.
Fourteen (14) of the employees checked “other."
Further questions are raised by a similar cross
check as to what each considers his or her "occupa-
tion." There was agreement by twenty-two (22) of
those included in the sixty returns that they en-
joyed the occupation of "manager, distributor.”
Allow us to point out that within the accepted defi-
nition of “franchise", mere “"distributors" are
rarely included.* This leads us to believe that the
phrase “franchise operation" was misconstrued and
as presented is very misleading.

(4) There is no working definition of what cpnstitutes
a "franchise operation”, as pointed out above. A
casual inquiry of those Service employees who were
involved in the study suggested that the only guide-
line given on the description of franchise operation
was that it "includes gas stations." While franchis-
ing may indead include gas stations, it also {ncludes
a highly specialized contractual relationship re-
gulated by states and the federal government in at
teast 40 different industries. What exactly does

the Service mean by a “"franchise operation"?

*See for instance the definitions of the FTC Rule on Franchising
and Business Opportunity Ventures 16 CFR 436, and the California
Franchise Investment Law, Cal. Corporations Code $310.000 et seq.
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(5) There is also a serious question as to what part of
the franchise operation these figures are meant to
apply. For instance, if a franchisee is granted a
muffler shop which is owned and operated by a corpor-
ation and that shop hires an independent contractor/
employee, it may very well have fallen in the audit
conducted by the Service. Our main concern is the
line drawn between independent contractor and employee
in a franchisor-franchisee relationship. We are
concerned that the figures developed by the Internal
Revenue Service are off the point of that peculiar
relationship. Do these figures refer to a fran-
chisor or is "franchise operation" much broader
than that one relationship?

In conclusion, we urge this subcommittee to tread very care-
fully in this delicate field. Franchising should not be the
subject of IRS challenge 6n what constitutes an independent
contractor, but it has been in a few'cases. We do not believe
that the Dole 8111 wili induce more challenges. in the
future but we fear its practical impact if a few of the points
we have made are not clarififed. We also challenged the IRS
Independent Contractor/Employee Compliance Study on several
grounds and urge this subcommittee not to be misled by its con-
clusions, figures and often mysterious methodology. Finally,
we would like to thank you, Mr. Chairman, and Members of the
subcommittee for the opportunity to present our views on this
subject. We will be happy to answer any of your questions or
provide more information on franchising.

Thank you.
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STATEMENT ON S. 736
BEFORE THE
SUBCOMMITTEE ON TAXATION AND DEBT MANAGEMENT
OF THE

SENATE FINANCE COMMITTEE

by the

AMERICAN PULPWOOD ASSOCIATION
Introduction
I am Kenneth Rolston, Executive Vice President of the American
Pulpwood Association (APA). Because APA represents both producers
and consumers of pulpwood in the United States, the question of.
the employment or independent contractor statue of those in the
logging business is of serious and significant import to us.
Our membership includes not only those businessmen and firms
that the Internal Revenue Service (IRS) has alleged are new
"employers®™ but also the businessmen and firms (the Treasury
Department's "workers") who have unwillingly been reclassified by
the IRS as "employees”. In every instance, the allegation was

without legal or evidentiary support.

We support S. 736. However, we suggest that the bill be amended
to include the "No Inference” provision found in Section 3508 (d)
of H.R. 3245, a bill presently being considered by the Subcommittee

on Select Revenue Measures of the House Ways and Means Committee.

Sept. 17, 1979. American Pulpwood Association, 1619 Massachusetts Ave.
N.W., Washington, DC 20036 (202-265-0670).
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We believe it is in the best interests of this nation that the
legitimate, longstanding, and traditional business relationships
that exist in the logging industry be maintained and enhanced. We

aver that S. 736 is the best means to accomplish that objective.

The following 44 organizations representing logging contractors
and other forestry and forest industry interests in 32 states join
with APA in support of S. 7136:

Alabama Forestry Asgociation

Alaska Loggers Association

Arkansas Forestry Association

Appalachian Hardwood Manufacturers Association
Associated Oregon Loggers

California Forest Protective Association
Florida Porestry Association

Forest Farmers Association

Georgia Forestry Association

Kentucky Forest Industries Association
Louisiana Forestry Association

Maine Forest Products Council

Maryland Forests Association

Massachusetts Wood Producers Assoclation
Michigan Association of Timbermen

Minnesota Timber Producers Association
Mississippi Forestry Association

Missouri Porest Products Association

Montana Logging Association

New Hampshire Timberland Owners Association
New York State Timber Producers Association
North Carolina Forestry Association
Northeastern Loggers Association

Northeastern Lumber Manufacturers Association, Inc.
Northemm Hardwood & Pine Manufacturers Association
Northern Woods Logging Association

Oklahoma Forestry Association

oregon Log Truckers Association

Pennsylvania Forestry Association

Rhode Island Wood Operators Association
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South Carclina Porestry Association
Southeastern Lumber Manufacturers Association
Southern Forest Products Association

Southern Hardwood Lumber Manufacturers Association
Southern Oregon Timber Industries Association
Tennessee Forestry Association

Texas Forestry Association

Vermont Timber Truckers & Producers Association
virginia Forestry Association

Washington Contract Loggers Association
Washington Log Truckers Conference

West Virginia Porests, Inc.

Wisconsin Forest Industries Council

Wood Producers Association of Connecticut

The Merits of S. 736

S. 736 is a positive and realistic solution to what has become, -
because of misdirected and unmerited IRS activities, an hnneceeaarlly
vexing and troublesome problem. It clarifies for logging business-
men and for the IRS who is or is not an independent contractor.

It clarifies tax obligations and provides for predictable and
equitable enforcement of all the tax laws. Ultimately, S. 736

will enhance voluntary compliance with tax obligations.

We also support this legislation because it does not supplant the
traditional common law test. As a matter of fact, we could not
support legislation which would substitute safe harbor tests for

common law definitions,

Because of the IRS' unauthorized and unilateral revision of the

definition of and distinctions between an "employee® and an



419

*independent contractor", APA members voiced serious concern wi;h
employment tax audits and assessments. This concern required in-
depth research of the common law "right to control® test. From
this research and analysis we have concluded that the tests

enumerated in S. 736 are the most meaningful criteria.

The first three tests of S. 736 define the business relationship
that must exist before a payor may avail himself of S. 736's

safe harbor. The tests are tough! They embody the essence of
being an independent businessman. The basic questions are, and
always have been, "Do you, Mr. Businessman, run your own show?"”
and "Are you, Mr. Businessman, subject to all the risks of the
marketplace?” and "Mr, Businessman, if you require and are
utilizing a principal place of business, are you paying for it?".
Because S. 736's criteria embody the essence of what it means to
be a proprietor of a business, it is extremely doubtful that any
independent businessman could successfully meet S. 736's substantive
requirements and at the same time be an employee under the common
law rule. The criteria therefore are not subject to easy

manipulation or abuse by either businessmen or the IRS.

A further significant benefit of S. 736 is enhanced tax compliance.

It is axiomatic that before any individual can comply with tax
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obligations he must have some reasonable basis for determining

the nature of those obligations. Treasury Department personnel

have recently testified that a not insignificant part of the alleged
non-compliance probiem is simply a lack of knowledge - first of

tax responsibility; second of who bears the responsibility. §S. 736's
first three criteria provide a clear and predictable mechanism for
determining status in a business relationship - and therefore
knowing one‘'s tax obligations. They are readily capable of
determination and provide an intelligent and predictable basis

for decision.

Tax compliance is further enhanced through S. 736's remaining two
requirements. In short, these provisions are an affirmative action
tax plan. Before a payor is in the safe harbor, S. 736 mandates
both a written agreement that delineates the actual relationship
between the parties along with the independent contractor's tax
obligations and complete compliance with existing IRS regulations
concerning information ‘returns. Taken together, these later
provisions will enhance voluntary compliance and ease enforcement

problems.

In summary, S. 736 answers what has been and must be recognized as
the real question - who is or is not an independent contractor.

It answers that question on a basis that is not only consistent
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with business realities,but also consistent with equitable
enforcement of and improved voluntary compliance with.tax
obligations. Further, S. 736's safe harbor will enable the IRS
to guide its enforcement efforts to the correct port - the
properly identified non-complying taxpayer. The senseless drift
of those resources toward and their utilization in protracted,
unwarranted, unnecessary and unproductive litigation to simply

identify the taxpayer (properly a legislative matter) will end.

The IRS Compliance Study

The Treasury Department recently made public the findings of the
IRS "Employee/Independent Contractor Compliance Study". APA
seriously disputes thé study's conclusions. It is unfortunate
that the conclusions appear so newsworthy that it seems to have
been forgotten that the conclusions are only as good as the study
itself. We respectfully suggest that as it relates to the logging
industry, the study is worthless and its conclusions should be

considered of the same value.

Treasury's Compliance Study suffers critical defects in both
methodology and analysis. The "Logging and Timber" category
included 75 employers, resulting in 146 workers whom the IRS

reclassified from independent contractor status to employee
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status (Basic Tables, Vol. 1, Table 2). The employers chosen
were simply employers with existing tax disagreements with the

IRS, i.e., they were chosen for convenience rather than accuracy.

The following study procedure wag outlined by Treasury during a
phone conversation on July 12, 1979: All open examination cases
involving the employee/independent contractor issue - totalling
some 6,000 cases - were pulled in from the field offices. Of the
6.000 cases, approximately 2,600 were selected as being "useful®.
Cases considered not useful included those with incomplete data,
incomplete audit information, or employer records lacking useful
lists of workers. From the 2,600 "useful®" cases, 50,000 to 60,000
names of workers were found. Out of the 50,000 to 60,000 names,
the study targeted on 5,000-7,000 workers names, the goal being
300-400 worker names in each industry group (there were only 105
workers used in "Logging and Timber”®). Rather than setting the
size of the sample by the number statistically mandated to produce
a valid and representative sample, Treasury allowed the sample

size to be determined by budget limitations and time deadlines.

This study procedure meant that the scant 146 workers in the
"Logging and Timber"™ category were not used in the study. Only

the "useful” ones were used. At the outset, 33 workers were viewed
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as "useful®”. The remaining 113 were sent for investigation to
determine their usefulness. Those who had filed a return were
considered "useful”, as were those who were delinquent in filing
a return and those who simply refused to file. ;ny worker who
could not be located (26) or, albeit located, could not be con-
tacted (2) was viewed as not useful. Even more amazing was the
elimination of the 13 workers who were found at the outset to be
not liable - that is, in compliance. All in all, 28.08% of the
tiny group of 146 workers were eliminated from the study as not
"useful” (Basic Tables, Vol, 1, Table 3). This resulted in using

the following returns of workers (Basic Tables, Vol. 2, Table 4;

Vol. 4, Table 5):

Initial selection 33
Delinquent Retumn 10
Previously Filed 50
Refusal to File 12
Total 105

Treasury justifies its elimination of 41 workers from the study
by assuming those workers would all be non-compliers in any
event (Lubick, Statement before Subcommittee on Select Revenue
Measures, June 20, 1979, p. A-5). The 13 found to be not liable
certainly do not fall in this category. More importantly,

however, the assumption of non-compliance is fallacious.
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It seems clear from the Format A Tables, Volume II, that the IRS
was only able to reach 98 out of the 105 workers in any event.
Moreover, 12 of the 105 (presumably the refusals to file) have
disputes with the service other than the independent contractor/
employee issue (Format A Tables, Vol. I, Table 2, p. 59). Never-
theless, if one accepts every single assumption made by Treasury,
except for the assumption that the 41 eliminated people are all
tax evaders, the non-compliance rate determined by the IRS changes

greatly.

The Service's own dollar figures set forth in the study bear out
this likelihood. The "Logging and Timber" category shows $15,000
in income tax on unreported wages as determined by the Service
(Format A Tablec, Vol. I, Table 2, p. 58). Twenty-nine of the
108 returns fall in the zero tax percentage bracket. That is,
when the tax percentages were applied to the corrected wages, as
viewed by the Service, the tax rate was zero. In addition, the
Service has set forth a zero divisor category encompassing 25 of
the 105 returns. Zero divisor represents the elimination of those
retumns upon which it was not possible to acquire any tax bracket
because of the low level of taxable income applicable to that
return. While it is not clear why the two groups have been
divided between the zero divisor group and the zero percen&age
group, nevertheless it is clear that the resulting math shows 54

out of 105 returns owing no additional taxes on reclassified wages.
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In short, some of the failure to report returns listed by the IRS
in its non-compliance figures must include returns upon which

the tax due on the unreported "wages" was zero., Even the layman
understands that the failure to report something upon which no
taxes are due is an issue of little or no importance to the
administration of the tax laws. Treasury has chosen to find
non-compliance in a manner that will produce the most impressive

figures in Treasury's opinion.

There are 50,000,000 cords of roundwood produced each year in
this country, resulting in an average man-day production rate of
4.7 ("Predicted Forestry, Harvesting and Pulpwood Procurement
Conditions for the Years 1980 and 2000"). This would require
over 50,000 forest workers to maintain these daily production
rates. The U.S. Forest Service's recent study estimating the
total number of logging workers in the country, using 1972 data,
places the logging industry workforce at 190,000 workers, ranging
from gum gathering in the South to Christmas tree harvesting in
the North. Even when the IRS sample used in the lumber and timber
category is compared only to those engaged in pulpwood production,

the percentages are unrepresentativaly low:
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Calculated Total

IRS Number Number Workers in Percentage
District Workers Sampled Pulpwood Production Sampled
Central 8 2,200 .36%
Mid-Atlantic 2 3,300 .06%
Midwest 22 2,300 .96%
North Atlantic 9 3,500 .26%
Southeast 29 19,000 .15%
Southwest 22 8,000 .28%
TOTALS 105 38,300 278

As the above table shows, there are only nine individuals in the
entire North Atlantic IRS district. One of those businessmen is
in Maine and five are in Vermont, leaving three independent con-
tractors to represent the huge forest industry in New England and
New York. Indeed, the one individual in Maine must represent over
2,000,000 annual cords of wood production, not to mention sawlogs,
veneer, and other forest products. Since we do not know very much
about the individual, he or she could have been a farmer who cut
one or two loads of pulpwood or logs in order to clear a pasture.
Six of the individuals placed in the "Logging and Timber" category
by the IRS listed themselves as farmers when questioned by the IRS

4

agent,

The Central region, covering Michigan, Indiana, Ohio, Kentucky, and
West Virginia, contains only eight workers to represent the entire
area, despite the importance of the logging industry in all five

of those states. It is possible, of course, that all eight rep-

resentatives came from one open case.
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In the Mid-Atlantic district there are only two representatives,

or rather two returns, possibly constituting only one individual,
representing Pennsylvania, New Jersey, Delaware, Maryland, and
virginia. Neither of the two returns involved in the Mid-Atlantic
region came from Virginia, even though wood production in Penn-
sylvania and Vvirginia ranks with the highest in the country. A
similar non-representative character can be found in the individuals

chosen for the other regions.

One of the most glaring inconsistencies found was the Service's
apparent inability to identify the businessman's occupation and
industry. -The field agents who did the interviews were not given
any definitions to use in placing a worker in a particular industry
or occupation. Rather, that determination was left to the
individual discretion of each field agent. Field agents questioned
as to the type of people included in the "Logging and Timber”
category varied in their opinions as to who would be included. One

field representative even placed treegrowers, treecutters, and saw

mill workers all together in the same "Logging and Timber" category.
Only 91 of the 105 used in the logging and timber sample agreed

with the Service that they belonged in the logging and timber

industries. Two placed themselves in real estate, one in direct

53-8450 - 79 - 28
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sales, six in other sales, two in the trucking industry, one
in the home improvement business, one in an unidentified "other”
category, and one simply didn't know what industry he was in

(Format A Tables, Vol. I, pp. 49-50).

In short, the study utilized a non-representative sample, invoked
unorthodox methods, and was analyzed to an apparently pre-
determined desired result. This Association knows its members.
We would welcowe an accurate study because we know that the
results of a properly operated study would result in a finding of

high compliance.

The Withholding Proposal

After review of Treasury's study and its proposal we were somewhat
surprised. We believe that both the study and the proposal
vindicate the position that businessmen in logging had taken while
under audit and are taking today. There ia not a hint in either
the study or the proposal that those reclassified in audits were
employees or should be treated for tax purposes as employees. Nor
is there a hint that those Treaasury terms "workers®™ are employees.
In our opinion, the study and proposal prove that the IRS activities
concerning employment taxes in the logging industry were unmerited.
One receives the distinct impression that the common law rule was

purposely abused. Legitimate businessmen were audited and assessed
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(harassed) without basis in fact or law to achieve a result that
bears no relation to the employment "problem" when that problem

is accurately defined.

What is the net result of Treasury's proposal? Does it simplify
the tax collection or enforcement process or provide greater
clarity to businessmen? The answer is no! The net result is
increased and perhaps more serious confusion by simplistically
and mechanically ignoring economic facts and creating yet another
(a third) layer of business relationships - that of the "with-
holding" independent contractor. If Treasury's proposal were to
be implemented, business would face the problem of deciding among
employee, independent contractor, or "withholding® contractor.
Given the confusing IRS "guidance” in the recent past, we can only

envision further contradictory rulings and misdirected litigations.

In addition to needlessly complicating tax law, Treasury's proposal
is an economic disincentive, unnecessary, unduly burdensome, and

unworkable.

Because the outlines of Treasury's withholding proposal are
sketchy, it is difficult to measure its precise impact on the

logging industry. However, the following are distinct
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1

possibilities that reflect the absurdity of Treasury's proposal,

any one of which could lead to the demise of the small logging

businessman:

1.

Loggers may have to withhold on payments made to gas
stations, parts or supplies vendors, repair services,
and the like or receive from each supplier a properly
marked exemption forﬁ. This is needless, stupid

paperwvork.

Loggers may have to withhold on payments to landowners

for the landowners' timber or receive an exemption form.

Loggers are not only payors, they are payees. They

may sell their products or services directly to a forest
products manufacturing plant or to a wood broker.
Depending upon the supply system, the withheld-upon
logger may receive a twenty to thirty percent reduction
in gross revenues - more than enough to bankrupt any

business.

Treasury notes an advantage to the payor - the use of
the payee's money pending its payment to the government.

This will probably make withholding inevitable, regardless
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..of the payee's protestations. Pirst, withholding may

be the "safest”™ alternative. Second, most systems

run more effectively when no exemptions exist. Thi;:d,
the payor makes money. Although we realize big business
has major capital availability and formation problems,
we strenuously object that their return on investment be
improved by disrupting and devastating the cash flow of,

and potentially bankrupting, small logging businessmen.

Flat rate withholding on a gross amount paid bears no
relationship to business realities in the logging
industry. The amount paid is not profit. 1In fact,
depending on market conditions, it may involve a loss.
From amounts paid to him, a logger must pay his employees,
pay landowners, pay for equipment, meet the costs of
repairs, supplies, fuel, lubricants, and insurance (all
the normal costs of operating a business). The sole
alternative for a logger to stay in business is
universal exemption (if the payor will agree), or
exemption on a delivery by delivery basis (also if the

payor will agree}.

A flat withholding rate ignores variances in profit

margins; a graduated rate requires a transaction by
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transaction estimation of t&x liability, producing for
the small business an overwhelming paperwork burden.
The choice, then, is between financial ruin for low
profit margin businesses (flat rate system), and an
impossible paperwork burden for the small business

(graduated rate system).

No one to date has been able to accurately estimate the
cost of complying with federally mandated regulations.
The estimates that do exist run into the billions of
dollars. In terms of the small logging businessman,
withholding may be the straw that breaks the camel's
back. In addition to the purposeful loss of the use of
his money, he would have to keep track of exemption forms
he has signed, exemption forms his payees have signed, the
amounts withheld on payments made to him if he failed to
get or could not get an exemption, amounts he withheld on
payees for whom he lacks an exemption form, the many
returns we are certain ultimately must be a part of this
proposal in order that Treasury, at least, can maﬂa some
sense out of it, and the deposits to be made, plus making
certain they are made properly. Unfortunately, we are

not aware of a computer for "in-forest" use. Although
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our fondness for tax attorneys and accountants is
normally unbounded, there is a limit. Unfortunately,
the logical alternative may simply be to either leave
the business or not to go into the business in the

first place.

We urge that the most effective means of enhancing tax compliance
is not mandatory withholding in economic relationships where the
entire concep . o withholding is absurd, but rather S. 736.

Knowing definitely who has the obligation to pay coupled with
improved information reporting and enforcement directed at the
proper party will significantly improve compliance. Such a
solution is vastly preferable to a solution that totally disregards

business realities,

Support for the Common Law

A major part of our support for S. 736 is based upon the fact that
it does not supplant the traditional common law test. Our initial
support of S. 736 stemmed from a sense of security provided by the
additional certainty to be found in adding alternative safe harbors
to the long-standing common law test of an independent contractor.
S. 736, then, is an improvement on status determination. It does

not disrupt decades of tax status development - a development upon
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which the great bulk of economic relationships have been
established. Rather, S. 736 would amend the tax laws in a way
that merely reduces the amount of money spent to resolve status

\

disputes with the IRS.

As we noted earlier, we would not support any legislation that
would completely replace the common law as the appropriate test
for determining employment tax obligations. Further, we would not
support a safe harbor coupled with any provision that denigrates
the status of APA's members as legitimate and honest self-employed
businessmen - as would be the case with Treasury's flat rate

withholding proposal.

Contrary to Treasury's belief, the common law is not an Anglo-
Saxon jurisprudence anachronism without meaningful application
to today's question and tax issues generally. The test is
flexible. We recognize that this flexibility may produce a
minorly irregular pattern as new and novel business relationships
arise. However, it is precisely that flexibility that permits
the test to meaningfully and predictably judge the nature of the

relationship between parties in new and novel economic situations.

An additional attribute of the common law test, which is not

merely desirable, but essential in most tax matters, is its
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neutrality. In a dynamic, free enterprise economy it would be
tragic to have the tax code impair or interfere with the decision-

making process between and among business parties.

" In the long run, Treasury's short-sighted and simplistic view

will curtail economic activity and ultimately impact negatively on
government revenues. Assets will not be utilized to their fullest.
New independent entrepreneurial activity may diminish because there
will exist a strong bias to create "employment”™ relationships. It

will be the only "safe®" tax alternative.

The Employment Tax Laws Can Be Enforced

The common law rule imposes no additional enforcement burden upon
the IRS when reasonably applied. There has never been a problem
in the woods in determining whether or not one individual was

employed by another. The IRS problem is of its own making.

We know that the employment tax laws can be enforced. We know
that independent contractors can be found, and their tax

obligations determined and appropriate action taken.

IRS enforcement activities with respect to independent loggers are
being undertaken today in two regions: an eight county area of

northeastern Florida and a sixteen county area of western Penn-
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sylvania. -IRS personnel have informed us that such "collection”
activities are routine. Although our analysis has shown that the
Treasury compliance study proves little, there is one fact that

it does prove rather conclusively - IRS has the means and the
resources to identify and find independent businessmen who are
evading their tax responsibilities. Even assuming a remote degree
of validity to the compliance study, are we not left to wonder
what compliance characteristics would be had the IRS' enforcement
resources been directed initially at the proper taxpaying parties?
The recurrent Treasury theme, that IRS lacks both the means and
the resources to enforce the tax laws on payments made to

individuals who are self-employed is without merit.

We do agree with Treasury that lack of knowledge and complexity
may play a significant role in tax collection problems. Over a
two year (1976-1977) period and in cooperation with the IRS and
the Social Security Administration, APA carried out an extensive
information and education program to help logging businessmen
know their proper tax obligations. The effort involved hundreds
of meetings on virtually a county by county basis in numerous
forested states. We know this joint effort generated admiration,
respect, and appreciation for the Internal Revenue Service and
improved already excellent compliance. APA is as ready to help

in this effort today as we have been in the past.



Proper enforcement directed toward the true taxpayer, education,

and improved information reporting will advance compliance

significantly more than a rashly conceived withholding proposal.

Conclusion

S. 736 is the solution to the real problem before us today. It

brings predictability and clarity to an area that has been made

unnecessarily confusing. It will enhance tax compliance without
supplanting the common law test and without disturbing economic

relationships of proven efficiency and workability.

The withholding proposal must be rejected. The proposal is not
realistic, and demonstrates an abysmal ignorance of the business
and economic relationships underlying this country's capitalistic
system. Treasury's withholding proposal will be the death knell
for the small independent logging businessman.

—_—
APA fully supports better reporting and will continue its efforts
to make sure those in our industry know their proper tax obligations.
Pinally, we respectfully suggest that the severe "role reversal®
problem Treasury has initiated be curtailed. It is time to make
sure that the code eases the burden of self-employed businessmen
who creat s the revenues upon which this government thrives, rather
than forcing businessmen to revise viable economic structures to

ease minor administrative burdens.
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SENATE FINANCE COMMITTEE

TESTIMONY ON

S. 736

A BILL TO AMEND THE INTERNAL REVENUE
CODE AND TO CLARIFY THE STAKDARDS
USED IN DETERMINING WHETHER AN
INDIVIDUAL IS AN INDEPENDENT CONTRACTOR

TESTIMONY OF
NATIONAL ASSOCIATION OF HOME BUILDERS

My name is Fred Napolitano. I am a resident of
Virginia Beach, Virginia, an active home builder and appear
today on behalf of the National Association of Home Builders
("NAHB'). NAHB is the trade association of the housing in-
dustry of the United States. Our membership, engaged in the
building of the homes of America, comprises more than 100,000
members and more than 300 local associations situated through-

out our country.
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The membership of NAHB is vitally and directly
affected by the concerns which are the subject of S. 736.
The ambiguities in present law concerning the distinction
between an employee and an independent contractor have long
been a source of Internal Revenue Service ingquirv of hore
builders. Often, this entails a time consuming, expensive

and, we believe, needless tax audit controversies.

NAHB, therefore, shares fully the concerns of
Senator Dole and, for that matter, the Treasury Department
in resolving the independent contractor-employee issue.
At the same time, this Committee must be fully aware of the
special needs of the housing industry in relation to these

problems.

‘Because the construction of a home entails the
transportation to a job site of a wide variety of different
materials which are assembled and/or fabricated by a host
of different trades, and because such job site necessarily
changes as the homes are built, the relationship between
the home builder and the person who performs the different

trades varies widely in this industry. For example, a
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bricklayer uses as his principal tools only a hod and a
trowel. The bricks are, of course, supplied directly by
the home builder and this cost far exceeds the cost of

the tools.

Another complicating factor, principally from
the standpoint of the approach which the Internal Revenue
Service has made to many home builders, is the fact that
a home builder may firnd it advantageous to ''sub out,"
that is, to hire an independent contractor to perform
services which may, in the minds of many, particularly
the Internal Revenue Service auditing agent, may consti-
tute performance of "common labor."” In that instance,
and largely because of this, the Service often alleges
that the persons performing those services are employees

rather than independent contractors.

For example, a home builder may hire an individual
who with his own employees performs the principal task of
"clean up man.'" He, and his co-workers, go to the job site
to eliminate the clutter at the conclusion of the principal

construction. No special tools are required; no special
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skills are involved. Yet the home builder not only prefers,
but_often must, deal with that person on an "independent”

" basis looking to him only for the completed job. The fact
that such a person is required to be on the job site at a
certain point (following the completion of other aspects of
construction) and at that point the construction may also be
fixed by reference to time, i.e., at a certain day at a cer-
. tain hour does not, from the standpoint of the home builder,
suggest that the time of that individual, hour by hour, is

directly under his control.

This same point can be made with respect to other
trades. Here are a few examples: The person responsible
for the flooring of a home must complete his work before the
person doing the framing arrives on the job. The framers,
in turn, must complete their work before the electricians or
those installing sheet rock arrive. And so on. Thus, although
the builder does not specifically control the hours of work of
the subcontractor, he must, in fact, schedule the date of com-
mencement and often the date of completion of the work so that

the house may be built in a logical and efficient sequence.



442

Another issue concerns the principal place of
busiﬁess. In the case of a subcontractor for a home
builder, this may be ambiguous. For example, a masonary
contractor maintains a form of office on the job site.
Sometimes this is in a truck owned by the contractor or
the building. On other occasions, he may utilize a desk
provided rent free by the builder on the job site. Under
S. 736, such an individual may be regarded as maintaining
a principal place of business which has been provided by
the person for whom the service is performed. In that
event, his independent contractor characterization is

jeopardized.

For the foregoing reasons, NAHB recommends that

S. 736 be modified in the following respect:

1. In situations, such as in construction, where
work must necessarily be performed on a job site in sequence,
that a builder will not be deeema to control the hours worked,
notwithstanding that time limits or date limits may be placed
upon completion of a job. A subcontractor will not be con-
sidered to maintain a principal place of business if he per-

forms substahtially all of the services at a single fixed
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location provided by the builder, if that location changes

from time to time as jobs are completed;

2. An individual will be deemed to have a sub-
stantial investment in assets in connection with performance
of services without regard to the cost or value of the assets

in relation to the value of the services which he performs; and

3. Where the tests outlined in S. 736 are not met,
the common law rules would apply and no inference would be
drawn as to the individual's status as a result of the failure
to meet the statutory tests. This would be consistent with the
bill's intent of clarifying the standards presently used and

not replacing them.

With the modifications above noted, and doubtless
others will be suggested as a result of these hearings, NAHB
feels that the enactment of S. 736 would constitute a major
step towards elimination of needless tax audits and expense,
all of which factors now confront home builders with respect
to the independent contractor v. employee issue. On the other
. hand, I must state to you emphatically that we oppose the with-
holding proposal of the Treasury. The flat 10 percent with-

holding tax appears to us to represent an attempt by the

53-8450- 79 - 29
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Treasury to shift the burdens of tax compliance from the
Internal Revenue Service to the operating home buiider.

That person typically is the small businessman. Most pro-
ducé less than 50 houses a year. Most -- simply because -
they are, in fact, general contractors utilizing independent
third persons for much of the work -- engage very few persons
as direct employees. The average is 3 or 4 nationwide.
Additional record keeping requirements are erroneous and the
Treasury approach materially adds to the cost. These costs
may, indeed, be greater than those which would be entailed

in a careful and conscientious administration of present law

as modified by S. 736.

NAHB fully supports the proposition that every
American must pay his full share of federal income tax.
Because we do not have access to the revenue statistics
which are available to the Treasury Department, we cannot
dispute the allegations of loss of revenues through non-
compliance by independent contractors. If this problem
exists, it is the job of the Internal Revenue Service to
. solve it on the basis of clear and uniformly applied law.
We suggest that S. 736 as proposed and proposed to be
modified reaches this result. We, therefore, recommend

its adoption.

September 17, 1979
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lsﬁenator Byrp. The next piece of legislation to be considered is S.

S. 1514 was introduced by Senator Warner and myself. Senator
Warner is very interested in this legislation and he will be here at
the earliest opportunity. He is now in a very important meeting.

This panel will consist of Mr. Thomas R. Casberg, Deputy Direc-
tor, Directorate of Construction Standards and Design, Department
of Defense; Mr. John Millhone, Director, Office of Buildings and
Commercial Systems, Department of Energy; the Honorable Pat-
rick L. Standing, mayor of Virginia Beach, Va., and chairman of
Southeastern Public Service Authority of Virginia, accompanied by
Mr. Durwood S. Curling, executive director of Southeastern Public
i(itxivwﬁ Authority and Richard Chirls, Esq., and Mr. Robert H.

rich.

Also, Miss Caroline Konheim, program manager, Combustion
Equipment Associates, Inc.

All of you are most welcome.

Mr. Casberg, I guess you would want to start off.

Senator CHAFEE. Mr. Chairman, if I might.

As I understand it, they will not go into the legislation, just what
it does. Could somebody just give us a brief synopsis of what the
legislation does? As I understand it, tax-exempt industrial develop-
ment bonds can be used for solid waste disposal facilities, but if a
Federal entity uses it, then there is a possiblity of losing the
exemption.

In other words, if you have one in Newport News and the Feder-
al Government uses part of it, say a naval facility uses it, then it
puts the entire issue into jeopardy. Is that the problem?

Senator BYrp. That is correct, Senator.

If I understand it correctly, Senator Chafee, if the electricity, the
energy, was to be sold through a private company, then there
would be no problem. Is that not correct?

Mr. SranpiNG. That is correct.

Senator Byrp. It is just because the Navy would purchase some
of the energy that it requires additional legislation.

Senator CHAFEE. We are talking about a situation where the
Navy, to stick with the analogy, the Navy does not take 100 per-
cent, just 20 to 25 percent. Is that right?
¢ er. ALDRICH. It must be a substantial portion going to a Federal

acility.

Senator CHAFEE. What is that?

Mr. CurLING. The IRS has not clarified that rule in excess of 50
percent.

Senator CHAFEE. In excess of 50.

Mr. AvpricH. Of the total revenues.

Senator CHAFEE. I see.

Thank you very much, Mr. Chairman.

Senator Byrp. Thank you, Senator Chafee.

I believe at this point that it might be helpful to read a letter
which I just received, as chairman, from the Department of the
Navy. It is a two-paragraph letter which I will read into the record.

For a number of years, the Southeastern Public Service authority of Virginia,
which represents some six Tidewater communities, has been endeavoring to develop
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a Southeast Tidewater Energy Plant, fired by municipal waste, which would provide
the Norfolk Naval Shipyard with steam and electric service.

The project takes on added significance in view of the country’s present and long-
range energy outlook. It is of particular interest to the Navy, because it would make
one of our principal shipyards almost independent of fossil fuels for steam and
electric energy.

Alternately, the shipyard is currently faced with the prospect of spending large
sums of moneito replace its existing aged and unreliable steam and electric power
plant. The technical feasibility of the project has been established and its economic
viability is currently being evaluated.

Our economic analysis has been predicated on the use of tax-free bonds. If the
bonds should become taxable, the project would unquestionably lose its economic
viability and further deliberations would be unwarranted. With tax-free bonds, it
may be difficult to solve the complex economic problems associated with producing
steam and electricty from refuse.

It seems to me that that is a rather significant letter from the
Department of the Navy. I might say before we begin these hear-
ings that I am not one to advocate extended use of tax-free bonds.
As a matter of fact, I disapprove of some of the uses to which tax-
free bonds have been put.

But we are dealing, in this situation, with six or seven different
municipalities. Those municipalities would have no problem, except
for the fact that the Navy is involved.

If this project is not deemed economically feasible because of the
change in the tax-free status as I judge from this letter, the Navy
would have to come to the Congress for an appropriation of tax
%mrc(lis to take care of their problems in the Norfolk Naval Ship

ard.

Gentlemen, this should be your time. You may go ahead.

Senator CHAFEE. Mr. Chairman, did Mr. Lubick testify on this?

Senator Byrp. The Treasury has submitted a written statement
that will be inserted in the record. The Treasury Department, at
the moment, does not approve the legislation.

However, the representatives of the Treasury Department will
meet Friday with representatives of this group in an endeavor to
work out some of the problems that the Treasury Department sees
in the way of a precedent that might be established.

I would want the record to show that the Treasurg" Department,
as of now, does not approve of the legislation which is before us.

Mr. Casberg?

STATEMENT OF THOMAS R. CASBERG, DEPUTY DIRECTOR, DI-
RECTORATE OF CONSTRUCTION STANDARDS AND DESIGN,
DEPARTMENT OF DEFENSE

Mr. CasBerc. Mr. Chairman, I am Thomas R. ACasberg. I am
responsible for utilities and energy engineering in the Office of the
Deputy Assistant Secretary of Defense for Installations and Hous-

m§ am pleased to algepear before the committee today to represent
the Department of Defense with regard to S. 1514. I have with me
toda, r. Charles M. Rieder, Director of Utilities Acquisition of
the Naval Facilities Command.

I have no formal statement for the record, Mr. Chairman. I
would like to make a couple of brief remarks.

Since S. 1514 relates to utilities, I would like to note that the
Department of Defense, therefore, has an interest in this matter.
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For many years, we have devoted considerable effort to reducing
our annual utilities bills. Since the oil embargo, we have doubled
our efforts, and our objective has always been to obtain utilities
services at the lowest possible cost.

In addition to reducing costs, we are striving to use less oil and
natural gas. Where we can use noncritical fuels at a lower total
cost, this is being done.

The proposed project by the Southeast Public Service Authority
is of interest to us because it generates steam and electric power
from waste products, and the initial indications, at least several
years ago, were that it might supply these utilties at a cost savings
to the Navy.

Recent information indicates that costs have risen, and I believe
that the question of economic feasibilty is still under review.

We have remained interested in the project, assuming that it
would result in a cost savings to the Department of Defense. With
regard to the specific language of the bill, we would defer to the
Treasury Department. With regard to the administration’s position
on the bill, we would defer to the Department of Energy.

Mr. Rieder and I would be pleased to answer any questions that
you may have.

Senator Byrp. Thank you, sir.

Mr. Millhone?

STATEMENT OF JOHN MILLHONE, DIRECTOR, OFFICE OF
BUILDINGS AND COMMERCIAL SYSTEMS, DEPARTMENT OF
ENERGY

Mr. MiLLHONE. Mr. Chairman, I have a statement that I will ask
to be submitted into the record. However, I think that my oral
remarks can be quite brief and to the point.

Senator Byrp. The statement will be published in full, and then
you can summarize it.

Mr. MiLLHONE. [ think that the issue on this bill has been well
stated in your preliminary discussions. My statement identifies the
concern that the Department of Energy has for using the valuable
energy resource that is posed in urban waste.

By 1985, the Nation will be discarding 200 million tons of munici-
pal waste a year. This represents a potential energy resource of
two quads.

If all the energy-intensive materials, such as steel, aluminum,
glass and certain paper fibers were recovered and recycled, we
would conserve an additional one quad of energy.

However, it is not expected to be able to recover all of these. All
of these estimates, at the current level of technology are at the
range of 55 percent, so we are dealing here with a subject matter
that are of great concern for the Department of Energy in terms of
getting these kinds of facilities moved ahead and on-line,

The Department of Energy has research and development going
on in this and related areas. My statement covers those in some
detail. I do not think it is necessary to go into that at this time.

The bill, as you know, provides that industrial development
bonds issued by tax-exempt State or political subdivisions may be
used as a means of financing solid waste facilities where the steam
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or electric power produced by such facility is used by the Federal
Government.

One of the opportunities for using this is proposed as the recov-
ered plant at Norfolk, Va. This is an attractive project for us in
that it combines cogeneration and would be the first such facility
in the United States.

S Sen%tor Byrp. This would be the first such facility in the United
tates? ‘

Mr. MiLLHONE. The first cogenerating facility.

So that we see it as a significant, major facility and attractive to
thehmechanisms that would make it possible to proceed further
with it.

However, this specific language deals with issues that are more
properly the concern of the Internal Revenue Code and the Treas-
ury Department, so that the Department of Energy would defer to
Treasury for any specific comments on the bill before you.

Senator Byrp. Thank you, sir.

The committee is pleased to have the distinguished mayor of the
city of Virginia Beach with us today.

STATEMENT OF HON. PATRICK L. STANDING, MAYOR, VIRGINIA
BEACH, VA, AND CHAIRMAN, SOUTHEASTERN PUBLIC SERV-
ICE AUTHORITY OF VIRGINIA, ACCOMPANIED BY DURWOOD
8. CURLING, EXECUTIVE DIRECTOR, SOUTHEASTERN PUBLIC
SERVICE AUTHORITY OF VIRGINIA; RICHARD CHIRLS, AND
ROBERT H. ALDRICH

Senator Byrp. Mayor, I believe that Virginia Beach is probably
one"of the fastest growing major cities of the United States, is it
not’

Mr. StanpING. That is correct, Senator, and it is a pleasure for
me to be here today. Virginia Beach is the fastest-growing city east
of the Mississippi, third in the United States, with a present popu-
lation of 275,000 people.

Senator Byrp. The population is 275,000.

Mr. STANDING. 275,000.

Senator Byrp. When do you expect to hit 300,000?

Mr. StanpING. It will be the largest city in the State in the next
year or so, certainly before the next census takes place.

Senator Byrp. Incidentally, you succeeded a mighty good man as
mayor—Mayor Holland. I worked closely with him, and I would

like to work closel{;,with you also.
Mr.ﬂSrrANDmG. e are fortunate that we still have him on our
council.

Senator, since you covered, and Senator Chafee covered, many of
the questions in my statement, I have submitted a statement to
you that I would like to incorporate in the record.

Senator Byrp. That would be published in the record.

Mr. StaAnDING. If you would agree with all of those things, I
could just get u&and leave.

The Public Service Authority is a political subdivision of the
State of Virginia. It does comprise six cities, Virginia Beach, Nor-
folk, Chesa%‘e,ake, portions of Franklin and Suffolk, and two coun-
ties, Isle of Wight and Southampton.
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In those six cities and two counties, there are approximately
800,000 people. I am sure that you are aware that very few times
have those six or eight political subdivisions ever agreed on any
one particular thing, but I come to you saying that all eight are
members of the Southeastern Public Service Authority in 1974. All
recognize the real concern for solid waste.

In laymen terms, that is mostly garbage.

At the time that we recognized the problem with solid waste that
was being landfilled—and it still is being primarily landfilled—the
U.S. Navy also had a problem with its electrical and steam-gener-
atinghcapacity at the Norfolk Naval Shipyard, which is in Ports-
mouth.

So after various studies, our engineers and consultants have
determined that refuse-derived fuel would be a major means and
gould be a solution to the joint problems of localities and the U.S.

avy.

To do this, of course, the localities have spent a considerable
amount of their own funds, totaling $2.2 million at this point to
complete the studies and to do approximately 30 percent of the
design for the facility.

The authority also has applied for, and received, the required air
emissions permit from the Environmental Protection Agency and
has submitted an environmental impact statement.

The U.S. Navy has been very helpful throughout this entire
process and, at this point, with our computer models of cost we,
working with the Navy, are preparing the utilities contract to
provide them with steam and electricity.

I think it is important also to note that today the U.S. Navy is
using 800,000 barrels of fuel oil to produce the steam and electric-
ity that is required at their facility.

Senator Byrp. Excuse me; 800,000 barrels at the Norfolk Naval
Shipyard?

Mr. StanpinG. That is correct, to produce steam and electricity.

Senator Byrp. If your proposal is approved, much or all of that
would be obtained from urban waste?

Mr. StanDING. From burning garbage, yes, sir.

Senator BYRD. It seems to me that that is a real breakthrough
and is helpful not only to the six municipalities and two counties
involved, but also to the Navy and to the Nation as a whole.

Mr. Stanping. It even goes further than that in that you have
already mentioned the fact that their facility there, to produce
steam and electricity, is almost completely dilapidated and the
freely admit that, and their alternative to us, providing them wit
steam and electricity based on their own figures is an appropri-
ation by you of almost $100 million to build them a new facility.
And that system could not provide the redundancy in the system
we are providing and the steam we would be providing them.

Senator Byrp. Let me interrupt you again, just to be certain I
understand.

You say the Navy is using 800,000 barrels of 0il?

Mr. StanpInG. That is correct.

Senator Byrp. That would be eliminated if this were enacted?

Mr. StanpING. That is correct, Senator.
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The Navy, of course, has a purchase contract from the General
Electric & Power Co. at present to provide them with electricity.
The 800,000 barrels includes what they are burning at their plant
to provide the Navy with electric energy.

nator Byrp. Thank you.

Mr. StaNDING. The computer model that we have developed
indicates that over the life of the project, which is a 30-year life,
based on the bond, the Federal Government, that is, the U.S. Navy,
would realize a savings from this project of $400 million.

Senator, that is, of course, the reason that we are supporting the
legislation to solve a local problem of solid waste disposal but in
this particular case, we have, I think, the enviable situation where
we can, in cooperation with the U.S. Navy, provide them with
something they need and also bring to the attention of all of the
United States and the world in the last 5 years the energy prob-
lems and the reliance by the U.S. Navy on fossil fuel, and that that
would be almost completely diminished by this project.

Thank you.

Senator Byrp. Ms. Konheim?

STATEMENT OF CAROLYN S. KONHEIM, REPRESENTING
COMBUSTION EQUIPMENT ASSOCIATES, INC.

Ms. KonHEIM. | am representing the Combustion Equipment
Associates which designs, builds, owns and operates resource recov-
ery plants which convert refuse from solid municipal waste into a
high Btu synthetic fuel, ECO-FUEL II through a proprietary pat-
ented process.

ECO-FUEL is sold on a Btu basis to electrical utilities as a
substitute for oil or coal.

We have been able to establish long-term purchase contracts
with utilities which include: United Illuminating Co. in Connecti-
cut, Public Service Gas and Electric Co. in New Jersey, New Eng-
land Power Co. in Rhode Island and a half dozen others who have
signed either letters of intent or preliminary agreements.

ECO-FUEL will be burned at United Illuminating in Bridgeport,
Conn., next week.

As part of CEA’s contracts with the utilities, we construct onsite
fuel receiving, storage, and fuel feed facilities. CEA’s contract cov-
ers any necessary upgrading of air and water pollution controls
and removal equipment. As with any refuse derived fuel proc-
ess, these energy conversion facilities are an integral part of our
resource recovery system.

While CEA’s current projects are not utilizing industrial revenue
bonds, this poesibility should not be precluded for future financing.
The restrictions of S. 1514, therefore, are of concern to us.

As introduced, S. 1514 disallows tax-exempt status to energy
conversion portions of a solid waste disposal system if they are not
contiguous to the disposal facility. This is strongly discriminatory
against virtually all refuse derived fuel processes in which the
refuse processing facility is rarely located next to the fuel user.

The flexibility of optimally siting plants according to environ-
mental, traffic flow and other land use needs is their very advan-
tage. While the utilization of existing powerplants normally re-
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duces the overall disposal cost to the community, such plant sites
rarely have room to accommodate a new processing facility.

Only one category of technology qualifies under the proposed
language: Incinerators which produce steamn which is used for heat
and/or electricity. Assigning tax advantages to the vendors of these
processes gives them an undue advantage in financing resource
recovery plants.

Therefore, we urge deletion on page 2, line 6, of the words “and
which is located at the same place as, or adjacent to, a solid waste
dis facility.”

dditionally, S. 1514 is restricted to plants which are publicly
owned or controlled. In much of this countrg, waste collection is
managed by private concerns. Even in New York Citsmat least 30
g:rcent of the waste is collected by private carters. Disposal may
in publicly or privately owned landfills, incinerators or process-

ing A{)lants.

1 public policy is directed to encourage private financing of
refuse f)rowssing facilities. Virtually no capital grant funds are
available.

The magnitude of available solid waste and the increasing ener-
glrevenues are attracting private developers to assume the risk of

ancing resource recovery projects without prior contracts with
gg:emmental agencies responsible for waste disposal. CEA/OXY
done this in Newark, N.J., and will do so at two sites in New
York City. These projects are able to assure a waste supply by
offering disposal at reasonable costs to surrounding communities
and private waste haulers. The reasonable costs is aided by struc-
turing the projects to optimize advantages to taxable and tax-
exempt entities.

Therefore, we urge that S. 1514 be modified to delete page 2, line
3, the words “operated by or on behalf of the governmental unit.”
Failure to do so thwarts private initiative in solving the solid waste
p}xl'oblerﬁll and increases the passthrough of higher financing costs to
the public. _

CEA commends the Finance Committee for taking steps to en-
courage turning our Yressmg solid waste problem into a meaning-
ful source of renewable energy. We feel certain that it was not the
intention of the committee to discriminate by technology or to
discourage private investment and that recognition of these provi-
sions can be easily corrected.

Senator Byrp. Thank you.

Let me say first, in reading the letter from the Nav¥{l do not
believe I stated that it was signed by Rear Adm. C. C. Hied, U.S.
Navy, Commander, Atlantic Division, Naval Facilities Engineering
Command.

[The letter referred to follows:]

DEPARTMENT OF THE NAvy,
ATLANTIC DIvisioN,

NAvVAL Faciurties ENGINEERING COMMAND,
Norfolk, Va., September 14, 1979.

Hon. Harry F. Byrp, Jr.,
U.S. Senate, Washington, D.C.

Dzar SeNaTOR ByrD: For a number of years, the Southeast Public Service Author-
ity of Virginia (SPSA), which represents some six Tidewater communities, has been
endeavoring to develop a Southeast Tidewater Energy Plant, fired by municipal
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waste, which would provide the Norfolk Naval Shipyard with steam and electric
service. The project takes on added significance in view of the country’s present and
long range energy outlook. It is of particular interest to the Na\zl because it would
make one of our xlrincipal shipyards almost independent of fossil fuels for steam and
electric energy. Alternatively, the shipyard is currently faced with the propsect of
spending large sums of money to replace its existing aged and unreliable steam and
electric power plant. .

The technical feasibility of the project has been established and its economic
viability is currently being evaluated. Qur economic analysis has been predicated on
the use of tax free bonds. If the bonds should become taxable, the project would
unquestionably lose its economic viability and further deliberations would be un-
warranted. With tax free bonds, it may be possible to solve the complex economic
problems associated with producing steam and electricity from refuse.

Sincerely yours,
C. C. Heip, Rear Admiral, Commander.

Mr. StaNDING. I failed to indicate tha. with me today is Mr.
Robert Aldrich and Mr. Durwood Curling and Richard Chirls and
they have a comment that they would like to make. Mr. Aldrich
would like to make the first comment.

Mr. ALbRICH. Senator, is that appropriate?

Senator BYRD. Yes.

Mr. ArbricH. I am Bob Aldrich, along with Charley Meacham,
an investment corporation in Virginia. We are working along in
developing the financing for this particular project down in that
area.

Our company, Payne, Webber & Curtis provides investment
banking services to States and communities throughout the Nation
for solid waste management problems, particularly for facilities
that convert waste into usable energy and recover valuable raw
materials, such as iron and glass, et cetera. _

Municipal waste facilities are beneficial to the whole economy.
Locally it solves serious garbage disposal and landfill problems,
while also providing new facilities or creating new employment
and it provides a new and reliable source of energy for our commu-
nity, and that can be up to 10 percent of the community’s electrical .
needs, for example.

Nationally, it solves a major environmental problem and poten-
tially displaces $220 million barrels of imported oil per year of
which the Virginia project, as you saw, would be - of the first
and one of the leaders in this particular area.

We expect to achieve, as the Department of Enerygy implied,
some 50 to 60 percent of these.

This market has not developed, or this industry has not devel-
oped, as rapidly as we would like to see it due to uncertain environ-
mental regulations, legal constraints, marginal economics of such
facilities and, last but most important to your bill, uncertainties
about the mechanisms by which such facilities are to be financed.

The value of S. 1514 is one that would recognize that the commu-
nities have used taxes and financing for such facilities; two, it
recognizes the economic need of tax-exempt financing for such
facilities; three, it recognizes that local government and private
industry must work together in the development of resource recov-
ery facilities.

our, it clarifies the question of what facilities can be financed
using tax-exempt bonds. That is more consistent with actual prac-
tice than the existing Treasury regulations.
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Last, it permits Federal facilities using energy from raw waste to
be financed using this technique.

The savings to the community are substantial. The savings to
Virginia is approximately $5 million a year utilizing the former
financing under your legislation.

Thank you.

Senator Byrp. Thank you.

I have a letter from the mayor of Portsmouth, Richard J. Davis,
endorsing this legislation which I will put in the record at this

point.
[The material referred to follows:]

[Mailgram]
PoRrTSMOUTH, VA., September 12, 1979.

Hon. Harry F. Byrp, Jr.,
U.S. Senate, Washington, D.C.

Dear Harry: As you well know, the Senate Finance Committee’s Subcommittee
on Taxation and Debt Management, which you chair, will be conducting a hearing
regarding S.B. 1514 on Monday, September 17, 1979. This bill, which attempts to
clarify and alter IRS regulations regarding such energy savin%l projects as Tidewat-
er's regional solid waste facility, is extremely important to this Nation’s effort to
obtain energy and independence.

We have resolved locally that it is in the Nation’s and Tidewater’s best interest to
work with the Department of the Navy in order to reduce their dependence on oil at
the Norfolk Naval Shipyard. The energy independence obtained through the use of
private and municipal refuse will greatly add to our national energy program while
at the same time resolving the ever increasing local burden on refuse disposal.

S.B. 1514 will authorize the issuance of tax-free bonds in order to finance this
project. During the early years of this project such assistance is necessary in order
for the project to be economically feasible, certainly, from a practical standpoint
there can be no better example of a project designed for public benefit.

As a member of the regional commission of elected officials appointed to oversee
this project, and as mayor of the city of Portsmouth, I urge you to endorse this
effort so this project can at last be brought to a successful conclusion. Your assist-
ance to date has been essential, and it is hoped that your strong personal interest
will continue.

Sincerely,
RiIcHARD J. Davis, Mayor.

Senator Byrp. Also, I have a letter from Mr. J. B. Crawford,
chairman of the board and president of the UOP Inc., world head-
quarters in Illinois. I will put that letter in the record.

[The material referred to follows:) UOPI

NC.,

Des Plaines, Iil., September 13, 1979,

Hon. Harry F. Byrp, Jr.,
U.S. Senate, Washington, D.C.

DeAr SENATOR BYRD: In the near future the Senate Finance Subcommittee on
Taxation and Debt Management will hold hearings on your Bill S. 1514 concerni
solid waste disposal facilities. UOP Inc. is actively irvolved in the construction an
operation of solid waste disposal facilities which, in modern disposal systems, in-
cludes as an integral part thereof the generation of electricity.

As you have pointed out, solid waste recovery facilities are important since they
address two problems facing our Nation—environmental concerns in disposing of
solid waste and production of energy. Solid waste recovery facilities are capable of
reducing our dependence on foreign oil by turning what was a problem—disposal—
into an asset—energy. A ton of solid waste can generate appmximately the same
amount of electricity as a barrel of oil. If this “new resource’’ were fully utilized, the
annual importation of 200 million barrels of oil—or more—could be eliminated.

Municipalities across our country are facing the disposal problem and, incidental-
ly, helping to solve the energy problem. One of the most important aspects they face
in these efforts involves financing. Your Bill addresses this problem.
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In a major solid wast facility, construction costs can exceed $100 million so,
obviously, tax-exempt financing improves the economic viability of the project.
However, as you have pointed out, current Internal Revenue Service interpretations
limit tax-exempt financing only to the solid waste portion of the dispoeal facility
and excludes the electric generating equipment which, in projects which include
electric generation, is an integrated part of the total disposal system.

We are entirely in agreement with the concept in S. 1514, but recognize that the
Bill was originated to cover municipal financing problems similar to the Tidewater,
Virginia project. It would be very disappointing if your proposale do not benefit
other public interest solid waste projects because future interpretations limit appli-
cation to a narrow factual pattern similar to the Tidewater, Virginaia project.

One major technical aspect of Bill S. 1514 which we would like to see clarified is
the requirement that the facility which produces the gas, heat or energy must be
“operated by or on behalf of the governmental unit’. By definition, Industrial
Development Bonds finance private projects and the general exception for solid
waste disposal facilities applies to Industrial Development Bonds. Since it does not
appear that it is intended to add any additional rules under Industrial Development
Bonds, the “by or on behalf of’ phrase is unnecessary.

UOP Inc. strongly supports your effort to expand the definition of Solid Waste
Disposal Facility. We recommend, however, that the language of your Bill not be
restrictive to preclude municipalities from undertaking such projects since the
electric generation portion of such projects are not operated ‘‘by or on behalf of the
governmental unit”’ and, therefore, the economic viability of the project is adversely

Sincerely,
J. V. CRAWFORD,
Chairman of the Board and President.

Mr. CHirLs. Mr. Chairman, I am Richard Chirls, associated with
the law firm of Brown, Wood, Wise, Mitchell & Petty in New York.
We represent the Southeastern Public Service Authority of Virgin-
ia as bond counsel and we wish to testify in support of S. 1514.

As you are aware, tax-exempt financing is presently permitted
under the Internal Revenue Code for the financing of solid waste
disposal facilities. Congress has therefore stated its present inten-
tion to permit tax-exempt bonds to be used for such purposes.
b ’{‘herefore, S. 1514 does not serve to open up a brandnew loop-

ole.

Senator Byrp. I might say if it did, this Senator would not have
ever introduced it, because I do not believe in expanding the tax-
exempt bonds, as you say. This is a part of existing law.

The problem it has raised, that the energy will be sold to a
Government unit, namely, the U.S. Navy, that has caused a prob-
lem. Is that not correct?

Mr. Cuires. That is correct. The problem has arisen because of
the interpretations proposed by the Treasury and the Internal
Revenue Service on the use of tax-exempt bonds that has restricted
their use in this particular instance and perhaps the use by other
projects.

Senator Byrp. If the Southeastern Public Service Authority of
Virginia were to sell its product to a private company, you would
not have this problem, would you?

Mr. CHirLs. That is correct.

Senator Byrp. You only have it because the U.S. Navy would
benefit to the extent that it would use 800,000 less barrels of oil per
year and also would not be faced with a big financing program that
Admiral Heid says that the Navy will be confronted with if it
cannot use this facility. Is that correct?
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Mr. Cuirts. That is correct. your bill actually focuses on two
impediments that exist under current Treasury regulations to the
financing of this facility.

One is, as you have mentioned, the problem that the steam and
electricity will be sold to the Navy. The Internal Revenue Service
has issued rulings by which they have said that bonds issued by a
municipality will not be treated as tax exempt if the source of
revenue for the payment of the bonds is derived from payments by
the Federal Government.

That may be appropriate in some circumstances, such as where
bonds are used to finance an office building to be rented to the
Federal Government on a long-term basis, but that is inappropriate
in this situation where the project is primarily designed to benefit
a municipality and the bond holders are not looking to the credit
or the Federal Government to pay the debt, but rather, it is the -
overall project and many of the risks involved in the project that
deal with the security for the bonds.

Senator Byrbp. I think that the Treasury and Secretary Lubick
came to see me and talk it over with me. I think the Treasury's
concern was about a possible precedent which it would create. It
seems to me that the Treasury’'s concern could be worked out
within the framework of the legislation.

I think it is fair to say also that the Treasury sees merit in the
overall proposal but does, as I say, have a concern about the
precedent.

Appropriate Treasury officials will be meeting with some of you
on Friday and I am hopeful as a result of this that something can
be worked out to the satisfaction of both parties.

Frankly, Treasury’s opposition does not seem very logical to me.
I was in a community in Virginia just recently where a very fine,
well-managed rapidly growing savings and loan company is putting
up a building with tax-exempt bonds. That is permitted under the
lz}w, and I suppose that they have an obligation to take advantage
of it.

If that can be done, and doctors can put up office buildings with
tax-exempt bonds, certainly it seems to me that, in the case of
seven municipalities in the State of Virginia joining together to
utilize urban waste and obviate the need for fossil fuel, certainly
the Congress would not want to discourage such a project while
encouraging these others.

But we will just have to see. I think that this is a fair proposal. 1
think it is a proposal if it were to be utilized extensively could
mean a great deal in the way of reducing our energy needs on

imported oil.

lgges anybody else on this panel want to make a comment?

Mr. ALpRicH. For the Northeast—Rhode Island, in particular,
there is not a source of petroleum fuels that we have in the rest of
the country. The direction to be served by this bill in utilizing
municipal waste, ;;articularl in Rhode Island where they have a
State agency developing such a program, similar to what we are
trying to do in Virginia, is very important and garbage is a source
of fuel in the Northeast. It is extremely important.

I think you will see a lot of support by fellow Senators from all
over the country, but particularly in our section.
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Senator CHAFEE. | find that a very powerful statement.

Senator Byrp. That thought went through my mind when I
heard Rhode Island mentioned.

Ms. KoNHEIM. Mr. Chairman, may I ask that my written state-
ment be included in the record, and I would also like to call to the
attention of Senator Chafee that modifications to the New England
Power Co., who we have been working with, would not qualify
under the legislation as currently introduced since it requires that
the %ocessin facility be located contiguously to the power user.
The New England Power Co. is very interested, and has contracted
with us, to use fuel that is produced by waste, not located on a site
next to their own powerplant.

Therefore, we ask that the committee give full attention to mak-
ing the amendments I suggested so that you are not discriminatin%
against half of resource recovery the technology refuse derived fu
systems, which is available to get energy out of refuse.

Senator Byrp. Thank you.

Senator Warner and I will work closely with Senator Chafee and
see what can be developed.

Senator Chafee?

Senator CHAFEE. Thank you very much. I was not conscious of
that. I appreciate what Ms. Konheim said.

Thank you very much, Mr. Chairman.

Senator BYRp. Senator Dole?

Senator DoLE. I have no questions.

Senator Byrp. Well, I think that all of you have made a verfr

ood case for this legislation. I hope that the meeting that you will
ve Friday with the Treasury Department will resolve what slight
difficulties there seem to be.

Thank you.

[The prepared statements of the preceding panel follow:}
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TESTIMONY
OF
JOHN P MILLHONE
DIRECTOR, OFFICE OF BUILDINGS AND COMMUNITY SYSTEMS

Ladies and Geatlemen of the Senate Committee on Finance. Thank you
for the opportuni - to speak before this hearing dealing with-munfcipal
solid waste. ’ ‘

The Department of Energy views municipal solid waste as a valuable
energy source. By 1985, the Natfon will be discarding 200 mfllfon tons
of waste per year. This represents a total potential energy resource
of two (2) quads. If all the energy intensive materials such as steel,
alueinum, glass and certain paper fiber were recovered and recycled we
would conserve an additional one (1) quad of energy. However, we can not
expect to recover all of the available munictpal waste. With current tech-
nology the national potential 1s estimated at 55% of the total. As we
develop smaller scale systems, and systems combining other ’nstes such as
those from agriculture and forestry operations that potential {s expected
to increase to S0% of the available municipal waste. '

Presently DOE s supporting research and development to increase the
options for the recovery of energy from waste, to solve specific technical
problems, and to fdentify and develop generic solutfons to {nstitutional or
non technfcal problems. In addftion, DOE and EPA have entered into a Mesmorandum
of Understanding that provides for EPA support to municipalities for feasibility
studies and procurement planning by funding provided as part of the President's
Urban Policy Inftfatives.

The President has recently sent to Congress a number of energy proposals
_including the Energy Mobilfzatfon Board and the Energy Security Trust Fund. o
The Energy Security Trust Fund would also most significantly, have uuthorit;
to provide jncentins for converting sastes to useful energy forms.

The Admini{stration belfeves these to be appropriate measures to support
efforts to reduce our dependence upon foreign ofl and to expand our energy

resources.
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I am pleased to briefly describe for you the DOE program in the
recovery of energv from municipal wastes the results of our 1979 efforts,
and the project: «2 {ntend to pursue in FY 80.

In Fiscal Year 1978, DOE provided support to twenty cities
developing potential demonstrations of new technologies. In addition,
seven other projects may lead to the demonstration of new technologies.
For example, 1n cooperation with EPA, we are supporting Stanford
University to develop an atomospheric fluidized bed fueled by municipal
waste to produce steam, using background data and equipment from EPA
experiments. Two other projects will add energy recovery boilers to existing
fncinerators.

DOE issued three competitive procurements during FY 1978 and
continued thefr support In FY 1979. These three Requests for Proposals
(RFP's) aimed at:

1. the recovery of energy from sewage sludge,
2. exploring the energy advantace of comtining municipal waste
and wastewater treatment anc,

3. the recovery and use of methane from landfills.
The tatter is partifcularly significant since 1t converts wastes buried
over the last ten years into an energy source capable of producing
about one-tenth of a quad of energy while decreasing the explosion
hazards associated with landfills. This effort is being continued in

FY 1980 to Yook at the design parameters of recovery.



459

We are continuing our Pompano Beach project which, converts
sunicipal solid waste to methane. The plant is completed and_has been
producing methane since August, 1978. There have been no prodlems with
the digestion process to date, although we have had a number of problems
'vith the part of the plant that prepares the incoming waste for use in
the process. These have been solved and the plant fs now operating at
design rate. This effort will contfnue in Fiscal Year 1980 in order to
test digester mixing and to achfeve high rate production. In this same
area of bloconversion we have an effort to produce ethanol from waste
by enzymatic hydrolysis. ‘

There is a strong program in existence in the federal government
to recover energy and mater{als from waste. The Envirornmental Protection
Agency 1s conducting research into the environmental concerns of energy
recovery. Under the President's Urban Inftfative they are providing
grants to municipalities to conduct feasibility studies and procurement
planning that will lead to waste-to-energy plants. In addition, they
provide technical assistance teams and frequent seminars for
technology transfer. The Department of Energy is conducting research
and development activities fn the areas of technical and fnstitutional

problems associated with energy recovery from wastes.

53-8450 - 79 - 30
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The proposed bi11, S1514, provides that fndustrial development bonds
fssued by tax-e; -pt State and political subdivision may be used as a means
of financing soiid waste disposal facilities where steam or electric energy
produced at such facilities are sold to and used by the Federal Government.
The bi11 further provides that tax-exempt industrial development bonds
mey be used to fund factlities which combine both solfd waste disposal and
energy production. This means that where the conversion from solid waste
to electricity 1s part of an integrated process the entire facility, including
steam boflers and elect-ic generators, may be financed by tax-exempt bonds.
One such plant that the proposed bill would affect {s the proposed waste
recovery plant at horfolk, Virginfa. We understand that this plant would be
a large scale plant that would cogenerate electricity and steam for sale to
the Norfolk Navy Yard to provide the principal source of energy for that
facflfty. If the faput for this proposed facility were 1500 tons per day,
it could displace an estimated 2000 barrels of ofl per day.
Because the proposed bill deals primarily with revisions to Internal
Revenue Code, we defer to Treasury Department for specific cosment on the bill.
Thank you for this opportunity to testify and I will be pleased to answer

any questfons,
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SUMMARY
of testimony of
SOUTHEASTERN PUBLIC SERVICE AUTHORITY
OF VIROINIA
regarding
S. 1514

September 17, 1979

The Southeastern Public Service Authority of Virginia
urges approval of S, 1514,

S. 1514 would amend the Internal Revenue Code to permit
tax-exempt revenue bond financing by states and their political
subdivisions to finance the construction of municipal solid
waste disposal facilities where steam and electricity is pro-
duced and sold to the Pederal government.

S. 1514 further permits the financing with tax-exempt
revenue bonds of electrical generating equipment which uses
steam recovered from the municipal solid waste disposal process.

Approval of S. 1514 by the Congress is necessary for
the implementation of a municipal solid waste to energy program
now being developed Jjointly by the Southeastern Public Service
Authority of Virginia and the United States Navy.
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STATEMENT
ON BEHALF OF
SOUTHEASTERN PUBLIC SERVICE AUTHORITY

OF VIRGINIA

by
Patrick L. Standing, Chairman
and
Mayor of Virginia Beach, Virginia

Robert H. Aldrich, Senior Vice President
Paine, Webber, Jackson & Curtis Incorporated

and

Richard Chirls, Esq.
Brown, Wocod, Ivey, Mitchell & Petty

I am Patrick Standing and I appear as Chairman of the
Southeastern Public Service Authority of Virginia and as Mayor
of the City of Virginia Beach, Virginia. With me today are
Rotert H. Aldrich, Senior Vice President of Paine, Webber,
Jackson & Curtis, Incorporuted, New York and Richard Chirls, Esq.,

of Brown, Wood, Ivey, Mitchell & Petty, New York.
INTRODUCTION

The Public Service Authority, a political subdivision of
the State of Virginia, is made up of eight communities
including the Cities of Chesapeake, Franklin, Norfolk,
Portsmouth, Suffolk, Virginia Beach and the Counties of Isle
of Wight and Southampton. These communities have a combined
population of approximately 800,000 people.

In 1974 municipal solid waste disposal was identified
as one of the major problems facing the local governments of
Southeastern Virginia. During the course of the many studles
designed to find solutions to this problem, the energy pro-
duction problem at the Norfolk Naval Shipyard in Portsmouth,
Virginia, was identified. The Shipyard is in the position
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of having to develop & new source of steam and electricity
to replace its worn out power plant. These two problems
lend themselves to Joiné solution by using the solid waste
generated in the communities as a fuel to produce steam and
electricity for the Shipyard. This project as conceived is
an outstanding example of the potential for intergovernmental
cooperation that could serve as a model in the future for simi-
lar municipal 80l1id waste to energy efforts between local
governments and nearby Federal installations.

During the past several years the Authority and the
U. S. Navy have been working together to develop the municipal
solid waste to energy program in a manner that will serve
the mutual benefit of both. The engineering and other
costs have been funded by the participating local governments
who have expended more than $2,200,000 thus far. The funds
were committed after receiving assurances from local representa-
tives of the U. S. Navy of their support for the program.

The Authority has put together a team of nationally
recognized architects, engineers, investment bankers and
legal advisors to undertake the planning and design for the
project. At this time, both firm capital and life cycle
cost estimates for the project have been completed. A
significant portion of the design for the project has been
completed. In addition, the Authority has applied for and
received required air emissions permits from the Environmental
Protection Agency, prepared and summitted the Environmental
Impact Assessment, and has been developing an energy purcﬁgae

contract with the U. S. Navy.
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Landfills for solid waste disposal 1n six of the seven
communities served by the Authority are nearing the end of
their useful lives. This fact, plus the energy producing
problems at the Shipyard, led to the joint program with the
U.S. Navy to utilize the solid waste as a source of fuel
rather than continuing to bury 1t in the ground. We feel
that this decision 1s in the best long term interest of
Southeastern Virginia and the Nation.

The benefits to be derived in Southeastern Virginia and
the Nation from the utilization of municipal solid waste as
a source of fuel to produce energy for the Shipyard is
summarized as follows:

1. It will greatly reduce the volume of municipal solid
waste to be landfilled with a corresponding reduction
in the potential for groundwater pollution. The
character of the non-energy producing solid waste
remaining to be landfilled is of a nonputrescible
character that will not produce odors or other environ-
mental problems.

2. It is in keeping with the Nation's objective of reducing
reliance on fossil fuels as a source of energy. At
present, approximately 800,000 barrels of oil are used
annually to produce the steam and electricity consumed
at the Shipyard. In addition, the refuse derived fuel

produced from the municipal solid waste generated in
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Southeastern Virginia will have heating value over the
thirty year 1ife of the project equivalent to over five
million tons of coal, over 118 billion cubic feet of
natural gas or Just under 24 million barrels of crude
oil.

It will result in improvements in air quality in the
area in that the obsolete, oil fired power plant
presently serving the Shipyard and two incinerators
currently burning solid waste will be shut down.

It will result in the recovery of over one million tons
of ferrous metals and nearly 75,000 tons of aluminum
over the project's 30-year life.

It will result in substantial savings to the U.S. Navy.
The power plant currently serving the Shipyard is worn
out and must be replaced. As its alternative to
obtaining its steam and electricity from the

Authority, the U.S., Navy is considering constructing

a coal gasification plant at an estimated capital

cost of $99 million. If the municipal solid waste
fired facility is not constructed, the Navy plans

to seek an appropriation from the Congress to

construct such a facility. The municipal solid

waste fired power plant will have approximately

twice as much firm electrical output as will the

Navy's alternative. A comparison of the projected
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life cycle cost of the municipal solid waste fired
facility to the coal gasification plant indicates
that the Pederal'zovernmenc will save approxi-
mately $400 million in energy procurement cost
over the project's thirty year life.
6. The municipal so0lid waste fired facility will produce
annually approximately 154 million killowatt hours
of electricity, enough to serve about 14,000 homes.
It will also produce annually for sale to the Shipyard

approximately 1.5 billion pounds of steam.

IMPACT OF S. 1514 ON THE DEVELOPMENT
OF RESOURCE RECOVERY

Recovery and recycling of resources from our municipal
waste stream has significant local and national beanits: )

(1) 1t reduces the burden on local communities
in siting and maintaining landfill sites;

(2) 1t recycles back into the economy processible
raw materials including: iron, aluminum, glass,
plastic, paper and non-ferrous metals;

(3) the energy values contained in the organic
and cellulosic portions of the waste stream can be
recovered in the form of a fuel, steam, synthetic

oil or gas, and electricity.
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In years past, recycling was limited to the scavenging
of valuable materials from the waste stream, primarily high
cost metals, rags and recyclable papers. In the last few
years due to the combination of rising landfill costs, sites
becoming less readily available, and the price of energy
increasing disproportionately to the rest of the economy,
recycling on a major scale began to receive more attention
at the Federal, state and local levels. As a result, we
have seen the emergence of a new industry based on the
economic recovery and recycling of products and energy from
our municipal waste system.

Today there are seven large resource recovery facilities
in operation, extracting energy and materials from waste,
the total design capacity of these plants being approximately
5,800 tons of municipal waste per day. Four more major
facilities with a combined capacity of 6,200 tons per day
are in the advanced stage of startup. In addition several
small commercial and municipal facilities are in operation,
or are in the process of construction.

Resource recovery technology has, with some difficulty,
crossed the threshold of technical feasibility and the
systems are beginning to be economically competitive with
alternative methods of disposal. The systems in place today

demonstrate that multiple technologies are avallable which
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can provide effective, reliable and affordable means of
recovering useful energy and recycling, with significant
energy savings, certain recoverable materials. Simultane-
ousliy, landfill disposal can be reduced by ten-fold and the
environmental quality of the landfill sites improved.

The potential for resource recovery to make a significant
contribution to the Nation's energy goals has been barely
tapped. Today's waste to energy capacity represents less
than 3% of the potential 220 million barrels of o1l equivalent
contained in the municipal waste stream. This Bill will
provide added incentive to municipalities to convert their
waste into useful energy.

Reasons for Slow Development of Resource Recovery Potential

The reasons why resource recovery has not been exploited
as an alternative energy resource are complex and diverse.
The primary reason is that the short term economic incentive
for communities to convert from landfill to resource recovery
has not existed. While the trends in energy and material
prices, and increasing costs of landfill have all been
positive, the local communities have hesitated in undertaking
the major program for conversion due to the risk factors
assoclated with combustion processes and the higher initial
cost of disposal associated with resource recovery.

Despite this, many municipalities have decided to move
forward in this area, only to be thwarted or delayed in their

efforts by:
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(1) uncertain and costly environmental regulations;
(2) legal constraints in procuring facilities

or securing control over the waste stream; and
(3) uncertainties in the mechanisms by which

such facilities can be financed.

Clarifying the Pinancing Mechanism for
Municipal Solid Waste Resource Recovery Facilities

Municipalities have historically financed solid waste
management facilities by the issuance of municipal debt,
general obligation bonds, revenue bonds or special assessment
bonds. Municipal solid waste resource recovery facilities
frequently utilize the private sector as the constructor,
operator or user of the energy derived from such facilities,
As a result municipalities have been essentially liiuited to
the use of revenue bonds as permitted under Section 103(b)(4)
of the Internal Revenue Code.

As discussed later, Treasury regulations defining the
facilities eligible for tax-exempt financing have been unduly
restrictive, and frequently confusing to communities attempting
to finance municipal solid waste resource recovery facilities.
There is serious concern now that Treasury intends to put
further restrictions on the use of this form of financing
which 1s having a sericus impact on the continuing development
of resource recovery projects throughout the United States.

It is time that Congressional intent be better defined so as
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to give positive direction to the Department of the Treasury
in this specific area of tax-exempt municipal financing.
Several major problems exist in the current interpretation
of existing statutes and regulations:
(1) the Treasury Department has set arbitrary
and sometimes unrealistic cut off points in the
solid waste process stream beyond which tax-exempt
financing is not allowed, e.g. facilities producing
steam mey be financed but financing for the facilities
to transport the steam to market or to convert unsale-
able steam to saleable electric energy is not allowed;
(2) the Treasury Department, by its regulations,
has inadvertently limited the choice of the communities
in the selection of the most economical technology for
solid waste disposail;
(3) there are several important major projects
in the United States where the Pederal government
is the sole potential customer. Under existing
interpretations tax-exempt financing generally cannot
be utilized by the munlcipalities for such projects.
S. 1514 clearly states the objective of Congress to
retain ghe historic rights of municipalities to finance
s0lid waste disposal facilitles, and recognizes the changing
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technology and institutional aspects of resource recovery.
S. 1514 enables local communities and Federal facilities in
their area to mutually work together on resource recovery
projects.

Cost of S. 1514 to the Federal Treasury

The cost of this Bill to the Federal Treasury has been
estimated by the Joint Tax Committee based on the total
income tax revenue losses associated with the issuance of
tax-exempt debt. Under such a calculation, the estimated
losses to the Treasury from this Bill are quite minimsl, going
from $2 million per year in 1980 to an estimated $81 million
per year in the later years. However, for this particular
Bill the direct costs to the Pederal government are reduced
by the economic benefits derived from the savings in fuel
costs to Federal facilities and the strengthening of the
dollar due to the development of a significant alternative

and renewable energy source.

ECONOMIC IMPACT OF S. 1514
ON_THE AUTHORITY'S PROJECT

Senator Byrd, as reported in the July 13th Congressional
Record-Senate, stated that 1f the financing of the resource
recovery project of the Southeastern Public Service Authority of
Virginia cannot be accomplished through the sale of municipal

bonds at tax-exempt rates, the project would not be economically
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feasible and would fail. The same sentiments were expressed
by Congressman Danifel in the July 27th Congressional Record-
House. The tax-exempt rate currently projected is 7-1/2%

for a 30-year maturity. Should the security for the financing
remain as it now appears but the bonds bear interest at
taxable rates, the cost of borrowing would be at least 10-
1/2%. This adds approximately $140 million to the cost of
the project over its projected life, or, $4.65 million per
year. The cost per ton to the communities for waste disposal
would increase approximately 30% due to the increased interest
cost alone. While such an increase could be palatable to a
few of the local governments because they now have no viable
alternative for the disposal of the community's solid waste,
the majority would forego resource recovery in favor of
existing landfills. (The environmental hazards of continued
use of landfills as historically operated have been well
documented.) The U.S. Navy would expect to pay an increase
of 10% over its own estimated alternative energy costs in

the first year in such a case. This would cause the Shipyard
to be non-competitive from a cost view with other shipyards.
Either of these cost increases due solely to the increased
burden of taxable interest rates in the early years would
make the project unacceptable to the Authority, the local

communities, and to the expressed needs of the Navy.
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During the planning, designing and estimates o>f this
project, an Economic Life Cycle Model has been developed.
This computer program has facilitated the projection of costs
and required revenues., It shows that the project is economically
feasible if financing is available at tax-free rates. The project
can meet the Navy's needs for the Shipyard to remain competitive
in the early years and provide substantial savings over its life.
Those savings, as compared to the Navy's own best estimates of
1ts selected alternative, are over $400 million. This amount
represents a lost opportunity should the project fail because
the burdensome interest cost in the early years forces cancellation

or delay.

LEGAL DISCUSSION OF S. 1514

The use of tax-exempt bonds as a mechaniam for providing
financial assistance to encourage the maximum development of
resource recovery technologies is presently permitted.
Typically, municipal solid waste disposal and resource
recovery plants have been financed through the issuance of
tax-exempt revenue bonds, the payment of which is secured by
long~-term contracts for the sale of steam or electricity
produced at the plant. Section 103(b)(4)(E) of the Internal
Ravenue Code provides chit the interest on bonds used to
finance the construction of solid waste disposal facilities

will be exempt from Federal income tax. However, the exemption,
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as currently interpreted and applied, is of such limited
scope that in many instances tax-exempt financing is unavailable.

For example, the Internal Revenue Service has in the
past taken the position, in both published and private
rulings, that tax-exempt bonds may not be used to finance
facilities which are used by or for the benefit of the
Federal government where a substantial portion of the debt
service for the bonds is derived from revenues paid by the
Federal government on account of such use. Accordingly,
even though the motivating force for the construction of a
8011d waste disposal facility is to solve local municipal
garbage disposal problems, the Internal Revenue Service will
not permit tax-exempt financing where recovered by-products
of the 80lid waste disposal process are used by or for the
benefit of the Federal government c¢r where the revenues
derived from the sale of such by-products are used to pay a
substantial portion of the principal or interest on the
bonds.

The limited market for sale of the recovered by-products
of solid waste has constituted a substantial impediment to
the large-scale development of solid waste disposal and
resource recovery facilities. The number of potential users
of such by-products who have sufficient incentive to enter
into long-term purchase agreements which will provide financial

security for a project is small. Therefore, in order to
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encourage development of these facilities, increased markets
for these by-products must be found.

In several instances an agency of the Federal govern-
ment has considered the purchase of recovered solid waste
by-products. In particular, the Armed Services has in-
dicated an interest in the use of such energy related by-
products in connection with several military facilities
around the country, in part, as a response to the strong
encouragement of Senator Hart's report of the Committee on
Armed Services which accompanied the Military Construction
Authorization for 1979. However, as a result of the IRS
position regarding the taxability of bonds issued to provide
Pederal faclilities, no solid waste disposal and resource
recovery facilities have been constructed which contemplate
the sale of recovered by-products to the Federal government.

The Bill provides that tax-exempt revenue bonds miy be
used to provide a solid waste disposal facility where any
materials, gas, heat, or energy that is recovered or results
from the solid waste disposal process is to be used by, or
for the benefit of, an agency or instrumentality of the
Federal government or where the bonds are payable from
payments made in respect of such use by an agency or instrumen-
tality of the Federal government. The Bill does not, however,
permit the broad use of tax-exempt bonds to finance facilities
for the benefit of the Federal government. Rather, the Bill

$3-845 0 - 79 - 31
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is limited in its scope to the financing of solid waste
disposal facilities--which is an accepted and long-standing
use of tax-exempt bonds. In effect, the Bill would permit
the use of tax-exempt bonds to finance solid waste disposal
facilities regardless of whether a private profit-making
corporation or the Federal government uses the materials,
steam or electricity produced at the facility or provides
for the payment of the bonds.

An additlonal current impediment to the use of the tax-
exempt bonds in connection with solid waste disposal facilities
arises as 8 result of the narrowly circumscribed definition
of the facilities which are eligible for such financing.
Under present regulations promulgated by the Department of
the Treasury, the portion of & facllity which qualifies for
tax-exempt financing includes the portion relating to the
recovery of materials or heat from the disposal process and
further processing to put them into the form in which the
materials or heat are commercially saleable, but does not
include further processing which converts the materials or
heat into other products. Consequently, tax-exempt bonds
may not be used to finance electric generating equipment
which uses steam recovered from the solid waste disrosal
process. Further, as the technology involved in soiid waste
disposal has developed, it has become common to design more

energy-efficient facilities which will segregate a combustible
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fraction of the so0lid waste. This material is commonly

known as refuse derived fuel (“RDF"). As the economic

incentives to acquire fossil fuel substitutes have increased,

the possibility that RDF will be commercially saleabdble has

emerged. Therefore, under the Treasury's present regulations,

to the extent that RDF is regarded as a commercially saleable

by-product, tax-exempt financing 1s available only for the

portion of a facility up to the point where the RDF i;

segregated. It 1s understood that the Treasury is considering

the issuance of additional regulations which would impose

further restrictions on the use of tax-exempt firancing for

a solid waste disposal facility where a commercially saleable

by-product is recovered from the solid waste disposal process.
The Treasury's present (and, possibly, future) ruies

create substantial impediments to the financing of solid

waste disposal facilities by municipalities. In each instance

a determination must be made as to the point in the process

at which a commercially saleable product is created. Due to

the ambiguity of the Treasury regulations, an advance

ruling from the Internal Revenue Service must be obtained in

nearly every case. The cost, in terms of both time and

effort, involved in this stage of planning has proved to be

a sufficient disincentive in some cases to require plans for

80lid waste disposal facilities to be abandoned. Another
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adverse effect of the Treasury's current position is that it
requires either that the RDF, where produced, or the steam

be sold as a final product or that any facilities for additional
processing of the RDF or steam be financed at hizher taxable
borrowing rates. In most cases the price at which RDF cr

steam may be sold will not produce sufficient revenues to

permit the project to be rinaﬁced.- Alternatively, the price
that must be charged for steam or electricity, as the final
product, will be 80 high as to not be competitive with other
forms of energy.

The end result is that many proposed solid waste
disposal projects will not be built, or that the cost of
utilizing a system which creates RDF will be avoided by
relying on technology which disposes of solid waste material
in a less energy-efficient manner.

Accordingly, the Bill provides a definition of qualifying
solid waste disposal facilities for purposes of Section
103(b){4)(E) of the Internal Revenue Code which would remove
some of the disincentives to building solid waste disposal
and resource recovery plants. This definition provides that
a facility for the disposal of solid waste material includes
any facility which has the function of recovering material
from the solid waste disposal process znd any facility

operated by or on behalf of a governmental unit in order to
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produce gas, heat or energy directly or indirectly from the

s0l11d waste disposal process and which is located at the

same place as, or adjacent to, a solid waste disposal facility.
The Bill is limited to permitting tax-exempt financing for

a wholly integrated solid waste disposal and resource recovery
facility which is operated by or on behalf of a governmental
unit. Accordingly, the benefit of tax-exempt borrowing will only
be available to finance facilitiea which dispose of or process
municipal solid waste whether owned or operated by a municipality
or by a private entity. However, the use of tax-exempt bonds
will not be extended beyond its present scope as interpreted

by the Treasury to finance facilities which are for the sole
benefit of private industry, such as a bark burner to process

the solid waste by-product of a paper mill.

The Southeastern Public Service Authority of Virginia
plans to construct a solid waste disposal and resource
recovery plant in Portsmouth, Virginia to serve a five-city
and two-county area. The facility will be constructed on
United States Navy land, and the predominant source of
revenues for the payment of principal and interest on the
bonds issued to finance the plant will be derived from
payments made by the United States Navy for steam and
electricity to be supplied to the Norfolk Naval Shipyard by
the plant. The project is designed to meet both the require-
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ments of the municipalities to dispose of their solid waste
in an economically and ecologically sound manner and the
Navy's need for low-priced energy. The facility is designed
to utilize the most modern proven technology available in
order to operate at the greatest etriéiency. Accordingly,
the disposal process will produce a refuse derived fuel
which will, in turn, be utilized to generate steam and
electricity for sale to the Navy. The production of steam
and electricity and its subsequent sale is necessary for the
economic viability of the project. However, under existing
Treasury regulations, the cost of the electric generating
equipment must be financed at a higher taxable cost of
borrowing. Further, unless the Authority can prove to the
satisfaction of the IRS that the refuse derived fuel has no
commercial market, nearly one-hall of the cost of the plant
will be financed at taxable rates of interest. The resulting
financing costs will, therefore, be so high as to destroy
the economic soundness of the project and require the Authority
to abandon its plans. The problems confronting the Authority
in 1ts proposed project are applicable to several similar
projects around the country. The Bill will permit responsibly
planned projects to proceed as a result of the financial
benefit derived from tax-exempt financing.

In sumhary, as part of a continuing effort by the
Congress to promote the development of means to deal with
the nation's growing waste disposal problem and to promote
energy-related resource recovery, the pr;sent Bill permits
the use of the existing tax-exempt bond mechanism to promote

such goals,
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TESTIMONY OF COMBUSTION EQUIPMENT ASSOCIATES

[ am Carolyn S. Konheim, representing Combustion Equipment Associates, Inc.
CEA is a New York City-based company with 2600 employees engaged in tf‘e design
and manufacture of pollution controls, energy and agricultural products. The
New York Stock Exchange 1isted company has assets of over $150 million and
annual sales of $163 millfon.

I am here to testify on S-1514 which would amend the Internal Revenue Code
with respect to aspects of solid waste disposal facilitfes.

CEA designs, builds, owns and operates resource recovery plants which
convert refuse from solid municipal waste into a high Btu synthetic fuel,
£CO-FUELRTI throug;n a proprietary patented process. ’

ECO-FUEL fs sold to electrical utilities as a substitue for oil or coal.

'1t-is described in the February 1979 issue of Power Magazine:

"The only refuse derived fuel of uniform quality commercially available today,
ECO-FUEL EI, is manufactured by Combustion Equipment Assocfates, Inc. ...
ECO-FUEL II 1s a dry free-flowing powder with a high bu?k density. Experience
at several plants has proved that it is easy to transport, store, and handle
with conventional equipment used in the cement and grain industries. Its
consistency of particle size, high oxygen content, and uniformly high heating
value allows rapid and complete combustion. Several engineers claim the flame
pattern, flame stability, and ignition characteristics witnessed during £CO-FUEL
combustion are equivalent to, or better than, those observed when burning
pulverized coal. In addition, the fuel is flexible: It can be fired as a

powder with existing, unmodified pulverized-coal burners, or in briquette form."

BEST COPY AVAILABLE
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For those reasons, CEA has been able to establish long term puchase
contracts with utilities. These include:
s - United I1luminating Co., Connecticut
Public Service Gas & Electric Co., New Jersey
New England Power Co., Rhode Island
and a half dozen others who have signed either letters of intent or preliminary
agreements.
ECO-FUEL will be burned at United Il1luminating in Bridgeport, Connecticut
next week.
As part of CEA's contracts with the utilities, we construct on-site fuel
receiving, storage, and fuel feed facilities. CEA's contract covers any

- —

necéssary upgrading of air and water pollution controls and ash removal

equipment. As with any refuse derived fuel process, these energy conversion
facilities are an integral part of our resource recovery sy .em,

While CEA's current projects are not utining_ Industrial Revenue Bonds,

this posstbility should not be precliuded for future financing. The restrictions
of $-1514 are, therefore, of concern to us.

As introduced, S-1514 disallows tax exempt status to energy conversion
portions of a solid waste disposal system if they are not contiguous to the
disposal facility. This is strongly discriminatory against virtually all
rgfuse derived fuel processes in which the refuse processing facility is rarely

‘ located next to the fuel user. The flexibility of optimaily siting plants
according to environmental, traffic flow and other land use needs is their
very advantage. While the utilization of existing power plants r;mnally
reduces the overall disposal cost io the community, such plant sites rarely

have room to accommodate a rew processing facility.



483

Only one category of technology qualifies under the proposed language:
incinerators which produce steam which is used for heat and/or electricity.
Assigning tax advantages to the vendors of these processes gives them an
undue advantage in f{n#ncing resource recovery plants.

Therefore, we urge deletion on p. 2 line 6 of the words "and which is
located at the same place as, or adjacent to, a solid waste disposal facility."

Additionally, S-1514 is restricted to plants which are publicly owned or
controlled. In much of this country, waste collection {is managed by private
concerns, Even in New York City at least 30 ¥ of the waste is collected by
private carters. Disposal may be in publicly or privately owned landfills,
incinerators or processing plants. B

A1l public policy is directed to encourage private financing of refuse
processing facilitfes. Virtually no capital grant funds are available.

The magnitude of available solid waste and the increasing energy
revenues are attracting private developers to assume the risk of financing
resource recovery projects without prior contracts with governmental agencies
responsible for waste disposal. CEA/OXY has done this in Newark, New Jersey
and will do so at two sites in New York City. These projects are able to
assure a waste supply by offering disposal at reasonable costs to surrounding
communities and private waste haulers. The reasonable cost is aided by
structuring the projects to optimize advantages to taxable and tax exempt entities.

Therefore, we urge that S.1514 be modified to delete page 2 line 3 the words
"operated by or on behalf of the governmental unit"., Failure to do so thwarts
private initiative in solving the solid waste problem and increases the

pass through of higher financing costs to the public.

CEA commends the Finance Committee for taking steps to encourage turning
our pressing $qlid waste problem into a meaningful source of renewable energy.
We feel certain that it was not the intention of the committee to discriminate
by technology or to discourage private investment and that recognition of

these provisions can be easfly corrected.
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Senator Byrp. The next panel will discuss three different pieces
of legislation.

Mr. Donald P. Quinn of Boston, Mass., will address S. 687.

Mr. Edward 1. Geffner, administrative director, Manhattan Bow-
ery Corp., New York, who will address S. 401, Senator Moynihan’s
proposal, and Dr. Jay P. Sanford, dean, School of Medicine, Uni-
formed Services University of the Health Sciences, Bethesda, Md.,
will discuss Senator Mathias’ proposed S. 945.

Mr. Quinn?

STATEMENT OF DONALD P. QUINN, BOSTON, MASS.

Mr. QuINN. My name is Donald Quinn. I am an attorney from
Boston and I represent several of the defendants in the Indian land
claim which has been brought and settled and completed, virtually,
in the State of Rhode Island by the Narragansett Indian Tribe.

I want to thank the committee for the opportunity to discuss in 3
minutes our solution to the 190-year history of dealings between
the Federal and State governments and the Narragansett Tribe.

Until 1975, it was really not considered that the Narragansett
Tribe was a tribe under Federal jurisdiction. However, in 1975,
they brought two suits in the Federal district court that basically
immobilized the community, the town of Charlestown, R.I

The defense of that case would have taken several years in
litigation. It would have taken many hundreds of thousands of
dollars in litigation costs, attorneys fees, and luckily we were able
to settle it. We settled it only several weeks before the trial was to
commence in 1978,

The settlement required several things to be done, one of which
was to meet the requirement of the Trade and Intercourse Act by
obtaining an act of Congress blessing and funding the settlement.
We were fortunate in having the dedicated Members of the Con-
gress realize our problems and in a very timely fashion, the Rhode
Island Indian Claims Settlement Act of 1978 was passed last Sep-
tember, signed by the President on October 2.

Because of the difficulty in dealing with many of the substantive
matters in that bill, and the problems of having your committee
and other committees in the House sequentially dealing with the
revenue aspects of it, certain provisions of the settlement agree-
ment, which were an integral part of the settlement, were left out
and agreed to be dealt with this year in amendatory legislation.

Senate 687 amends the Rhode Island Indian Claims Settlement
Act, 1978, in one small respect. That respect, sir, is to give section
1033 treatment to the moneys paid to the private defendants who
conveyed their land in settlement of a claim.

Section 1033 treatment would allow people to take the moneys
that they receive and, instead of having a recognized capital gain,
if they do reinvest the money within an applicable period of time
into a qualifying reinvestment, then they will have a deferral of
capital gains.

If I can answer any questions regarding this, I would be pleased
to.
I am submitting a 25-page memorandum that sets forth in detail
the tax consequences.
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Senator Byrp. Fine. That memorandum will be published in the
record.

Thank you, Mr. Quinn.

Senator Chafee?

Senator CHAFEE. Thank you, Mr. Chairman.

First, I would like to thank you very much for bringing this
before the subcommittee, scheduling it. We appreciate it, and we
also appreciate Senator Packwood and Senator Dole having given
us a hand in moving it along.

The situation is this, briefly, Mr. Chairman. We have this prob-
lem in which the Narragansett Indians, as Mr. Quinn said, brought
suit. It tied up some 3,200 acres of land in the southern part of the
State. The titles were all in limbo.

So finally, a deal was worked out where a corporation was set up
which was going to be controlled by the Narragansett Indians, and
the State transferred 900 acres of land to this corporation from
State lands. Private landowners will also convey about 900 acres to
the corporation. Congress last year agreed to put up $3.5 million to
buy this land.

As an integral part of the settlement, it was agreed that we
would seek section 1033 treatment so the landowners would not
have to pay capital gains taxes if they reinvested the proceeds from
the sale of their property, I think, in 2 years in similar or related
property. -

This the standard homeowner thing where the tax is deferred.
They keep the same basis on the new land. When they sell that,
they will pay their capital gains tax. That was a key part of the
settlement. While the sale of this private land is technically volun-
tary, Mr Chairman, we are proposing section 1033 treatment be-
cause the circumstances of the sale are more like a condemnation
in reality.

I am not suggesting this solution be used as a precedent for
settling Indian land claims in other States. I have no qualifications
for making that judgment. This is just something that was worked
out for this modest situation.

We are also asking that the Indian corporation not be considered
a corporation for income tax purposes, except if it does produce
some income, unless the Indians use the land to produce income in
some way, but otherwise it would be a nontaxable corporation.

I would like, Mr. Chairman, to submit a letter from Senator Pell,
and make it a part of the record, if I might.

[The prepared statements of Senators Chafee and Pell follow:]

PREPARED STATEMENT OF SENATOR JOHN H. CHAFEE

Mr. Chairman, I would like to present a brief background on S. 687 which Senator
Pell and I introduced earlier this year. The bill is an amendment to the Rhode
Island Indian Land Claim Settlement Act of 1978, Public Law 95-395.

In 1975, the Narragansett Indians filed suits in the U.S. District Court against 35
private defendants and the State of Rhode Island seeking to recover about 3,200
acres of land in Charlestown, Rhode Isiand. The basis of the claim rests on a

uestionable act of the Rhode Island legislature dating from 1880 which abolished
the tribal authority and tribal relations of the Narragansett Tribe of Indians.

While it is by no means clear that the Narrafansetta would have won their case
in court, it seemed likely that litigation would have gone on for many years,
disrupting the economy of the Town of Charlestown and the State of Rhode Island
and putting a cloud over the land titles of the private defendants.
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For this reason, an agreement was entered into one month prior to the date the
case was to have gone to court. The agreement, which required implementating
legislation from both the Congress and the State of Rhode Island, established a
State Corporation controlled by the Narragansetts. To this corporation was con-
veyed a large parcel of land owned by the State. For its gart. Congress appropriated
$3.56 million for the purchase of acres owned by the private defendants. The
Secretary of the Interior is to purchase the land on behalf of the Tribe and convey it
to the Corporation as well.

The bill we have before us today was an original part of the Rhode Island Indian
Land Claim Settlement Act which was drafted in cooperation with the Administra-
tion, the Senate Indian Affairs Committee and the House Interior and Insular
Affairs Committee. The Treasury Department has no objection to the bill.

The reason this provision was not included when the Settlement Act was passed
last year is simply that the press of time at the end of the 95th Congress would not
allow it to be sequentially referred to the Finance Committee for approval.

The amendment has two basic thrusts. One is to encourage private landowners to
voluntarily sell their property to the State Corporation in order to complete the
settlement. This would be done by allowing those landowners who so choose to defer
capital gains from the sale by reinvesting in other property. If the sale were done
through condemnation or some other technically involuntary proceeding, the land-
owners would be entitled to such treatment under Section 1033 of the Code. Al-
though the sales of private land made pursuant to the Rhode Island Indian Land
Claim Settlement are technically voluntary, in real practical terms, the private
landowners have no other choice but to sell. Therefore, my bill seeks special treat-
ment in this limited case.

The other thrust of the amendment is to provide an exemf)tion from taxation for
the State Corporation. The settlement lands themselves should not be subject to any
form of federal, state or local taxation.

Mr. Chairman, this bill is tailored specifically to the circumstances surrounding
the Rhode Island Indian land claim case. While there may be discussion from others
who are concerned that this t, of settlement is precedential for other Indian
claim cases around the country, I would assure my colleagues that there is no such
intention on our part as we seek enactment of this amendment.

Mr. Donald Quinn, attorney for the defendants in the R.I. case, is a member of
the panel before the Subcommittee and will be able to provide more detail on some
aspects of this legislation. Mr. Tom Tureen, attorney for the Narragansett Indians,
28878 not able to be here but will submit a statement for the Record in support of S.

STATEMENT OF SENATOR CLAIBORNE PELL

Mr. Chairman, I am pleased to have this o rortunity to testify in support of S.
687, a bill to amend the Rhode Island Indian Claim Settlement Act. The bill before
you this morning will complete implementation of the orignial settlement agree-
men: lby providing for deferral of capital gains taxation for privately owned settle-
ment lana.

The history of the Narragansett land claim in my state is a long one, and I will
not take the Committee’s time with all the background. Suffice it to say that
arriving at an out of court settlement with the consent of Indians, landowners, and
state officials was not an easy task. The settlement agreement was the result of
months of painstaking negotiations. The provision calling for a deferral of capital
gains was a key inducement to the landowners in the case. This provision was, and
is, supported by all parties to the land claim, and was deleted from the settlement
bill which President Carter signed last year only for reasons of time. The settlement
ggckage was completed late in the 95th Congress, and because of the delicate

lancing of interests involved, had to be confirmed by the Congress as quickly as

possible. To streamline the Lill, and improve its prospects for in the waning
months of the 95th Congress, the landowners agreed that the capital gains provision
would be deleted. The entire Rhode Island Co: ional delegation i8 now commit-

ted to seeing this final provision of the settlement agreement signed into law.

From a policy standpoint, this type of tax treatment makes excellent sense in
resolving Indian land claims. The administration has taken a firm position against
compensating the landowners for losses as a result of being able to convey their
property. The landowners in cases of this sort are innocent bystanders caught in a
very difficult situation to get out of, and, at the very least, should not be exposed to
capital gains taxation on property they transfer in settlement of the Indian claims.
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From a tax standpoint, a deferral of capital gains in this situation is totally
consistent with current internal revenue law. § 1033 of the Internal Revenue Code
recognizes a deferral of taxes on gains occuring as a result of involuntary conver-
sions. The land conveyed by the landowners in this case was threatened with
complete forfeiture by the Indian lawsuit. The transfers of land can hardly be
characterized as voluntag;

§ 1033 of the Internal Revenue Code is intended to prevent the inequitable imposi-
tion of taxation. I strongly believe that had the framers of Section 1033 ever
envisioned that this t of situation would occur, they would have included loss of
land as a result of Indian land claims within the scope of that section.

I can personally testify to the many sacrifices made by the landowners who were
defendants in the Rhode Island Indian land claim. Without their willing icipa-
tion in the settlement agreement, we would not be here today—because the claim,
would still be grinding through the courts. To reject this bill will surely discourage
landowners in other states from participating in future settlement agreements.

The bill before you will complete the federal government’s responsibility to the
parties to the Rhode Island land claim. The bill’s impact on federal revenues will be
minimal, and its underlying rationale is strongly supported by federal tax policy.

For these reasons, I urge you to report the bill favorably.

Senator Byrp. Yes; it will be made a part of the record.

Senator CHAFEE. He enthusiastically supports it and has been
involved in it from the beginning and urges its passage.

Senator Byrp. Thank you, Senator Chafee.

As I understand it, the Treasury Department does not oppose the
bill but the statement by Secretary Lubick says, “We would sug-
gest, however, that the language of the bill exempting moneys to
be received by the State corporation from the Federal Government
be deleted because it is not needed.”

Is there any objection to that?

Senator CHAFEE. There is no objection to that.

Once upon a time, the system was they were going to give the
money, the $3.5 million, to the corporation. The corporation would
buy the land. Now, the Secretary of the Interior is going to buy the
l%nd and turn it over to the corporation, so there is no need for
that.

Are you in agreement with that, Mr. Quinn?

Mr. QUINN. Absolutely.

Senator BYrp. Very good.

That appears to have been handled satisfactorily. I see no prob-
lem with it. .

Thank you, Mr. Quinn.

Mr. QUINN. Thank you very much, Senator Byrd.

Senator Byrp. The next witness is Mr. Edward 1. Geffner, admin-
istrative director of the Manhattan Bowery Corp., in connection
with a bill for the relief of the Manhattan Bowery project.

Senator Moynihan has a statement which I will insert for the
record on his behalf at this point.

[The material referred to follows:]

STATEMENT OF SENATOR DANIEL P. MOYNIHAN

Mr. Chairman, 